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REACHING 


GREAT HEIGHTS 
BEGINS WITH A 


SOLID BASE 


As our eyes are drawn upward to the skyline of great cities, it’s 
important to remember that these impressive constructions are able 
to reach such heights only because their foundations are strong. In 
much the same way, being successful in the business world begins 
with fundamental courses like financial and managerial account- 
ing. It is only when students have a firm grasp of concepts like the 
accounting cycle and managerial decision making that they have a 


base on which to stand, a strong foundation on which to grow. 


In this edition, as before, the Williams team has revised the text 
with a keen eye toward the principle of helping students establish 
the foundation they will need for future success in business. How- 
ever, through new coverage of International Financial Reporting 


Standards and a revised globalization chapter, the Williams book 


also introduces students to larger themes and evolving concerns. This 
dual emphasis allows students to keep their eyes trained upward even 


as they become solidly grounded in accounting fundamentals. 


The Williams book continues to rest on a bedrock of four 


key components: “This is a well balanced textbook 
that encompasses many issues, 
yet provides them in a precise, 
readable, and orderly fashion to 


: The 16th edition of Williams provides the students. The extent of the real- 
most balanced coverage of financial and managerial topics on the world examples makes this edi- 
market. By giving equal weight to financial and managerial topics, tion clearly a superior choice.” 
the authors emphasize the need for a strong foundation in both aspects Hossein Noorian, 
of accounting. Wentworth Institute 


In the first five 
chapters of Financial & Managerial Accounting, the authors present the 
“Excellent book! Explains difficult Accounting Cycle in a clear, graphically interesting four-step process. 

subjects in easy-to-understand Central to this presentation is the dedication of three successive 

terms.” chapters to three key components of the cycle: recording entries 

Naser Kamleh, Wallace (Chapter 3), adjusting entries (Chapter 4), and closing entries (Chapter 5). 

Community College The Williams team places easy-to-read margin notes explaining each 
equation used in particular journal entries. 


The Williams team has put together a market- 
leading student package that will not only motivate your students, but 
help you see greater retention rates in your accounting courses. Vital 
pieces of technology supplement the core curriculum covered in the 
book: the Online Learning Center provides supplemental tools for both 
students and instructors; and McGraw-Hill Connect Accounting uses end- 
of-chapter material pulled directly from the textbook to create static and 
algorithmic questions that can be used for homework and practice tests. 
The full Financial & Managerial Accounting package encourages students to 
apply what they’re learning and improve their grades. 


“This textbook is current and 
very interactive. It brings in excel- 
lent “real-world” applications for 

the students to use in applying 
the concepts. It has excellent 
student and instructor 
resources. Some of the resources 
would be especially valuable for 
instructors teaching online.” 


Karen Mozingo, Pitt 
Community College 


US. Financial & Managerial Accounting 
challenges your students to think about real-world situations and put 
themselves in the role of the decision maker through Case In Point, 
Your Turn, and Ethics, Fraud & Corporate Governance boxes. Students 
reference the Home Depot Financial Statements—included in the text 
Mark Anderson, Bob Jones University as an appendix—to further hone problem-solving skills by evaluating 
real world financial data. The authors show a keen attention to detail 
when creating high-quality end-of-chapter material, such as the Critical 
Thinking Cases and Problems, ensuring that all homework is tied directly 
back to chapter learning objectives. 


“The text is excellent. | wish the 
texts had been this well written 


when | was a student!” 


vii 


How Does Williams Help Students 


Financial & Managerial Accounting was the FIRST text to illustrate Balance Sheet 
and Income Statement transactions using the four-step process described below. 
This hallmark coverage has been further revised and refined in the 16th edition. 


The Williams team breaks down the Accounting Cycle into three full chapters to 
help students absorb and understand this material: recording entries (Chapter 3), 
adjusting entries (Chapter 4), and closing entries (Chapter 5). Transactions are 
demonstrated visually to help students conquer recording transactions by show- 
ing the 


1 Recording Balance Sheet Transactions: An Illustration 
—shows which accounts 
| by its balance sheet. The revenue and expense transactions that took place on January 31 will be 
are recorded with an increase/ addressed later in the chapter. 


Each transaction from January 20 through January 27 is analyzed first in terms of increases 
d ec re. as e, in assets, liabilities, and owners’ equity. Second, we follow the debit and credit rules for enter- 
ing these increases and decreases in specific accounts. Asset ledger accounts are shown on the 
left side of the analysis; liability and owners’ equity ledger accounts are shown on the right 
_ h [ side. For convenience in the following transactions, both the debit and credit figures for the 
Deoendl e ps transaction under discussion are shown in red. Figures relating to earlier transactions appear 

in black. 


stu d (S nts to remem b erw h eth i Jan. 20 Michael McBryan and family invested $80,000 cash in exchange for capital 
stock. 
the account should be debited/ 
credited. " er 
ANALYSIS The asset Cash is increased by $80,000, and owners’ equity (Capital Owners invest cash in the 
<= tt Stock) is increased by the same amount. business : 
—shows the result ve 


+$80,000 +$80,000 


of the two previous steps. 


—shows 
students what was recorded 
and where. 
The Williams team puts the Pes a Mevopatian Tans Attorty QA) hice pe hese 
(The city owned the land, but the MTA owned the building.) On January 21, 
A ccou nt i n g E q U ati on Overnight Auto Service purchased the land from the city for $52,000 cash. 
(A = L + OE) in the margin 
b t t 4 F tl t t ; t ANALYSIS J ue sees Land is increased $52,000, and the asset Cash is decreased Purchase of an asset pa —- 
y transaction ttustrations to " —— © | assets = iabities + Enuty Es 
+$52,000 
show students the big picture! | ea 


Build a Strong Foundation? 


Brief Exercises connect: 


BRIEF Listed below in random order are the eight steps comprising a complete accounting cycle: 
EXERCISE 3.1 Prepare a trial balance. 
The Accounting Journalize and post the closing entries. 
Cycle Prepare financial statements. 
Post transaction data to the ledger. 
Prepare an adjusted trial balance. 
‘Make end-of-period adjustments, 
Journalize transactions. 
Prepare an after-closing trial balance. 
a, List these steps in the sequence in which they would normally be performed. (A detailed 
understanding of these eight steps is not required until Chapters 4 and 5.) 
b. Describe ways in which the information produced through the accounting cycle is used by a 
company's management and employees. 


Problem Set B 


01 PROBLEM 21.1B Swirl Incorporated designs and manufactures fashionable women’s clothing. For the coming year, the 
Evaluating a Special company has scheduled production of 50,000 silk skirts. Budgeted costs for this product are as follows: 


Unit Costs 
(50,000 units) Total 


Variable manufacturing costs $40 $2,000,000 


| Utease Corporation 


‘Utease Corporation has many production plants across the midwestern United States. A newly 
opened plant, the Bellingham plant, produces and sells one product. The plant is treated, for 
responsibility accounting purposes, as a profit center. The unit standard costs for a production 
‘unit, with overhead applied based on direct labor hours, are as follows: 


Self-Test Questions 


The answers to these questions appear on page 137. 4. Which of the following is provided by a trial balance in 
1. According to the rules of debit and credit for balance sheet which total debits equal total credits? 
accounts: a. Proof that no transaction was completely omitted from 
a, Increases in asset, liability, and owners’ equity accounts the ledger during the posting process. 
are recorded by debits. b. Proof that the correct debit or credit balance has been 
b, Decreases in asset and liability accounts are recorded by computed for each account. 


Ene Discussion Questions 


1. Baker Construction is a small corporation owned and managed 8, What is the meaning of the term revenue? Does the receipt 
by Tom Baker. The corporation has 21 employees, few cred- of cash by a business indicate that revenue has been earned? 
‘tors, and no investor other than Tom Baker. Thus, like many. Explain, 
small businesses, it has no obligation to issue financial state- 9, What is the meaning of the term expenses?) Does the pay- 
‘ments to creditors or investors. Under these circumstances, ment of eath by a business indicate (hat an expense hax becn 
is there any reason for this corporation to maintain account- incurred? Explain, 


Demonstration Problem 


Reed Mfg. Co. operates two plants that produce and sell floor tile, Shown below are the operating 
results of both plants during the company’s first quarter of operations: 


St.Louis Springville 
Plant Plant 


Sales ... $2,000,000 $2,000,000 
Variable costs 720,000 880,000 


J (Thinking Cases ; = 


197 CASE 3.1 ‘The realization principle determines when a business should recognize revenue. Listed next are 
Revenue Recognition __ three common business situations involving revenue. After each situation, we give two alternatives 
as to the accounting period (or periods) in which the business might recognize this revenue. Select 
Lo10 the appropriate alternative by applying the realization principle, and explain your reasoning. 
a, Airline ticket revenue: Most airlines sell tickets well before the scheduled date of the flight, 
(Period ticket sold; period of flight) 


08 CASE 3.2 Kim Morris purchased Print Shop, Inc., a printing business, from Chris Stanley. Morris made a 
‘Measuring Incoma cash down payment and agreed to make annual payments equal to 40 percent of the company’s 
Fairly net income in each of the next three years. (Such “earn-outs” are a common means of financing 

oy the purchase of a small business.) Stanley was disappointed, however, when Morris reported a first 

year’s net income far below Stanley’s expectations. 

i010 ‘The agreement between Morris and Stanley did not state precisely how “net income” was to be 

measured. Neither Morris nor Stanley was familiar with accounting concepts. Their agreement stated 
only that the net income of the corporation should be measure fair and reasonable manner.” 
In measuring net income, Morris applied the following policies: 
1. Revenue was recognized when cash was received from customers, Most customers paid in 
cash, but a few were allowed 30-day credit terms, 


103 EXERCISE 16.15 ‘Use the Home Depot 2009 financial statements in Appendix A at the end of this textbook. Read 
Home Depot Product note I to the financial statements that summarizes significant accounting policies for Home Depot. 
vs. Period Costs Read the section titled “Cost of Sales” on page A-00., Explain how Home Depot classifies some 

transportation, shipping, and handling costs as period expenses and others as product costs. On 
aS ‘what basis does it distinguish between shipping or transportation costs that are period expenses and. 
Sa those that are product costs? 


Problem Set A connect 


03 PROBLEM 16.1A = Aqua-Marine manufactures fiberglass fishing boats. The manufacturing costs incurred during its 
‘An Introduction to first year of operations are shown as follows: 


TING 


Excel Connect Accounting Ethical 
Templates System 


a> =v 
Group Writing internet 
Activities ix 


supplement the exercises 
with shorter, single-concept exercises that test 
the basic concepts of each chapter. These brief 
exercises give instructors more flexibility in their 
homework assignments. 


provides 
students with even more practice on important 
concepts. 


Six Compreher ranging from 
two to five pages in length, present students 
with real-world scenarios and challenge them to 
apply what they’ve learned in the chapters lead- 
ing up to them. 


Defined Key Terms and 
review and reinforce chapter material. 


Demons s and their solutions 
allow students to test their knowledge of key 
points in the chapters. 


al T ng and Problems put stu- 
dents’ analytical skills to the test by having them 
think critically about key concepts from the 
chapter and apply them to business decisions. 

sets of Problems and a full set of Exer- 
cises in EACH chapter give Financial & Managerial 
Accounting the edge in homework materials. 


ses in each chapter challenge students 
to explore the ethical impact of decisions made 
in business. 


The 2 Der inan atemer 
are included in Appendix A. Students are 
referred to key aspects of the 10-K in the text 
material and in end-of-chapter material to illus- 
trate actual business applications of chapter 
concepts. 


ae \ + 
4 2 i) er Tes, 


www NV, 


International 


The Williams Pedagogy Helps 


CHAPTER 12 


Income and Changes 
in Retained Earnings 


High-profile companies frame each chapter discussion 
through the use of dynamic CHAPTER OPENER 
vignettes. Students learn to frame the chapter’s topic 


in a real-world scenario. 


‘© Shannon Stapleton/Corbis 


YO U R TU RN boxes challenge students with ethically AFTER STUDYING THIS CHAPTER, YOU SHOULD BE ABLE TO: 
demanding situations. They must apply what they’ve in deserve ow requ ncome tems suchas escontned operas and extordnay toms, 
are presented in the income statement. 


02 Compute earnings per share. 


learned in the text to situations faced by investors, 


03 __ Distinguish between basic and diluted earnings per share. 


creditors, and managers in the real world. 


04 ~—- Account for cash dividends and stock dividends, and explain the effects of these transactions on 
a company's financial statements. 
05 —_ Describe and prepare a statement of retained earnings. 


06 —_Define prior period adjustments, and explain how they are presented in financial statements. 


07 Define comprehensive income, and explain how it differs from net income. 


tos _ Describe and prepare a statement of stockholders’ equity and the stockholders’ equity y 


YOUR TURN You as a Team Leader 
section of the balance sheet. 


Assume you are the leader of the Boards and More product creation team for the new soap ifs) ) iusto steps management might tke fo improve the appearance of the company's net NOT emul so 
box design. At the initial meeting of the cross-organizational team, a serious reservation is ee ——————————————— 

raised by the team members from the printing firm about the confidentiality and intellectual : . 7 
printing firm. The reservations of the printing firm representatives are so serious that the 

viability of the soap box design project is threatened. What should you do? 


(See our comments on the Online Learning Center Web site.) 


Exhibit 18-2 PRODUCTION PROCESS FOR METAL PRODUCTS, INC. 


Cutting Assembly Packaging 
Department Department Department 
Process—Cuts Process—Machines Process—Dries 
. large sheet metal and polishes small forms from chemical ———— 
“ 
Lots of eye appeal and in-depth coverage. into small forms for forms, adds trim to bath, adds individual 
: 4 assembly into final forms, and dips forms packaging, and boxes } 
Students will love i product. in chemical bath. forms for shipment. lime 
= 


James Specht, Concordia College ; A. 


EXHIBITS illustrate key 
x concepts in the text. 


“Williams is a great text overall. It provides excel- 
lent and accurate coverage of the accounting 
principles curriculum. Students like it better than 
any other text | have used. A few years ago | was 
evaluating its financial success. Consider Procter & Gamble Company, for in a situation where | had to use a different text, 
example. Two billion times a day, P&G products are sold around the world. since | took over a class for another teacher at the 


A company’s pattern of sales and net income are important factors in 


The company has one of the largest and strongest portfolios of recognizable last min ute. Students were getting the William S 
brands, including Pampers, Tide, Ariel, Always, Whisper, Pantene, Bounty, : ‘ ; F 

Pringles, Folgers, Charmin, Downy, Lenor, lams, Crest, Clairol, Actonel, text on their own and l saw immediate Improve- 
Dawn, and Olay. Ninety-eight thousand people work for P&G in almost 80 ment in their understanding and grades across 
ate the board. Williams comes through again and 


One of the attributes of financially successful companies like P&G is their 


consistent strength over time in terms of primary measures of financial again, where other texts fall hopelessly short.” 


performance, such as net sales and net earnings. Net sales, measuring ‘ . 
Malcolm E White, Columbia College 


the value of merchandise sold less returns, increased from $74,832 
million in 2007 to $81,748 million in 2008 and declined to $78,029 million 
in 2009. This represents an approximate 9 percent increase in 2008 and 
a modest 3 percent decline in 2009, for a combined increase for the two 


years of approximately 6 percent. Net income, which starts with sales and 
Successful companies sometimes experience reductions in cash. Often these reduc- 
tions are intentional in order to more productively use the company’s cash in differ- 
ent ways. For example, in the year ending June 30, 2009, Microsoft Corporation 
11 percent increase), or a combined increase for the two years of approxi- reported a decrease in cash in excess of $4 billion! Does 
mately 28 percent. These figures represent impressive financial performance this mean that the company was experiencing extreme 
in terms of the company’s ability to provide goods to its customers and financial difficulty? Not necessarily. That year, operations 
provided over $19 billion. The overall decline was due to 
approximately $7.5 billion being used in financing activi- 
ties, primarily for paying cash dividends to stockholders 
and purchasing treasury stock. In addition, the company 


is reduced by various expenses required to generate those sales, increased 


from $10,340 million in 2007 to $12,075 million in 2008 (an approximate 


17 percent increase) and to $13,436 million in 2009 (an approximate 


to operate in a manner that results in a profit that benefits the company’s 


stockholders. 


© ImagineChina via AP Images 


A CASE IN POINT boxes link accounting concepts 
in the chapter to their use in the real world. These 


examples often present an international scenario 
to expose students to accounting practices around 
the world. 


Ethics, Fraud & Corporate Governance 


As discussed in Chapter 2, the Sarbanes-Oxley Act (SOX) 
substantially increases the civil and criminal penalties 
associated with securities fraud, including fraudulent 
financial reporting. The increased penalties are intended 
to reduce illegal behaviors. Even prior to SOX, the penal- 
ties available to the government and the Securities and 
Exchange Commission for prosecuting securities fraud were 
substantial. For example, Andrew Fastow, Enron’s former 
chief financial officer, and primary architect of Enron’s 
fraudulent actions, pled guilty to a number of fraud-related 
criminal charges and has received a 10-year prison sentence. 
Former chief executive officer of Enron, Jeffrey Skilling, 
also was convicted of numerous criminal charges related to 
his role at Enron. 

Businesspeople are sometimes told by their superiors to 
commit actions that are unethical and in some instances even 
illegal. The clear message of management is “participate in 
this behavior or find a job elsewhere.” Management pressure 
and intimidation can make it difficult to resist demands to en- 
gage in unethical behavior. Employees sometimes believe that 
they are insulated from responsibility and liability because 
“they were just following orders.” 

‘As you encounter ethical dilemmas during your business 
career, remember that obeying orders from your superiors that 
are unethical, and certainly those that are illegal, may expose 


<< ETHICS, FRAUD & CORPORATE GOVERNANCE 
boxes discuss the accounting scandals of recent years 
that have sparked such comprehensive legislation 
as Sarbanes-Oxley. The inclusion of EFCG boxes in 
each chapter offers instructors the opportunity to 


© AP Photo/David J. Philip 


Pee eee ae gece eee bring complex accounting and ethical issues into the 


and incarceration. 


classroom. a 


Setting Standards 


McGraw-Hill Connect Accounting 
ga connect 


|ACCOUNTING 


Less Managing. More Teaching. Greater Learning. 


McGraw-Hill Connect Accounting is an online assignment and assessment solution that connects students with the tools and 
resources needed to achieve success through faster learning, more efficient studying, and higher retention of knowledge. 


McGraw-Hill Connect Accounting features 


Connect Accounting offers a number of powerful tools and features to make managing assignments easier, so faculty can 
spend more time teaching. With Connect Accounting, students can engage with their coursework anytime and anywhere, 
making the learning process more accessible and efficient. Connect Accounting offers you the features described below. 


Simple assignment management 


Accounting 101 w connect 


With Connect Accounting, creating assignments is easier than a 


ever, SO you can spend more time teaching and less time |powne 

managing. Connect Accounting enables you to: ciabatta nm Gees | (ESESERE @ 

+ Create and deliver assignments easily with select end-of- | chapters PR Rachel 
chapter questions and test bank items. me ne Se ae 

* Go paperless with the eBook and online submission and | Se 
grading of student assignments. ——o = 

- Have assignments scored automatically, giving students | ~ o 7 iene ie 
immediate feedback on their work and side-by-side com- | ~ —— 
parisons with correct answers. ——— me tenes: 

Smart grading recorded lectures 

When it comes to studying, time is precious. Connect Accounting Sl 

helps students learn more efficiently by providing feedback and sae 


practice material when they need it, where they need it. When 

it comes to teaching, your time also is precious. The grading 

function enables you to: 

+ Have assignments scored automatically, giving students immediate feedback on their work and side-by-side comparisons 
with correct answers. 


+ Access and review each response; manually change grades or leave comments for students to review. 
* Reinforce classroom concepts with practice tests and instant quizzes. 


Instructor library 


The Connect Accounting Instructor Library is your repository for additional resources to improve student engagement in and 
out of class. You can select and use any asset that enhances your lecture. The Instructor Library also allows you to upload your 


own files. Your students can access these files through the student library. The Connect Accounting Instructor Library includes 
+ eBook 


* PowerPoint files 
* Access to all instructor supplements 


xii 


in Online Technology 


Student library 


The Connect Accounting Student Library is the place for students to access additional resources. The Student Library: 
* Offers students quick access to lectures, practice materials, eBooks, and more. 
* Provides instant practice material and study questions, easily accessible on the go. 


Assessment and Reporting 


Connect Accounting keeps instructors informed about how 
each student, section, and class is performing, allowing 
for more productive use of lecture and office hours. The 
reporting function enables you to: 

+ View scored work immediately and track individual 
or group performance with assignment and grade 
reports. 

* Access an instant view of student or class performance 
relative to learning objectives. 

* Collect data and generate reports required by many 
accreditation organizations, such as AACSB and AICPA. 


McGraw-Hill Connect Plus Accounting 


McGraw-Hill reinvents the textbook learning experience 

for the modern student with Connect Plus Accounting. A 

seamless integration of an eBook and Connect Accounting, 

Connect Plus Accounting provides all of the Connect 

Accounting features plus the following: 

+ An integrated eBook, allowing for anytime, anywhere 
access to the textbook. 

+ Dynamic links between the problems or questions you 
assign to your students and the location in the eBook 
where that problem or question is covered. 

+ A powerful search function to pinpoint and connect key 
concepts in a snap. 

In short, Connect Accounting offers you and your students 
powerful tools and features that optimize your time 
and energies, enabling you to focus on course content, 
teaching, and student learning. Connect Accounting also 
offers a wealth of content resources for both instructors 
and students. This state-of-the-art, thoroughly tested 
system supports you in preparing students for the world 
that awaits. 


For more information about Connect, go to www. 
mcgrawhillconnect.com, or contact your local McGraw- 
Hill sales representative. 


Accounting 101 


library reports 


reports 


section performance & 


83.6%" overall section average for 16 assignment(s) 


assignments 


1 


score(%) 


*As of 07/06/2010 3:48 PM CDT 


report types 


assignment results 
See student scores in high, medium and low ranges 
student performance 
Quickly review an individual student's performance 
assignment statistics 
Mean, highest. lowest scores on each assignment 
item analysis 
How your students scored on each assignment item 
category analysis 
Performance based on item category criteria you choose 
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A Starting Point: Statement of Financial Position 


Content 


Chapter:2 4 All three financial statements contain important information, but each includes different information 
Chapter Onener For that reason, It is Important to understand all three financial statements and how they relate to 


each other. The way they relate is sometimes referred to as articulation , a term we will say more 
Introduction to Financ. about later in this chapter. 

Pa ena Coles A logical starting point for understanding financial statements |s the statement of financial positio 
Income Statement also called the balance sheet. The purpose of this financial statement is to demonstrate where the 
Statement of Cash Flows company stands, in financial terms, at a specific point in time. As we will see later in this chapter. the 
other financial statements relate to the statement of financial position and show how important 
aspects of a company's financial position change over time. Beginning with the statement of financi 
Forms of Business Orga position also allows us to understand certain basic accounting principles and terminologies that are 
important for understanding all financial statements. 


Relationships among FI 


The Use of Financial S. 
Concluding Remarks Every business prepares a balance sheet at the end of the year, and many companies prepare 

one at the end of each month, week, or even day. It consists of a listing of the assets, the liabilities. 
and the owners' equity of the business. The date is important, as the financial position of a busines 
may change quickly. Exhibit 2-1 shows the financial position of Vagabond Travel Agency at Decemt 
Key Terms Introduced 0 31, 2009 
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Demonstration Problem Exhibit 24 


‘STATEMENT OF FINANCIAL POSITION 


Self-Test Questions 


Assignment Material DI 


VAGABOND TRAVEL AGENCY 
it 


Brief Exercises 


Exercises 
Problem Set A 
Cash cesses. $ 22500 Liabilities: 
Problem Set B Notes Receivatle .... 10,000 Notes Payable... $41,000 


Tegrity Campus: Lectures 24/7 


He @egrity campus 


Tegrity Campus is a service that makes class time available 24/7 by automatically capturing every lecture in a searchable 
format for students to review when they study and complete assignments. With a simple one-click start-and-stop process, 
you capture all computer screens and corresponding audio. Students can replay any part of any class with easy-to-use 
browser-based viewing on a PC or Mac. 


Educators know that the more students can see, hear, and experience class resources, the better they learn. In fact, studies 
prove it. With Tegrity Campus, students quickly recall key moments by using Tegrity Campus’s unique search feature. This 
search helps students efficiently find what they need, when they need it, across an entire semester of class recordings. 
Help turn all your students’ study time into learning moments immediately supported by your lecture. 


To learn more about Tegrity watch a 2-minute Flash demo at http://tegritycampus.mhhe.com. 


McGraw-Hill Higher Education and Blackboard 
have teamed up. What does this mean for you? 


1. Your life, simplified. Now you and your students can access McGraw-Hill’s Connect™ and Create™ right from within 
your Blackboard course—all with one single sign-on. Say goodbye to the days of logging in to multiple applications. 

2. Deep integration of content and tools. Not only do you get single sign-on with Connect™ and Create™, you also 
get deep integration of McGraw-Hill content and content engines right in Blackboard. Whether you're choosing a book 
for your course or building Connect™ assignments, all the tools you need are right where you want them—inside of 
Blackboard. 


3. Seamless Gradebooks. Are you tired of keeping multiple gradebooks and manually synchronizing grades into 
Blackboard? We thought so. When a student completes an integrated Connect™ assignment, the grade for that 
assignment automatically (and instantly) feeds your Blackboard grade center. 

4. A solution for everyone. Whether your institution is already using Blackboard or you just want to try Blackboard on 
your own, we have a solution for you. McGraw-Hill and Blackboard can now offer you easy access to industry leading 
technology and content, whether your campus hosts it, or we do. Be sure to ask your local McGraw-Hill representative for 
details. 


Blackboard 


Do More 
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ALEKS’ Improve Student Learning Outcomes and Save Instructor 
Time with ALEKS® 


ALEKS is an assessment and learning program that provides ALEKS® Se en 
Orvric |, wf Review |, SB dictionary | jj Colculstor | | Y Homework |, F¥] Gradebook |. calendar |”) Accounting | 


individualized instruction in accounting. Available online in 
partnership with McGraw-Hill/Irwin, ALEKS interacts with 
students much like a skilled human tutor, with the ability viene 


> Cash and Cash Equivalent 
(40f 5) 


Financial Accounting (Corporation) 


to assess precisely a student’s knowledge and provide D Bonde, Investment 


> Property, Plant, and Equipment 
(7 of 14) 
> Current Liabilities, 


Payroll, Warranties, and 
Discounted Notes (8 of 15) 


instruction on the exact topics the student is most ready to 
learn. By providing topics to meet individual students’ needs, pemaree 
allowing students to move between explanation and practice, 
} Merchandising and Inventory 


correcting and analyzing errors, and defining terms, ALEKS ea 
helps students to master course content quickly and easily. 


ALEKS also includes an Instructor Module with powerful, 

assignment-driven features and extensive content flexibility. The complimentary Instructor Module provides a course 
calendar, a customizable gradebook with automatically graded homework, textbook integration, and dynamic reports to 
monitor student and class progress. ALEKS simplifies course management and allows instructors to spend less time with 
administrative tasks and more time directing student learning. 


To learn more about ALEKS, visit www.aleks.com/highered/business. 


CourseSmart 


Learn Smart. Choose Smart. 
CourseSmart is a new way for faculty to find and review eTextbooks. It’s also a great option for students who are interested 
in accessing their course materials digitally and saving money. 


CourseSmart offers thousands of the most commonly adopted textbooks across hundreds of courses from a wide variety of 
higher education publishers. It is the only place for faculty to review and compare the full text of a textbook online, providing 
immediate access without the environmental impact of requesting a print exam copy. 


With the CourseSmart eTextbook, student can save up to 45 percent off the cost of a print book, reduce their impact on the 
environment, and access powerful Web tools for learning. CourseSmart is an online eTextbook, which means users access 
and view their textbook online when connected to the Internet. Students can also print sections of the book for maximum 
portability. CourseSmart eTextbooks are available in one standard online reader with full text search, notes and highlighting, 
and email tools for sharing notes between classmates. 


http://www.coursesmart.com 


McGraw-Hill Customer Care Contact Information 


At McGraw-Hill, we understand that getting the most from new technology can be challenging. That’s why our services don’t 
stop after you purchase our products. You can e-mail our Product Specialists 24 hours a day to get product-training online. 
Or you can search our knowledge bank of Frequently Asked Questions on our support Web site. For Customer Support, call 
800-331-5094, e-mail hmsupport@mcgraw-hill.com, or visit www.mhhe.com/support. One of our Technical Support 
Analysts will be able to assist you in a timely fashion. 
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INSTRUCTOR SUPPLEMENTS 


Su p ple ments for Financial & Managerial Accounting 


A strong foundation needs support. 


Financial & Managerial Accounting authors Williams, Haka, Bettner, and Carcello know that every 
component of the learning package must be integrated and supported by strong ancillaries. 
Instructors and students have a wealth of material at their fingertips to help make the most of a 


challenging course in accounting. 


Instructor’s CD-ROM 


ISBN: 9780077328641 

This all-in-one resource contains the 
Instructor’s Resource Manual, Solu- 
tions Manual, Testbank Word files, 
Computerized TB, and PowerPoint® 
Slides. 


Online Learning Center (OLC) 
www.mhhe.com/williams_basis16e 

The Online Learning Center (OLC) that accompanies 
Financial & Managerial Accounting provides a wealth of extra 
material for both instructors and students. With content 
specific to each chapter of the book, the Williams OLC 
doesn’t require any building or maintenance on your part. 


A secure Instructor Resource Center stores your 
essential course materials to save you prep time before 
class. The Instructor’s Manual, Solutions Manual, 
PowerPoint presentations, and Testbank are now just 
a couple of clicks away. 


The OLC Web site also serves as a doorway to 
McGraw-Hill’s other technology solutions. 


“A comprehensive accounting book that has more student and instructor resources than 
any textbook | have seen thus far. It is well written and very organized by topic.” 


Terri Meta, Seminole Community College 


Instructor’s Resource Manual 


Available on the Instructor’s CD and OLC 

This manual provides for each chapter: (1) a chapter sum- 
mary detailing what has changed, new problems that have 
been added, and author suggestions on how to incorporate 
new material; (2) brief topical outline; (3) sample “10-minute 
quizzes” designed to test the basic concepts in each chap- 
ter; and (4) suggestions for group, Internet, and other class 
exercises to supplement the material in the book. 


Solutions Manual 

Available on the Instructor’s CD and OLC 

The Solutions Manual includes detailed solutions for 
every question, exercise, problem, and case in the text. 


Testbank 

Available on the Instructor’s CD and OLC 

This comprehensive Testbank contains over 3,000 prob- 
lems and true/false, multiple-choice, and essay questions. 
Included in this edition are written explanations to the 
solutions—making it easier than ever for you to see where 
students have gone wrong in their calculations. 


Assurance of Learning Ready 
Many educational institutions today are focused on the 


notion of assurance of learning, an important element of 
some accreditation standards. Financial and Managerial 
Accounting, 16e, is designed specifically to support your 
assurance of learning initiatives with a simple, yet power- 
ful, solution. 

Each testbank question for Financial and Manage- 
rial Accounting, 16e, maps to a specific chapter learning 
outcome/objective listed in the text. You can use ourtest- 
bank software, EZ Test, and EZ Test Online, or in Connect 
Accounting to easily query for learning outcomes/ 
objectives that directly relate to the learning objectives 
for your course. You can then use the reporting features 
of EZ Test or in Connect Accounting to aggregate student 
results similar fashion, making the collection and pre- 
sentation of assurance of learning data simple and easy. 


STUDENT SUPPLEMENTS 


Study Guide 
Volume 1 ISBN: 9780077328665 
Volume 2 ISBN: 9780077328672 
The Study Guide, written by the text authors, provides 


chapter summaries, detailed illustrations, and a wide 
variety of self-study questions, exercises, and multiple- 
choice problems (with solutions). 


Working Papers 

Volume 1 ISBN: 9780077328689 

Volume 2 ISBN: 9780077328696 

Working Papers provide students with formatted tem- 
plates to aid them in doing homework assignments. 


Online Learning Center (OLC) 
www.mhhe.com/williams_basis16e 

The OLC is full of resources for students, including: Online 
Quizzing, PowerPoint Presentations, Excel Templates, and 
McGraw-Hill Connect Accounting. 


AACSB Statement 


The McGraw-Hill Companies is a proud corporate member 
of AACSB International. Understanding the importance 
and value of AACSB accreditation, Financial Manage- 
rial Accounting, 16e, recognizes the curricula guidelines 
detailed in AACSB standards for business accreditation 
by connecting selected questions in the text and testbank 
to the six general knowledge and skill guidelines found in 
the AACSB standards. 

The statements contained in Financial and Manage- 
rial Accounting, 16e, are provided only as a guide for the 
users of this text. The AACSB leaves content coverage 
and assessment within the purview of individual schools, 
the mission of the school, and the faculty. While Financial 
and Managerial Accounting, 16e, and its teaching package 
make no claim of any specific AACSB qualification or eval- 
uation, we have, within Financial and Managerial Account- 
ing, 16e, labeled selected questions according to the six 
general knowledge and skills areas. 


Excel Templates 

Available on the OLC 

Selected end-of-chapter exercises and problems, marked 
in the text with an Excel icon, can be solved using these 
Microsoft Excel templates. 


ALEKS for the Accounting Cycle 

ALEKS uses assessments in key areas of the accounting 
cycle to measure student progress. This software has 
been proven to cut study time on the accounting cycle 
dramatically by offering students step-by-step prog- 
ress reports—all of which is available to the instructor to 
review. www.business.aleks.com 
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What’s New about the 16th Edition of 
Financial & Managerial Accounting? 


The following list of revisions is a testament to the enthusiastic response of dozens of reviewers 
who contributed their considerable expertise. In doing so they have helped make the 16th edition 
of Financial & Managerial Accounting the best book of its kind. 


Chapter 1 


pdated chapter-opening vignette 


= 


+ Expanded coverage of support of conver- 
gence and global accounting standards 


* Updated Case in Point 


Chapter 2 


pdated chapter-opening vignette 


S 


Chapter 3 

+ New chapter-opening vignette 

+ Revised Ethics, Fraud & Corporate 
Governance section 


Chapter 4 
+ Updated chapter-opening vignette 
+ Updated Case in Point 


+ Revised materiality and adjusting entries 
section 


Chapter 5 

+ New chapter-opening vignette 

+ Revised Financial Analysis and Decision 
Making section 


Chapter 6 
+ New chapter-opening vignette 
+ Updated Case in Point 


+ Updated Financial Analysis and Decision 
Making section 


+ Revised Ethics, Fraud & Corporate 
Governance section 


Chapter 7 

+ Updated chapter-opening vignette 
+ Updated cash management section 
+ Updated Case in Point 


+ Removed sections on petty cash funds, 
concentration of credit risk, internal 


controls for receivables, management of 
accounts receivable 


+ Updated nature of interest section 


+ Updated Financial Analysis and Decision 
Making section 


+ Revised Ethics, Fraud & Corporate 
Governance section 


Chapter 8 


+ Updated chapter-opening vignette 


+ Removed section on accounting methods 


affecting financial ratios 


+ Revised Financial Analysis and Decision 
Making section 


+ Revised Ethics, Fraud & Corporate 
Governance section 


Chapter 9 

+ Updated chapter-opening vignette 

+ Revised differences in depreciation 
methods section 


* Revised estimates of useful life and 
residual value section 


+ Updated Case in Point 


+ Revised Ethics, Fraud & Corporate 
Governance section 


Chapter 10 
+ Updated chapter-opening vignette 
+ Updated Your Turn 


+ Revised Ethics, Fraud & Corporate 
Governance section 


Chapter 11 
+ New chapter-opening vignette 
+ Updated Case in Point 


+ Revised Financial Analysis and Decision 
Making section 


+ Revised Ethics, Fraud & Corporate 
Governance section 


Chapter 12 
+ Updated chapter-opening vignette 
+ Revised extraordinary items section 


+ Updated Financial Analysis and Decision 
Making section 


+ Revised Ethics, Fraud & Corporate 
Governance section 


Chapter 1 3 


+ New chapter-opening vignette 
* Revised introduction to statement of cash 
flows 


+ Updated Case in Point 


+ Revised Financial Analysis and Decision 
Making section 


+ Revised Ethics, Fraud & Corporate 
Governance section 


Chapter 14 


+ Updated chapter-opening vignette 
+ Revised Ethics, Fraud & Corporate 
Governance section 


Chapter 1 5 

+ New chapter-opening vignette 

+ New Exhibit 15-1 shows location of the 
world’s top multinational companies 


+ New Case in Point 
* Revision of Exhibit 15-5 and Exhibit 15-6 


+ Revised Ethics, Fraud & Corporate 
Governance section 


Chapter 1 6 
+ Updated chapter-opening vignette 
+ New Case in Point 


+ Revised Ethics, Fraud & Corporate 
Governance section 


Chapter 18 Chapter 21 Chapter 25 


+ Updated chapter-opening vignette + New Case in Point + Updated chapter-opening vignette 
+ New Case in Point 


Chapter 1 9 Chapter 22 + Revised Ethics, Fraud & Corporate 
+ Updated chapter-opening vignette + Revision of Exhibit 22-1 Governance section 
+ New Case in Point * Revised Case in Point 


Chapter 26 


+ Revised Ethics, Fraud & Corporate 


Governance section Chapter 2 3 + New chapter-opening vignette 
* New Case in Point + Revised Ethics, Fraud & Corporate 
Chapter 2 Oo Governance section 
+ Revised Ethics, Fraud & Corporate Chapter 24 


Governance section * Two New Case in Points 
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AFTER STUDYING THIS CHAPTER, YOU SHOULD BE ABLE TO: 


LO1 


Lo2 


LO3 


L04 


LOS 


LOG 


LO7 


LO8 


Discuss accounting as the language of business and the role of accounting information in making 
economic decisions. 


Discuss the significance of accounting systems in generating reliable accounting information and 
understand the five components of internal control. 


Explain the importance of financial accounting information for external parties—primarily 
investors and creditors—in terms of the objectives and the characteristics of that information. 


Explain the importance of accounting information for internal parties—primarily management— 
in terms of the objectives and the characteristics of that information. 


Discuss elements of the system of external and internal financial reporting that 
create integrity in the reported information. 


Identify and discuss several professional organizations that play important roles in preparing and 
communicating accounting information. 


Discuss the importance of personal competence, professional judgment, and ethical behavior on 
the part of accounting professionals. 


Describe various career opportunities in accounting. 
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Bear Stearns was founded in 1923 as an equity trading house. Bear Stearns 
grew to become one of the largest global investment banks and brokerage 
firms in the world. The firm grew rapidly during the early 2000s, and by 2006 
the firm reported its fifth consecutive year of record net income and earnings 
per share. Net income topped $2 billion for the first time, an increase of 40 
percent from the prior year. Bear Stearns employed approximately 14,000 
people, and was recognized by Fortune magazine as the “most admired” 
securities firm in the United States. Bear Stearns’ stock price reached $172 
by January 2007, but by March 2008 the firm was forced to sell itself to 
JP Morgan Chase for $10 per share in order to stave off a bankruptcy filing. 

How did a firm that survived the 1929 stock market crash without laying 
off a single employee see its stock price collapse from $172 to $10 in 
approximately one year—wiping out billions of dollars of shareholder wealth — 
and forcing it into a distressed sale? 

Bear Stearns had significant investments in subprime mortgage-related 
securities and had a heavily leveraged capital structure (i.¢., a large amount 
of debt relative to investments by owners). During the latter half of 2007, 
investors lost confidence in the subprime mortgage market and the value 
of related securities plunged precipitously. Bear Stearns wrote down 
investments in subprime mortgage-related securities by billions of dollars, 
but creditors lost confidence in the firm and were no longer willing to lend it 
funds. The firm’s lack of liquidity forced it to seek a merger partner. The only 
other option available to Bear Stearns was a bankruptcy filing, but if Bear 
Stearns had chosen that option shareholders would have received nothing 
for their shares. As recently as Bear Stearns’ 2006 Annual Report, it touted 
its “dedication to risk evaluation and management that has given us the ability 
to expand carefully and conservatively.” Bear Stearns’ risk management 
controls failed to anticipate and/or adequately protect the firm from the 
dramatic decline in the value of subprime mortgage-related securities. 


Source: Bear Stearns 2006 Annual Report, 2007 10-K, and Wikipedia. 
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Understanding and using accounting information is an important ingredient of any business 
undertaking. Terms such as sales revenue, net income, cost, expense, operating margin, and 
cash flow have clearly defined meanings and are commonly used in business-related commu- 
nications. Although the precise meaning of these terms may be unfamiliar to you at this point, 
to become an active participant in the business world, you must gain a basic understanding of 
these and other accounting concepts. Our objective in this book is to provide those who both 
use and prepare accounting information with that basic understanding. 

Information that is provided to external parties who have an interest in a company is some- 
times referred to as financial accounting information. Information used internally by manage- 
ment and others is commonly referred to as managerial accounting information. Whereas 
these two types of information have different purposes and serve different audiences, they 
have certain attributes in common. For example, both financial and managerial accounting 
require the use of judgment and information prepared for either purpose should be subject to 
the company’s system of internal control. Financial accounting concepts are critical in order 
to understand the financial condition of a business enterprise. Determining a company’s net 
income by subtracting its expenses from its revenue is a particularly important part of finan- 
cial reporting today. This may appear to be a simple process of keeping accounting records 
and preparing reports from those records, but a great deal of judgment is required. For exam- 
ple, when should the cost of acquiring a resource that is used for several years be recognized 
as an expense in the company’s financial statements? What information is particularly useful 
for management, but not appropriate for public distribution because of the potential competi- 
tive disadvantage that might result? These are among the many complex issues that business 
faces on a day-to-day basis and which have a critical impact on the company’s responsibility 
to its owners, creditors, the government, and society in general. 

As we begin the study of accounting, keep in mind that business does not exist solely 
to earn a return for its investors and creditors that supply a company’s financial resources. 
Business also has a responsibility to operate in a socially responsible manner and to bal- 
ance its desire for financial success within this broader social responsibility. We begin 
our development of these ideas in this chapter, and continue their emphasis throughout 
this text. 


Accounting Information: A Means to an End 


The primary objective of accounting is to provide information that is useful for decision- 
making purposes. From the very start, we emphasize that accounting is not an end, but rather 
it is a means to an end. The final product of accounting information is the decision that is 
enhanced by the use of that information, whether the decision is made by owners, manage- 
ment, creditors, governmental regulatory bodies, labor unions, or the many other groups that 
have an interest in the financial performance of an enterprise. 

Because accounting is widely used to describe all types of business activity, it is some- 
times referred to as the language of business. Costs, prices, sales volume, profits, and return 
on investment are all accounting measurements. Investors, creditors, managers, and others 
who have a financial interest in an enterprise need a clear understanding of accounting terms 
and concepts if they are to understand and communicate about the enterprise. While our 
primary orientation in this text is the use of accounting information in business, from time to 
time we emphasize that accounting information is also used by governmental agencies, 
nonprofit organizations, and individuals in much the same manner as it is by business 
organizations. 


ACCOUNTING FROM A USER’S PERSPECTIVE 


Many people think of accounting as simply a highly technical field practiced only by profes- 
sional accountants. In reality, nearly everyone uses accounting information daily. Accounting 
information is the means by which we measure and communicate economic events. Whether 
you manage a business, make investments, or monitor how you receive and use your money, 
you are working with accounting concepts and accounting information. 


Accounting Information: A Means to an End 


Our primary goal in this book is to develop your ability to understand and use accounting 
information in making economic decisions. To do this, you need to understand the following: 


e The nature of economic activities that accounting information describes. 

e The assumptions and measurement techniques involved in developing accounting 
information. 

e The information that is most relevant for making various types of decisions. 


Exhibit 1-1 illustrates how economic activities flow into the accounting process. The 
accounting process produces accounting information used by decision makers in making eco- 
nomic decisions and taking specific actions. These decisions and actions result in economic 
activities that continue the cycle. 


Economic 
Activities 


Actions Reported Results 
(decisions) of Actions 
(decisions) 


TYPES OF ACCOUNTING INFORMATION 


Just as there are many types of economic decisions, there are also many types of accounting 
information. The terms financial accounting, management accounting, and tax accounting 
often are used in describing three types of accounting information that are widely used in the 
business community. 


Financial Accounting Financial accounting refers to information describing the 
financial resources, obligations, and activities of an economic entity (either an organization 
or an individual). Accountants use the term financial position to describe an entity’s financial 
resources and obligations at a point in time and the term results of operations to describe its 
financial activities during the year. 


CASE IN POINT 


In Sony Corporation’s 2009 financial statements to owners, financial position is pre- 
sented as consisting of ¥12,014 trillion in assets (including cash, inventories, property, 
and equipment), with obligations against those assets of ¥9,049 trillion. This leaves 
¥2,965 trillion as the owners’ interest in those assets. In the same report, results of opera- 
tions indicate that Sony had a net loss (expenses exceeded revenues) of ¥99 billion for 
the year ending March 31, 2009. 


Financial accounting information is designed primarily to assist investors and creditors 
in deciding where to place their scarce investment resources. Such decisions are important 


Exhibit 1-1 
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makers with economic 

activities—and with the 
results of their decisions 
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to society, because they determine which companies and industries will receive the financial 
resources necessary for growth. 

Financial accounting information also is used by managers and in income tax returns. In 
fact, financial accounting information is used for so many different purposes that it often is 
called “general-purpose” accounting information. 


Management Accounting Management (or managerial) accounting involves the 
development and interpretation of accounting information intended specifically to assist man- 
agement in operating the business. Managers use this information in setting the company’s 
overall goals, evaluating the performance of departments and individuals, deciding whether 
to introduce a new line of products, and making virtually all types of managerial decisions. 
A company’s managers and employees constantly need information to run and control daily 
business operations. For example, they need to know the amount of money in the company’s 
bank accounts; the types, quantities, and dollar amounts of merchandise in the company’s ware- 
house; and the amounts owed to specific creditors. Much management accounting informa- 
tion is financial in nature but is organized in a manner relating directly to the decision at hand. 


Tax Accountin g The preparation of income tax returns is a specialized field within 
accounting. To a great extent, tax returns are based on financial accounting information. How- 
ever, the information often is adjusted or reorganized to conform with income tax reporting 
requirements. We introduce the idea of tax accounting information to contrast it with financial 
and management accounting information. Although tax information is important for a company’s 
successful operations and is related to financial and management accounting information, it 
results from a different system and complies with specialized legal requirements that relate to 
a company’s responsibility to pay an appropriate amount of taxes. Laws and regulations gov- 
erning taxation are often different from those underlying the preparation of financial and man- 
agement accounting information, so it should not be a surprise that the resulting figures and 
reports are different. Because the focus of this text is introductory accounting, and because 
tax accounting is quite complex, we defer coverage of tax accounting subjects to subsequent 
accounting courses. 


Accounting Systems 


An accounting system consists of the personnel, procedures, technology, and records used by 
an organization (1) to develop accounting information and (2) to communicate this information 
to decision makers. The design and capabilities of these systems vary greatly from one organi- 
zation to another. In small businesses, accounting systems may consist of little more than a 
cash register, a checkbook, and an annual trip to an income tax preparer. In large businesses, 
accounting systems include computers, highly trained personnel, and accounting reports that 
affect the daily operations of every department. But in every case, the basic purpose of the 
accounting system remains the same: to meet the organization’s needs for information as effi- 
ciently as possible. 

Many factors affect the structure of the accounting system within a particular organiza- 
tion. Among the most important are (1) the company’s needs for accounting information and 
(2) the resources available for operation of the system. 

Describing accounting as an information system focuses attention on the information 
accounting provides, the users of the information, and the support for financial decisions 
that is provided by the information. These relationships are depicted in Exhibit 1-2. While 
some of the terms may not be familiar to you at this early point in your study of business and 
accounting, you will be introduced to them more completely as we proceed through this text- 
book and as you undertake other courses in business and accounting. Observe, however, that 
the information system produces the information presented in the middle of the diagram— 
financial position, profitability, and cash flows. This information meets the needs of users 
of the information—investors, creditors, managers, and so on—and supports many kinds of 
financial decisions—performance evaluation and resource allocation, among others. These 
relationships are consistent with what we have already learned—namely, that accounting 
information is intended to be useful for decision-making purposes. 


Accounting Systems 


DETERMINING INFORMATION NEEDS 


The types of accounting information that a company develops vary with such factors as the 
size of the organization, whether it is publicly owned, and the information needs of man- 
agement. The need for some types of accounting information may be prescribed by law. 
For example, income tax regulations require every business to have an accounting system 
that can measure the company’s taxable income and explain the nature and source of every 
item in the company’s income tax return. Federal securities laws require publicly owned 
companies to prepare financial statements in conformity with generally accepted accounting 
principles. These statements must be filed with the Securities and Exchange Commission, 
distributed to stockholders, and made available to the public. 

Other types of accounting information are required as matters of practical necessity. For 
example, every business needs to know the amounts owed to it by each customer and the 
amounts owed by the company to each creditor. Although much accounting information 
clearly is essential to business operations, management still has many choices as to the types 
and amount of accounting information to be developed. For example, should the accounting 
system of a department store measure separately the sales of each department and of differ- 
ent types of merchandise? The answer to such questions depends on how useful management 
considers the information to be and the cost of developing the information. 


THE COST OF PRODUCING ACCOUNTING INFORMATION 


Accounting systems must be cost-effective—that is, the value of the information produced 
should exceed the cost of producing it. Management has no choice but to produce the types of 
accounting reports required by law or contract. In other cases, however, management may use 
cost-effectiveness as a criterion for deciding whether or not to produce certain information. 

In recent years, the development and installation of computer-based information systems 
have increased greatly the types and amount of accounting information that can be produced 
in a cost-effective manner. 


BASIC FUNCTIONS OF AN ACCOUNTING SYSTEM 


In developing information about the activities of a business, every accounting system per- 
forms the following basic functions: 
1. Interpret and record the effects of business transactions. 


2. Classify the effects of similar transactions in a manner that permits determination of the 
various totals and subtotals useful to management and used in accounting reports. 


Exhibit 1-2 
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3. Summarize and communicate the information contained in the system to decision 
makers. 


The differences in accounting systems arise primarily in the manner, frequency, and speed 
with which these functions are performed. 

In our illustrations, we often assume the use of a simple manual accounting system. Such 
a system is useful in illustrating basic accounting concepts, but it is too slow and cumber- 
some to meet the needs of most business organizations. In a large business, transactions may 
occur at a rate of several hundred or several thousand per hour. To keep pace with such a rapid 
flow of information, these companies must use accounting systems that are largely computer- 
based. The underlying principles within these systems are generally consistent with the basic 
manual system we frequently refer to in this text. Understanding manual systems allows users 
to understand the needs that must be met in a computerized system. 


WHO DESIGNS AND INSTALLS ACCOUNTING SYSTEMS? 


The design and installation of large accounting systems is a specialized field. It involves not 
just accounting, but expertise in management, information systems, marketing, and—in many 
cases—computer programming. Thus accounting systems generally are designed and installed 
by a team of people with many specialized talents. 

Large businesses have a staff of systems analysts, internal auditors, and other professionals 
who work full-time in designing and improving the accounting system. Medium-size compa- 
nies often hire a CPA firm to design or update their systems. Small businesses with limited 
resources often purchase one of the many packaged accounting systems designed for small 
companies in their line of business. These packaged systems are available through office sup- 
ply stores, computer stores, and software manufacturers. 


COMPONENTS OF INTERNAL CONTROL!" 


In developing its accounting system, an organization also needs to be concerned with devel- 
oping a sound system of internal control. Internal control is a process designed to provide 
reasonable assurance that the organization produces reliable financial reports, complies with 
applicable laws and regulations, and conducts its operations in an efficient and effective man- 
ner. A company’s board of directors, its management, and other personnel are charged with 
developing and monitoring internal control. The five components of internal control, as dis- 
cussed in Internal Control—Integrated Framework (Committee of Sponsoring Organizations 
of the Treadway Commission), are the control environment, risk assessment, control activi- 
ties, information and communication, and monitoring. 

An organization’s control environment is the foundation for all the other elements of 
internal control, setting the overall tone for the organization. Factors that affect a company’s 
control environment are: (1) the integrity, ethical values, and competence of the company’s 
personnel, (2) management’s philosophy and operating style, (3) management’s assignment 
of authority and responsibility, (4) procedures for the hiring and training of personnel, and 
(5) oversight by the board of directors. The control environment is particularly important 
because fraudulent financial reporting often results from an ineffective control environment. 

Risk assessment involves identifying, analyzing, and managing those risks that pose a 
threat to the achievement of the organization’s objectives. For example, a company should 
assess the risks that might prevent it from preparing reliable financial reports and then take 
steps to minimize those risks. The situation described in the chapter opener involving Bear 
Stearns provides an example of where that firm’s risk assessment procedures failed. 

Control activities are the policies and procedures that management puts in place to address 
the risks identified during the risk assessment process. Examples of control activities include 
approvals, authorizations, verifications, reconciliations, reviews of operating performance, 
physical safeguarding of assets, and segregation of duties. 

Information and communication involves developing information systems to capture 
and communicate operational, financial, and compliance-related information necessary to run 


' The information in this section is taken from Internal Control-Integrated Framework, Committee 
of Sponsoring Organizations of the Treadway Commission, September 1992. 
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the business. Effective information systems capture both internal and external information. In 
addition, an effective control system is designed to facilitate the flow of information down- 
stream (from management to employees), upstream (from employees to management), and 
across the organization. Employees must receive the message that top management views 
internal control as important, and they must understand their role in the internal control sys- 
tem and the roles of others. 

All internal control systems need to be monitored. Monitoring enables the company to 
evaluate the effectiveness of its system of internal control over time. Monitoring is generally 
accomplished through ongoing management and supervisory activities, as well as by periodic 
separate evaluations of the internal control system. Most large organizations have an internal 
audit function, and the activities of internal audit represent separate evaluations of internal 
control. 

As a result of the large financial frauds at Enron and WorldCom, the U.S. Congress 
passed, and President George W. Bush signed, the Sarbanes-Oxley Act (SOX) of 2002. SOX 
has been described as the most far-reaching securities law since the 1930s. One of the SOX 
requirements is that public companies issue a yearly report indicating whether they have an 
effective system of internal control over financial reporting. In essence, management must 
indicate whether the entity’s internal control system provides reasonable assurance that finan- 
cial statements will be prepared in accordance with laws and regulations governing financial 
reporting. In addition, the company’s external auditor must issue its own report as to whether 
the auditor believes that the company’s internal control system is effective. These require- 
ments are contained in Section 404 of SOX; therefore, many businesspeople describe the 
above process as the 404 certification and the audit under Section 404. This certification proc- 
ess has been extremely expensive and time-consuming, and some businesspeople believe that 
the costs associated with this certification requirement exceed the benefits. 
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Financial accounting is an important subject for students who need only an introduction to 
the field of accounting, as well as for students who will pursue accounting as a major and take 
many additional accounting courses. Financial accounting provides information about the 
financial resources, obligations, and activities of an enterprise that is intended for use prima- 
rily by external decision makers—investors and creditors. 


EXTERNAL USERS OF ACCOUNTING INFORMATION 


What do we mean by external users and who are they? External users of accounting informa- 
tion are individuals and other enterprises that have a current or potential financial interest in 
the reporting enterprise, but that are not involved in the day-to-day operations of that enter- 
prise. External users of financial information may include the following: 


¢ Owners e Suppliers 

¢ Creditors ¢ Customers 

e Potential investors e Trade associations 
e Labor unions ¢ General public 


¢ Governmental agencies 


Each of these groups of external decision makers requires unique information to be able 
to make decisions about the reporting enterprise. For example, customers who purchase from 
the enterprise need information to allow them to assess the quality of the products they buy 
and the faithfulness of the enterprise in fulfilling warranty obligations. Governmental agen- 
cies such as the Federal Trade Commission may have an interest in whether the enterprise 
meets certain governmental regulations that apply. The general public may be interested in the 
extent to which the reporting enterprise is socially responsible (for example, does not pollute 
the environment). 

Providing information that meets the needs of such a large set of diverse users is difficult, 
if not impossible, in a single set of financial information. Therefore, external financial report- 
ing is primarily used by two groups—investors and creditors. As you will soon see, investors 
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are individuals and other enterprises that own the reporting enterprise. Creditors, on the other 
hand, are individuals and other enterprises to whom the reporting entity owes money, goods, 
or services. For example, a commercial bank may have loaned money to the reporting enter- 
prise, or a supplier may have permitted the reporting enterprise to purchase goods and to 
pay for those goods later. Our assumption is that by meeting the financial information needs 
of investors and creditors, we provide information that is also useful to many other users of 
financial information. 

For these reasons, we sometimes refer to investors and creditors as the primary external 
financial information users. When you see references like these, keep in mind that we are talk- 
ing about both current investors and creditors and those individuals and other enterprises that 
may become investors and creditors in the future. 


OBJECTIVES OF EXTERNAL FINANCIAL REPORTING 


If you had invested in a company, or if you had loaned money to a company, what would be 
your primary financial interest in the company? You probably would be interested in two 
things, both of which make up the company’s cash flow prospects. You would be interested 
in the return to you at some future date of the amount you had invested or loaned. We refer to 
this as the return of your investment. In addition, you would expect the company to pay you 
something for the use of your funds, either as an owner or a creditor. We refer to this as the 
return on your investment. Information that is useful to you in making judgments about the 
company’s ability to provide you with what you expect in terms of the return of your funds as 
well as a return on your funds while you do not have use of them is what we mean by informa- 
tion about cash flow prospects. 

Assume that you have a friend who wants to start a business and needs some help getting 
the money required to rent space and acquire the needed assets to operate the business (for 


YOUR TURN You as a Creditor 


You are a loan officer at a bank that makes small loans to individuals to help finance 
purchases such as automobiles and appliances. You are considering an application from 
a young woman who needs to purchase a new car. She is requesting a loan of $10,000 
which, when combined with the trade-in value of her old car, will allow her to meet her 
needs. What are your expectations with regard to repayment of the loan, and what infor- 
mation would help you decide whether she is a good credit risk for your bank? 


(See our comments on the Online Learning Center Web site.) 


example, delivery truck, display fixtures) and pay employees for their work before the doors 
open and customers begin paying for the products the company plans to sell. You are in a 
financially strong position and agree to loan your friend $100,000. Your intent is not to be a 
long-term investor or co-owner of the business, but rather to help your friend start his com- 
pany and at the same time earn a return on the funds you have loaned him. Assume further 
that you agree to let your friend have the use of your $100,000 for one year and, if you had not 
loaned this amount to him, you could have earned an 8 percent return by placing your money 
in another investment. 

In addition to wanting to help a friend, you are interested in knowing how much risk you 
are taking with regard to your $100,000. You expect your friend to pay that $100,000 back, 
and to also pay you an additional amount of $8,000 ($100,000 x 8%) for his use of your 
money. The total return of your investment ($100,000) back to you one year later, added to the 
amount you expect to receive for his having used your money for a year ($8,000), is shown 
in Exhibit 1-3. 

Providing information for you to assess your friend’s ability to meet his cash flow commit- 
ment to you is essentially what financial reporting is about. You need information to assess the 
risk you are taking and the prospects that your friend will be able to deliver $108,000 to you 
one year from the time you loan him the $100,000. While this is a relatively simple example, 
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it sets the stage for your understanding of the kinds of information that will help you make 
this important investment decision. 

The accounting profession has identified certain objectives of external financial reporting 
to guide its efforts to refine and improve the reporting of information to external decision 
makers. These general objectives are displayed in Exhibit 1-4 and are best understood if stud- 
ied from the bottom up—from general to specific.” 

The first objective is the most general and is to provide information that is useful in making 
investment and credit decisions. As we indicated earlier, investors and creditors are the pri- 
mary focus of external financial reporting. We believe that, by meeting the information needs 
of investors and creditors, we provide general information that is also useful to many other 
important financial statement users. 

The second objective, which is more specific than the first, is to provide information that is 
useful in assessing the amount, timing, and uncertainty of future cash flows. As we discussed 
earlier, investors and creditors are interested in future cash flows to them, so an important 
objective of financial reporting is to provide general information that permits that kind of 
analysis. 

The most specific objective of external financial reporting is to provide information about 
the enterprise’s resources, claims to those resources, and how both the resources and claims to 


resources change over time. An enterprise’s resources are often referred to as assets, and the 
primary claims to those resources are the claims of creditors and owners, known as liabilities 
and owners equity. 

One of the primary ways investors and creditors assess whether an enterprise will be able 
to make future cash payments is to examine and analyze the enterprise’s financial statements. 


2 FASB Statement of Financial Accounting Concepts No. 1, “Objectives of Financial Reporting by Business 
Enterprises” (Norwalk, Conn.: 1978), p. 4. 
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In the general sense of the word, a statement is simply a declaration of something believed 
to be true. A financial statement, therefore, is simply a monetary declaration of what is 
believed to be true about an enterprise. When accountants prepare financial statements, they 
are describing in financial terms certain attributes of the enterprise that they believe fairly 
represent its financial activities. 

Financial statements prepared for periods of time shorter than one year (for example, for 
three months or one month) are referred to as interim financial statements. Throughout this 
text, we use both annual and interim financial statements. As you approach a company’s finan- 
cial statements—either as a user or as a preparer—it is important to establish the time period 
those statements are intended to cover. 

The primary financial statements are the following: 


¢ Statement of financial position (balance sheet). The balance sheet is a position statement 
that shows where the company stands in financial terms at a specific date. 


* Income statement. The income statement is an activity statement that shows details and 
results of the company’s profit-related activities for a period of time (for example, a month, 
quarter [three months], or year). 


¢ Statement of cash flows. The statement of cash flows is an activity statement that shows 
the details of the company’s activities involving cash during a period of time. 


The names of the three primary financial statements are descriptive of the information you 
find in each. The statement of financial position, or balance sheet, for example, is sometimes 
described as a snapshot of the business in financial or dollar terms (that is, what the enterprise 
looks like at a specific date). An income statement is an activity statement that depicts the 
profitability of an enterprise for a designated period of time. The statement of cash flows is 
particularly important in understanding an enterprise for purposes of investment and credit 
decisions. As its name implies, the statement of cash flows depicts the ways cash has changed 
during a designated period. While the interest of investors and creditors is in cash flows to 
themselves rather than to the enterprise, information about cash activity of the enterprise is 
considered to be an important signal to investors and creditors. 

At this early stage in your study of accounting, you are not expected to understand these 
financial statements or how they precisely help you assess the cash flow prospects of a com- 
pany. The statement of financial position (balance sheet), income statement, and statement 
of cash flows are introduced more fully to you in the next chapter. Thereafter, you will learn 
a great deal about how these statements are prepared and how the information contained in 
them can be used to help you understand the underlying business activities they represent. 


CHARACTERISTICS OF EXTERNALLY 
REPORTED INFORMATION 


Financial information that is reported to investors, creditors, and others external to the report- 
ing enterprise has certain qualities that must be understood for the information to have maxi- 
mum usefulness. Some of these qualities are discussed in the following paragraphs. 


Financial Reporting—A Means As we learned in the introduction to this chapter, 
financial information is a means to an end, not an end in and of itself. The ultimate out- 
come of providing financial information is to improve the quality of decision making by 
external parties. Financial statements themselves are simply a means by which that end is 
achieved. 


Financial Reporting versus Financial Statements Financial reporting is 
broader than financial statements. Stated another way, financial statements are a subset of the 
total information encompassed by financial reporting. Investors, creditors, and other external 
users of financial information learn about an enterprise in a variety of ways in addition to its 
formal financial statements (for example, press releases sent directly to investors and creditors, 
articles in The Wall Street Journal, and more recently, open communications via the Internet). 
Serious investors, creditors, and other external users take advantage of many sources of infor- 
mation that are available to support their economic decisions about an enterprise. 


Management Accounting Information 


Historical in Nature Externally reported financial information is generally histori- 
cal in nature. It looks back in time and reports the results of events and transactions that 
already have occurred. While historical information is very useful in assessing the future, the 
information itself is more about the past than it is about the future. However, in recent years, 
accounting standard setters are requiring greater use of fair values, rather than historical costs, 
in measuring assets and liabilities. 


Inexact and Approximate Measures Externally reported financial information 
may have a look of great precision, but in fact much of it is based on estimates, judgments, 
and assumptions that must be made about both the past and the future. For example, assume 
a company purchases a piece of equipment for use in its business. To account for that asset 
and to incorporate the impact of it into the company’s externally reported financial informa- 
tion, some assumptions must be made about how long it will be used by the company—how 
many years it will be used, how many machine-hours it will provide, and so on. The fact that a 
great deal of judgment underlies most accounting information is a limitation that is sometimes 
misunderstood. 


General-Pu rpose Assum ption As we have already mentioned, we assume that, by 
providing information that meets the needs of investors and creditors, we also meet the infor- 
mation needs of other external parties. We might be able to provide superior information if we 
were to treat each potential group of external users separately and prepare different informa- 
tion for each group. This approach is impractical, however, and we instead opt for preparing 
what is referred to as general-purpose information that we believe is useful to multiple user 
groups (that is, “one size fits all’’). 


Usefulness Enhanced via Explanation The accounting profession believes that 
the value of externally reported financial information is enhanced by including explanations 
from management. This information is often nonquantitative and helps to interpret the finan- 
cial numbers that are presented. For this reason, financial information, including financial 
statements, is accompanied by a number of notes and other explanations that help explain and 
interpret the numerical information. 


Management Accounting Information 


Internal decision makers employed by the enterprise, often referred to as management, create 
and use internal accounting information not only for exclusive use inside the organization but 
also to share with external decision makers. For example, in order to meet a production sched- 
ule, a producer may design an accounting information system for suppliers detailing its produc- 
tion plans. The producer shares this information with its supplier companies so that they can 
help the producer meet its objectives. Thus, although the creator and distributor of the account- 
ing information is an internal decision maker, the recipient of the information is, in this case, an 
external decision maker. Other types of accounting information, however, are not made availa- 
ble to external decision makers. Long-range plans, research and development results, capital 
budget details, and competitive strategies typically are closely guarded corporate secrets. 


USERS OF INTERNAL ACCOUNTING INFORMATION 


Every employee of the enterprise uses internal accounting information. From basic labor cat- 
egories to the chief executive officer (CEO), all employees are paid, and their paychecks are 
generated by the accounting information system. However, the amount of use and, in par- 
ticular, the involvement in the design of accounting information systems vary considerably. 
Examples of internal users of accounting information systems are as follows: 


¢ Board of directors ¢ Business unit managers 
¢ Chief executive officer (CEO) e Plant managers 

¢ Chief financial officer (CFO) e Store managers 

¢ Vice-presidents (information services, e Line supervisors 


human resources, ethics, and so forth) 
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Chapter 1 Accounting: Information for Decision Making 


Employees have different specific goals and objectives that are designed to help the enter- 
prise achieve its overall strategies and mission. Looking at the typical, simple organization 
chart in Exhibit 1-5, you can see that the information created and used by various employees 


Exhibit 1-5 TYPICAL SIMPLE ORGANIZATION CHART 


Plant 
Managers 


' 


Owners 


Plant 


Controller Treasurer 
Managers 


will differ widely. All enterprises follow rules about the design of their accounting informa- 
tion systems to ensure the integrity of accounting information and to protect the enterprise’s 
assets. There are no rules, however, about the type of internal reports or the kind of account- 
ing information that can be generated. A snapshot look inside a firm will demonstrate the 
diversity of accounting information generated and used in the decision-making processes of 
employees. 

Many enterprises use a database warehousing approach for the creation of accounting 
information systems. This approach, coupled with user-friendly software, allows manage- 
ment and other designated employees access to information to create a variety of accounting 
reports, including required external financial reports. For example, detailed cost information 
about a production process is used by the production line supervisor to help control produc- 
tion costs. A process design engineer, when considering the best configuration of equipment 
and employees, uses the same information to reduce costs or to increase efficiency. Finally, 
production-related cost information appears in the external financial statements used by inves- 
tors and creditors. 


OBJECTIVES OF MANAGEMENT ACCOUNTING INFORMATION 


Each enterprise has implicit and explicit goals and objectives. Many enterprises have a mission 
statement that describes their goals. These goals can vary widely among enterprises ranging 
from nonprofit organizations, where goals are aimed at serving specified constituents, to for- 
profit organizations, where goals are directed toward maximizing the owners’ objectives. For 
example, the American Cancer Society, a nonprofit organization, has the following mission: 
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The American Cancer Society is the nationwide community-based voluntary health orga- 
nization dedicated to eliminating cancer as a major health problem by preventing cancer, 
saving lives, and diminishing suffering from cancer, through research, education, advocacy, 
and service.? 


Procter & Gamble, a for-profit, global producer of consumer products, has the following 
purpose: 


We will provide branded products and services of superior quality and value that improve 
the lives of the world’s consumers, now and for generations to come.* 


Procter & Gamble’s annual report to shareholders provides more detail on how the company 
will achieve its mission. Procter & Gamble’s design for growth was explained in P&G’s 
annual letter to its shareholders and includes: 


¢ Clear strategies. 

e The core strengths required to win in our industry. 

¢ Rigorous cash and cost discipline. 

¢ The most diverse and experienced management team in P&G history.° 


The constituents of these organizations receive external financial informa- 
tion that helps them assess the progress being made in achieving these goals 
and objectives. In the case of Procter & Gamble, quarterly and annual infor- 
mation is provided to shareholders. The American Cancer Society is required 
to report its activities and financial condition to regulators. Providing constitu- 
ents evaluative information is only one objective of accounting systems. 

Enterprises design and use their internal accounting information systems to help them 
achieve their stated goals and missions. Multiple reports, some as part of the normal reporting 
process and some that are specially constructed and designed, are produced and distributed reg- 
ularly. To motivate managers to achieve organizational goals, the internal accounting system is 
also used to evaluate and reward decision-making performance. When the accounting system 
compares the plan or budget to the actual outcomes for a period, it creates a signal about the 
performance of the employee responsible for that part of the budget. In many enterprises man- 
agement creates a reward system linked to performance as measured by the accounting system. 

Thus the objectives of accounting systems begin at the most general level with the objec- 
tives and mission of the enterprise. These general organizational goals create a need for infor- 
mation. The enterprise gathers historical and future information from both inside the enterprise 
and external sources. This information is used by the decision makers who have authority over 
the firm’s resources and who will be evaluated and rewarded based on their decision outcomes. 


CHARACTERISTICS OF MANAGEMENT 
ACCOUNTING INFORMATION 


The accounting information created and used by management is intended primarily for plan- 
ning and control decisions. Because the goal of creating and using management accounting 
information differs from the reasons for producing externally reported financial information, 
its characteristics are different. 

Both the processes used to create financial accounting reports and the structure of those 
reports significantly impact management strategy. For example, because external financial 
reporting standards require companies to include pension-related obligations on their financial 
statements, management monitors those obligations closely. These pension-related obliga- 
tions impact labor negotiations and labor-related corporate strategies. 

Another example is that the processes necessary to create required external financial reports 
have historically determined the type of accounting information available inside of companies 
for internal decision making. Most plants within companies are organized as profit centers 
where plant-related financial statements mirror those necessary for external reporting purposes. 


© Stephanie Bartelt/Alamy 


3 www.cancer.org 
4 www.pg.com 
> Procter & Gamble, 2009 Annual Report, Letter to Shareholders. 
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Chapter 1 Accounting: Information for Decision Making 


As you read the chapters of this book, we will remind you about how financial reporting 
has an impact on and is impacted by management strategies. The following paragraphs iden- 
tify internal accounting information characteristics. 


Importan ce of Timeliness In order to plan for and control ongoing business pro- 
cesses, accounting information needs to be timely. The competitive environment faced by 
many enterprises demands immediate access to information. Enterprises are responding to 
this demand by creating computerized databases that link to external forecasts of industry 
associations, to their suppliers and buyers, and to their constituents. Time lines for the devel- 
opment and launch of new products and services are becoming shorter and shorter, making 
quick access to information a priority. 

In addition to needing timely information for planning purposes, enterprises are constantly 
monitoring and controlling ongoing activities. If a process or activity goes out of control, the 
enterprise can incur significant costs. For example, recalls of products can be very expensive 
for a company. If the company can monitor processes and prevent low-quality or defective 
products from reaching its customers, it can experience significant savings. 


Identity of Decision Maker Information that is produced to monitor and control 
processes needs to be provided to those who have decision-making authority to correct prob- 
lems. Reporting scrap and rework information to line workers without providing them the 
responsibility for fixing the process is counterproductive. However, a self-directed work team 
that has been assigned decision-making responsibility over equipment and work-related activ- 
ities can have a significant impact on rework and scrap if team members control the process 
causing the problems. 


Oriented toward the Future Although some accounting information, like finan- 
cial accounting information, is historical in nature, the purpose in creating and generating it is 
to affect the future. The objective is to motivate management to make future decisions that are 
in the best interest of the enterprise, consistent with its goals, objectives, and mission. 


Measures of Efficiency and Effectiveness Accounting information measures 
the efficiency and effectiveness of resource usage. By comparing the enterprise’s resource 
inputs and outputs with measures of competitors’ effectiveness and efficiency, an assessment 
can be made of how effective management is in achieving the organization’s mission. The 
accounting system uses money as a common unit to achieve these types of comparisons. 


Management Accounting Information—A Means As with financial account- 
ing information, management accounting information is a means to an end, not an end in and 
of itself. The ultimate objective is to design and use an accounting system that helps manage- 
ment achieve the goals and objectives of the enterprise. 


Integrity of Accounting Information 


What enables investors and creditors to rely on financial accounting information without 
fear that the management of the reporting enterprise has altered the information to make the 
company’s performance look better than it actually was? How can management be sure that 
internally generated information is free from bias that might favor one outcome over another? 
The word integrity refers to the following qualities: complete, unbroken, unimpaired, sound, 
honest, and sincere. Accounting information must have these qualities because of the sig- 
nificance of the information to individuals who rely on it in making important financial 
decisions. 

The integrity of accounting information is enhanced in three primary ways. First, certain 
institutional features add significantly to the integrity of accounting information. These 
features include standards for the preparation of accounting information, an internal control 
structure, and audits of financial statements. Second, several professional accounting 
organizations play unique roles in adding to the integrity of accounting information. Finally, 
and perhaps most important, is the personal competence, judgment, and ethical behavior of 


Integrity of Accounting Information 


professional accountants. These three elements of the accounting profession come together 
to ensure that users of accounting information—investors, creditors, managers, and 
others—can rely on the information to be a fair representation of what it purports to 
represent. 


INSTITUTIONAL FEATURES 


Standards for the Preparation of Accounting Information Accounting 
information that is communicated externally to investors, creditors, and other users must be 
prepared in accordance with standards that are understood by both the preparers and users of 
that information. We call these standards generally accepted accounting principles, often 
shortened to GAAP. These principles provide the general framework for determining what 
information is included in financial statements and how this information is to be prepared 
and presented. GAAP includes broad principles of measurement and presentation, as well as 
detailed rules that are used by professional accountants in preparing accounting information 
and reports. 

Accounting principles are not like physical laws; they do not exist in nature waiting to be 
discovered. Rather, they are developed by people, in light of what we consider to be the most 
important objectives of financial reporting. In many ways, accounting principles are similar 
to the rules established for an organized sport, such as baseball or basketball. For example, 
accounting principles, like sports rules: 


¢ Originate from a combination of tradition, experience, and official decree. 

¢ Require authoritative support and some means of enforcement. 

e Are sometimes arbitrary. 

¢ May change over time as shortcomings in the existing rules come to light. 

¢ Must be clearly understood and observed by all participants in the process. 


Accounting principles vary somewhat from country to country. The phrase “generally 
accepted accounting principles (GAAP)” refers to the accounting concepts in use in the 
United States. The International Accounting Standards Board (IASB) is currently attempting 
to establish greater uniformity among the accounting principles in use around the world in 
order to facilitate business activity that increasingly is carried out in more than one country. 

In the United States, three organizations are particularly important in establishing account- 
ing principles—the Securities and Exchange Commission (SEC), the Financial Accounting 
Standards Board (FASB), and the International Accounting Standards Board (IASB). 


Securities and Exchange Commission The Securities and Exchange Commis- 
sion is a governmental agency with the legal power to establish accounting principles and 
financial reporting requirements for publicly owned corporations. In the past, the SEC has 
generally adopted the recommendations of the FASB (discussed below), rather than develop 
its own set of accounting principles. Thus, accounting principles continue to be developed in 
the private sector but are given the force of law when they are adopted by the SEC. 

To ensure widespread acceptance of new accounting standards, the FASB needs the sup- 
port of the SEC. Therefore, the two organizations work closely together in developing new 
accounting standards. The SEC also reviews the financial statements of publicly owned cor- 
porations to ensure compliance with its reporting requirements. In the event that a publicly 
owned corporation fails to comply with these requirements, the SEC may initiate legal action 
against the company and the responsible individuals. Thus the SEC enforces compliance with 
generally accepted accounting principles that are established primarily by the FASB. 


Financial Accou nting Standards Board Today, the most authoritative source of 
generally accepted accounting principles is the Financial Accounting Standards Board. The 
FASB is an independent rule-making body, consisting of seven members from the accounting 
profession, industry, financial statement users, and accounting education. Lending support to 
these members are an advisory council and a large research staff. 
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The FASB has compiled all of its standards, and those of its predecessors, in an Accounting 
Standards Codification. The FASB periodically issues updates to its codification. The codifi- 
cation represents official expressions of generally accepted accounting principles. 

In addition to maintaining the Accounting Standards Codification, the FASB has com- 
pleted a project describing a conceptual framework for financial reporting. This conceptual 
framework sets forth the FASB’s views as to the: 


¢ Objectives of financial reporting. 


e Desired characteristics of accounting information (such as relevance, reliability, and 
understandability). 


¢ Elements of financial statements. 
¢ Criteria for deciding what information to include in financial statements. 
e Valuation concepts relating to financial statement amounts. 


The primary purpose of the conceptual framework is to provide guidance to the FASB in 
developing new accounting standards, which are issued as updates to the codification. By mak- 
ing each new standard consistent with this framework, the FASB believes that the Accounting 
Standards Codification resolves accounting problems in a logical and consistent manner. 

The FASB is part of the private sector of the economy—it is not a governmental agency. 
The development of accounting principles in the United States traditionally has been carried 
out in the private sector, although the government, acting through the SEC, exercises consid- 
erable influence. 


International Accounting Standards Board When an enterprise operates 
beyond the borders of its own country, differences in financial reporting practices between 
countries can pose significant problems. For example, when a company buys or sells products 
in another country, the lack of comparability of accounting information can create uncertain- 
ties. Similarly, cross-border financing, where companies sell their securities in the capital 
markets of another country, is increasingly popular. Business activities that cross borders cre- 
ate the need for more comparable information between companies that reside in different 
countries. 

As a result of increasing cross-border activities, efforts are under way to harmonize 
accounting standards around the world. The International Accounting Standards Board 
(IASB) is playing a leading role in the harmonization process. The London-based IASB is 
an elite panel of professionals with deep knowledge of accounting methods used in the most 
vibrant capital markets. 

The IASB issues International Financial Reporting Standards (IFRSs). The European 
Union requires listed companies in its member states to follow IASB standards. In addition, 
many other countries either require the use of IASB standards or have plans to require their 
use in the future, including Australia and Canada. Most important, the SEC accepts financial 
statements prepared using IASB standards from foreign companies that are cross-listed on a 
U.S. stock exchange, and is considering allowing U.S. companies to prepare their financial 
statements using either U.S. GAAP (based on FASB standards) or IASB standards. In addi- 
tion, the AICPA, which essentially has jurisdiction over private company reporting, accepts 
either FASB standards or IASB standards as authoritative sources of accounting principles. 

In early 2010, the SEC issued a Statement in Support of Convergence and Global Account- 
ing Standards. This SEC statement reaffirms the SEC’s belief that a single set of high-quality, 
global accounting standards is in the best interests of investors, and also reaffirms the SEC’s 
belief that IFRS as issued by the IASB is the set of standards best positioned to fill this role. 
However, the SEC indicates that there remain obstacles to the adoption of IFRS in the United 
States and until these obstacles are addressed the SEC is reserving its judgment as to whether 
to require U.S. public companies to prepare their financial statements using IFRS. If the SEC 
decides to require U.S. public companies to use IFRS, this would be a major development 
because IASB standards are less detailed and prescriptive than existing FASB standards. The 
SEC has indicated that if IFRS were to be required in the United States any such change 
would not occur before 2015. 


Integrity of Accounting Information 


CASE IN POINT 


A movement to IFRS is likely to require significant changes to accounting systems, con- 
trols, and procedures. For example, IFRS requires that an entity account for similar trans- 
actions in an identical manner regardless of where the transaction occurs in the entity, a 
requirement that does not exist under U.S. GAAP. Therefore, if IFRS becomes mandatory 
for U.S. public companies, companies would have to inventory all of their transactions and 
how they are accounted for throughout the entity. 


Public Company Accounting Oversight Board The Public Company 
Accounting Oversight Board (PCAOB) is a quasi-governmental body charged with over- 
sight of the public accounting profession. The Board was created as a result of the Sarbanes- 
Oxley Act of 2002 and began operations in the spring of 2003. 

The PCAOB has extensive powers in overseeing the accounting profession. Any account- 
ing firm wishing to audit a public company must register with the PCAOB. The PCAOB 
sets auditing standards for audits of publicly traded companies, an activity that previously 
was performed by the accounting profession. The Board also inspects the quality of audits 
performed by public accounting firms and conducts investigations and administers penalties 
when substandard audit work is alleged. 

The PCAOB is headquartered in Washington, D.C., and has regional offices in major cit- 
ies throughout the United States. The PCAOB has five members who serve a five-year term 
and are eligible to be reappointed once. No more than two members of the Board can be 
certified public accountants. The Board also maintains a large and well-qualified staff. The 
PCAOB is funded by a mandatory assessment on publicly traded companies. The assessment 
is a function of the company’s market value relative to overall stock market value in the 
United States. 


Audits of Financial Statements What assurance do outsiders have that the finan- 
cial statements issued by management provide a complete and reliable picture of the com- 
pany’s financial position and operating results? In large part, this assurance is provided by an 
audit of the company’s financial statements, performed by a firm of certified public accoun- 
tants (CPAs). These auditors are experts in the field of financial reporting and are independent 
of the company issuing the financial statements. 

An audit is an investigation of a company’s financial statements, designed to determine the 
fairness of these statements. Accountants and auditors use the term fair in describing financial 
statements that are reliable and complete, conform to generally accepted accounting princi- 
ples, and are not misleading. 

In the auditing of financial statements, generally accepted accounting principles are the 
standard by which those statements are judged. For the auditor to reach the conclusion that 
the financial statements are fair representations of a company’s financial position, results of 
operations, and cash flows, the statements must comply in all important ways with generally 
accepted accounting principles. 


Legislation As discussed previously, Congress passed the Sarbanes-Oxley Act in 2002. 
Among the more important provisions of Sarbanes-Oxley is the creation of the Public Com- 
pany Accounting Oversight Board described earlier in this chapter. Another important provi- 
sion of the Act is to ban auditors from providing many nonaudit services for their audit clients 
on the assumption that those services interfere with the objectivity required of auditors in 
rendering opinions regarding financial statements upon which investors and creditors rely. 
Sarbanes-Oxley also places additional responsibilities on corporate boards of directors and 
audit committees with regard to their oversight of external auditors, and it places responsibil- 
ity on chief executive officers and chief financial officers of companies to certify the fairness 
of the company’s financial statements. 
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PROFESSIONAL ORGANIZATIONS 


Several professional accounting organizations play an active role in improving the quality of 
accounting information that is used by investors, creditors, management, and others. In addi- 
tion to the Securities and Exchange Commission, Financial Accounting Standards Board, and 
International Accounting Standards Board discussed earlier, the American Institute of CPAs, 
the Institute of Management Accountants, the Institute of Internal Auditors, the American 
Accounting Association, and the Committee of Sponsoring Organizations of the Treadway 
Commission are particularly important. 


American Institute of CPAs (AICPA) The American Institute of CPAs is a pro- 
fessional association of certified public accountants. Its mission is to provide members with 
the resources, information, and leadership to enable them to provide valuable services in the 
highest professional manner to benefit the public, employers, and clients. The AICPA partici- 
pates in many aspects of the accounting profession. The AICPA conducts accounting research 
and works closely with the FASB in the establishment and interpretation of generally accepted 
accounting principles. In fact, prior to the establishment of the FASB, the AICPA had primary 
responsibility for the establishment of accounting principles. The AICPA’s Auditing Standards 
Board has developed the standards by which audits of private companies are conducted, and the 
PCAOB has accepted many of these standards for audits of public companies. The AICPA also 
issues standards for the conduct of other professional services. Finally, the AICPA is responsible 
for the preparation and grading of the CPA examination, which is discussed later in this chapter. 


Institute of Management Accountants (IMA) The mission of the Institute 
of Management Accountants is to provide members personal and professional development 
opportunities through education, association with business professionals, and certification. 
The IMA is recognized by the financial community as a respected organization that influences 
the concepts and ethical practice of management accounting and financial management. The 
IMA sponsors a number of educational activities for its members, including national seminars 
and conferences, regional and local programs, self-study courses, and in-house and online 
programs. The IMA offers a certification program—the Certified Management Accountant 
(CMA). This designation testifies to the individual’s competence and expertise in manage- 
ment accounting and financial management. 


Institute of Internal Auditors (IIA) | With more than 170,000 members in over 100 
countries, the Institute of Internal Auditors is the primary international professional associa- 
tion dedicated to the promotion and development of the practice of internal auditing. It provides 
professional development through the Certified Internal Auditor® Program and leading- 
edge conferences and seminars; research through the ITA Research Foundation on trends, best 
practices, and other internal auditing issues; guidance through the Standards for the Profes- 
sional Practice of Internal Auditing; and educational products on virtually all aspects of the 
profession. The IIA also provides audit specialty services and industry-specific auditing pro- 
grams, as well as quality assurance reviews and benchmarking services. 


American Accounting Association (AAA) Membership in the American 
Accounting Association is made up primarily of accounting educators, although many prac- 
ticing accountants are members as well. The mission of the AAA includes advancing account- 
ing education and research, as well as influencing accounting practice. The focus of many of 
the AAA’s activities is on improving accounting education by better preparing accounting 
professors and on advancing knowledge in the accounting discipline through research and 
publication. An important contribution of the AAA to the integrity of accounting information 
is its impact through accounting faculty on the many students who study accounting in college 
and subsequently become professional accountants. 


Committee of Sponsoring Organizations of the Treadway Commission 
(COSO) COSO is a voluntary private sector organization dedicated to improving the 
quality of financial reporting through business ethics, effective internal controls, organiza- 
tional governance, and enterprise risk management. COSO was originally formed in 1985 to 
sponsor the National Commission on Fraudulent Financial Reporting (chaired by former SEC 


Integrity of Accounting Information 


Commissioner James C. Treadway, Jr.). The National Commission on Fraudulent Financial 
Reporting studied the causal factors that lead to fraudulent financial reporting and made a 
series of recommendations for improving financial reporting, auditing, and accounting educa- 
tion. The original sponsors of the National Commission on Fraudulent Financial Reporting, 
and the current sponsors of COSO, are the AAA, the AICPA, Financial Executives Interna- 
tional, the ITA, and the IMA. 

COSO is best known for its work in developing the standards for evaluating internal control— 
particularly internal control over financial reporting. As a result of the Sarbanes-Oxley Act, 
public companies now need to evaluate the effectiveness of their internal control over finan- 
cial reporting on a yearly basis, as well as have their auditors separately report on the audi- 
tors’ evaluation of the effectiveness of internal control over financial reporting. The standard 
for evaluating the effectiveness of internal control over financial reporting is contained in 
COSO’s 1992 publication, Internal Control—Integrated Framework. COSO has also issued 
a document, Guidance for Smaller Public Companies Reporting on Internal Control over 
Financial Reporting, that seeks to provide implementation guidance to smaller businesses in 
applying the original COSO internal control framework. 


COMPETENCE, JUDGMENT, AND ETHICAL BEHAVIOR 


Preparing and presenting accounting information is not a mechanical task that can be per- 
formed entirely by a computer or even by well-trained clerical personnel. A characteristic 
common to all recognized professions, including medicine, law, and accounting, is the need 
for competent individual practitioners to solve problems using their professional judgment 
and applying strong ethical standards. The problems encountered in the practice of a profes- 
sion are often complex, and the specific circumstances unique. In many cases, the well-being 
of others is directly affected by the work of a professional. 

To illustrate the importance of competence, professional judgment, and ethical behavior in 
the preparation of financial statements, consider the following complex issues that must be 
addressed by the accountant: 


e At what point should an enterprise account for transactions that continue over a long period 
of time, such as a long-term contract to construct an interstate highway? 


e What constitutes adequate disclosure of information that would be expected by a 
reasonably informed user of financial statements? 


e At what point are a company’s financial problems sufficient to question whether it will be 
able to remain in business for the foreseeable future, and when should that information be 
communicated to users of its financial statements? 


e When have efforts by management to improve (that is, “window dress”) its financial 
statements crossed a line that is inappropriate, making the financial statements actually 
misleading to investors and creditors? 


Judgment always involves some risk of error. Some errors in judgment result from care- 
lessness or inexperience on the part of the preparer of financial information or the decision 
maker who uses that information. Others occur simply because future events are uncertain and 
do not work out as expected when the information was prepared. 

If the public is to have confidence in the judgment of professional accountants, these 
accountants first must demonstrate that they possess the characteristic of competence. Both 
the accounting profession and state governments have taken steps to assure the public of 
the technical competence of certified public accountants (CPAs). CPAs are licensed by the 
states, in much the same manner as states license physicians and attorneys. The licensing 
requirements vary somewhat from state to state, but in general, an individual must be of good 
character, have completed 150 semester hours of college work with a major in accounting, 
pass a rigorous examination, and have accounting experience. In addition, most states require 
all CPAs to spend at least 40 hours per year in continuing professional education throughout 
their careers. 

Management accountants are not required to be licensed as CPAs. However, they voluntar- 
ily may earn a Certified Management Accountant (CMA) or a Certified Internal Auditor 
(CIA) as evidence of their professional competence. These certifications are issued by the 
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IMA and the ITA, and signify competence in management accounting and internal auditing, 
respectively. The requirements for becoming a CMA and CIA are similar to those for becom- 
ing a CPA, 

Integrity in accounting requires honesty and a strong commitment to ethical conduct— 
doing the right thing. For a professional accountant, ethical behavior is just as important as 
competence. However, it is far more difficult to test or enforce. 

Many professional organizations have codes of ethics or professional conduct that direct 
the activities of their members. The AICPA, for example, has a code of professional conduct 
that expresses the accounting profession’s recognition of its responsibilities to the public, to 
clients, and to colleagues. The principles included in the code guide AICPA members in the 
performance of their professional responsibilities. This code expresses the basic tenets of ethi- 
cal and professional behavior and is enforced in conjunction with state professional societies 
of CPAs, although state regulatory boards take precedence in regulating the CPA license. 

Exhibit 1-6 contains excerpts from the AICPA code of professional conduct. One of the 
principles expressed in the AICPA’s code of professional conduct is the commitment of CPAs 


YOUR TURN You as a Professional Accountant 


You are a professional accountant working for a public accounting firm and find yourself 
in a difficult situation. You have discovered some irregularities in the financial records of 
your firm’s client. You are uncertain whether these irregularities are the result of careless- 
ness on the part of the company’s employees or represent intentional steps taken to cover 
up questionable activities. You approach your superior about this and she indicates that 
you should ignore it. Her response is, “These things happen all of the time and usually 
are pretty minor. We are on a very tight time schedule to complete this engagement, so 
let’s just keep our eyes on our goal of finishing our work by the end of the month.” What 
would you do? 


(See our comments on the Online Learning Center Web site.) 


to the public interest, shown in Article I. The public interest is defined as the collective well- 
being of the community of people and institutions the profession serves. Other principles 
emphasize the importance of integrity, objectivity, independence, and due care in the perform- 
ance of one’s duties. 

Expectations of ethical conduct are also important for other accountants. The IMA has a 
code of conduct for management accountants, as does the ITA for internal auditors. 

Users of accounting information—both external and internal—recognize that the reliabil- 
ity of the information is affected by the competence, professional judgment, and ethical stand- 
ards of accountants. While the institutional features and professional organizations that were 
discussed earlier are important parts of the financial reporting system, the personal attributes 
of competence, professional judgment, and ethical behavior ultimately ensure the quality and 
reliability of accounting information. 

In this text, we address the topic of ethical conduct primarily through questions, exercises, 
problems, and cases that emphasize the general concepts of honesty, fairness, and adequate 
disclosure. Most chapters include assignment material in which you are asked to make judg- 
ment calls in applying these concepts. (These assignments are identified by the scales of 
justice logo appearing in the margin.) 


Careers in Accounting 


Accounting—along with such fields as architecture, engineering, law, medicine, and theology— 
is recognized as a profession. What distinguishes a profession from other disciplines? There 
is no single recognized definition of a profession, but all of these fields have several charac- 
teristics in common. 


Careers in Accounting 


Preamble 
These Principles of the Code of Professional Conduct of the American Institute of Certified 
Public Accountants express the profession’s recognition of its responsibilities to the public, 
to clients, and to colleagues. They guide members in the performance of their professional 
responsibilities and express the basic tenets of ethical and professional conduct. The 
Principles call for an unswerving commitment to honorable behavior, even at the sacrifice 
of personal advantage. 


Articles 

I. Responsibilities 
In carrying out their responsibilities as professionals, members should exercise 
sensitive professional and moral judgments in all their activities. 

Il. The Public Interest 
Members should accept the obligation to act in a way that will serve the public interest, 
honor the public trust, and demonstrate commitment to professionalism. 

Ill. Integrity 
To maintain and broaden public confidence, members should perform all professional 
responsibilities with the highest sense of integrity. 

IV. Objectivity and Independence 
A member should maintain objectivity and be free of conflicts of interest in discharging 
professional responsibilities. A member in public practice should be independent in 
fact and appearance when providing auditing and other attestation services. 

V. Due Care 
A member should observe the profession’s technical and ethical standards, strive 
continually to improve competence and the quality of service, and discharge 
professional responsibility to the best of the member's ability. 

VI. Scope and Nature of Services 
A member in public practice should observe the Principles of the Code of Professional 
Conduct in determining the scope and nature of services to be provided. 


First, all professions involve a complex and evolving body of knowledge. In account- 
ing, the complexity and the ever-changing nature of the business world, financial reporting 
requirements, management’s demands for increasingly complex information, and income tax 
laws certainly meet this criterion. 

Second, in all professions, practitioners must use their professional judgment to resolve 
problems and dilemmas. Throughout this text, we will point out situations requiring account- 
ants to exercise professional judgment. 

Of greatest importance, however, is the unique responsibility of professionals to serve the 
public’s best interest, even at the sacrifice of personal advantage. This responsibility stems 
from the fact that the public has little technical knowledge in the professions, yet fair and 
competent performance by professionals is vital to the public’s health, safety, or well-being. 
The practice of medicine, for example, directly affects public health, while engineering affects 
public safety. Accounting affects the public’s well-being in many ways, because accounting 
information is used in the allocation of economic resources throughout society. Thus, account- 
ants have a basic social contract to avoid being associated with misleading information. 

Accountants tend to specialize in specific fields, as do the members of other professions. 
Career opportunities in accounting may be divided into four broad areas: (1) public account- 
ing, (2) management accounting, (3) governmental accounting, and (4) accounting education. 


PUBLIC ACCOUNTING 


Certified public accountants offer a variety of accounting services to the public. These indi- 
viduals may work in a CPA firm or as sole practitioners. 

The work of public accountants consists primarily of auditing financial statements, income 
tax work, and management advisory services (management consulting). 

Management advisory services extend well beyond tax planning and accounting matters; 
CPAs advise management on such diverse issues as international mergers, manufacturing 
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processes, and the introduction of new products. CPAs assist management because financial 
considerations enter into almost every business decision. 

A great many CPAs move from public accounting into managerial positions with organiza- 
tions. These “alumni” from public accounting often move directly into such top management 
positions as controller, treasurer, or chief financial officer. 


The CPA Examination To become a CPA, a person must meet several criteria, includ- 
ing an extensive university education requirement, passing the CPA examination, and meet- 
ing a practice experience requirement. CPA certificates are granted by 55 legal jurisdictions 
(50 U.S. states, Guam, Puerto Rico, the Virgin Islands, Washington, D.C., and the Mariana 
Islands). The CPA examination is a rigorous examination that covers a variety of accounting 
and business subjects that allow candidates to demonstrate their knowledge and skills in areas 
believed important for protecting the public. The exam is computer based and is offered at 
many testing centers throughout the United States. 


MANAGEMENT ACCOUNTING 


In contrast to the public accountant who serves many clients, the management accountant 
works for one enterprise. Management accountants develop and interpret accounting informa- 
tion designed specifically to meet the various needs of management. 

The chief accounting officer of an organization usually is called the chief accounting officer 
(CAO) or controller. The term controller has been used to emphasize the fact that one basic 
purpose of accounting data is to aid in controlling business operations. The CAO or controller 
is part of the top management team, which is responsible for running the business, setting its 
objectives, and seeing that these objectives are met. 

In addition to developing information to assist managers, management accountants are 
responsible for operating the company’s accounting system, including the recording of trans- 
actions and the preparation of financial statements, tax returns, and other accounting reports. 
Because the responsibilities of management accountants are so broad, many areas of speciali- 
zation have developed. Among the more important are financial forecasting, cost accounting, 
and internal auditing. 


GOVERNMENTAL ACCOUNTING 


Governmental agencies use accounting information in allocating their resources and in con- 
trolling their operations. Therefore, the need for management accountants in governmental 
agencies is similar to that in business organizations. 


The GAO: Who Audits the Government? The Government Accountability 
Office (GAO) audits many agencies of the federal government, as well as some private orga- 
nizations doing business with the government. The GAO reports its findings directly to Con- 
gress, which, in turn, often discloses these findings to the public. 

GAO investigations may be designed either to evaluate the efficiency of an entity’s opera- 
tions or to determine the fairness of accounting information reported to the government. 


The IRS: Audits of Income Tax Returns Another governmental agency that per- 
forms extensive auditing work is the Internal Revenue Service (IRS). The IRS handles the 
millions of income tax returns filed annually by individuals and business organizations and 
frequently performs auditing functions to verify data contained in these returns. 


The SEC: The “Watchdog” of Financial Reporting The SEC works closely 
with the FASB in establishing generally accepted accounting principles. Most publicly owned 
corporations must file audited financial statements with the SEC each year. If the SEC believes 
that a company’s financial statements are deficient in any way, it conducts an investigation. 
If the SEC concludes that federal securities laws have been violated, it initiates legal action 
against the reporting entity and responsible individuals. 

Many other governmental agencies, including the FBI, the Treasury Department, and the 
FDIC (Federal Deposit Insurance Corporation), use accountants to audit compliance with 
governmental regulations and to investigate suspected criminal activity. People beginning 
their careers in governmental accounting often move into top administrative positions. 


Careers in Accounting 


ACCOUNTING EDUCATION 


Some accountants, including your instructor and the authors of this textbook, have chosen to 
pursue careers in accounting education. A position as an accounting faculty member offers 
opportunities for teaching, research, consulting, and an unusual degree of freedom in develop- 
ing individual skills. Accounting educators contribute to the accounting profession in many 
ways. One, of course, lies in effective teaching; second, in publishing significant research 
findings; and third, in influencing top students to pursue careers in accounting. 


WHAT ABOUT BOOKKEEPING? 


Some people think that the work of professional accountants consists primarily of book- 
keeping. Actually, it doesn’t. In fact, many professional accountants do little or no book- 
keeping. 

Bookkeeping is the clerical side of accounting—the recording of routine transactions 
and day-to-day record keeping. Today such tasks are performed primarily by computers and 
skilled clerical personnel, not by accountants. 

Professional accountants are involved more with the interpretation and use of accounting 
information than with its actual preparation. Their work includes evaluating the efficiency 
of operations, resolving complex financial reporting issues, forecasting the results of future 
operations, auditing, tax planning, and designing efficient accounting systems. There is very 
little that is “routine” about the work of a professional accountant. 

A person might become a proficient bookkeeper in a few weeks or months. To become a 
professional accountant, however, is a far greater challenge because this requires more than 
understanding the bookkeeping systems. It requires years of study, experience, and an ongo- 
ing commitment to keeping current. 

We will illustrate and explain a number of bookkeeping procedures in this text, particularly 
in the next several chapters. But teaching bookkeeping skills is not our goal; the primary pur- 
pose of this text is to develop your abilities to understand and use accounting information in 
today’s business world. 


ACCOUNTING AS A STEPPING-STONE 


We have mentioned that many professional accountants leave their accounting careers for key 
positions in management or administration. An accounting background is invaluable in such 
positions, because top management works continuously with issues defined and described in 
accounting terms and concepts. 

An especially useful stepping-stone is experience in public accounting. Public accountants 
have the unusual opportunity of getting an inside look at many different business organi- 
zations, which makes them particularly well suited for top management positions in other 
organizations. 


BUT WHAT ABOUT ME? I’M NOT AN ACCOUNTING MAJOR 


Most students who use this book are not accounting majors. However, the study of accounting 
is still important to you. You need to understand accounting concepts, both for your profes- 
sional careers and for many aspects of your personal life. Finance students need to understand 
accounting concepts if they seek positions in investment banking, consulting, or in corporate 
America as a financial analyst. Approximately 50 percent of the chief financial officers of 
large U.S. corporations have a background in accounting. A management student seeking a 
career as a management trainee—with the ultimate goal of running a corporation or a corpo- 
rate division—needs to understand accounting in order to be able to run, control, and evalu- 
ate the performance of a business unit. Accounting is the language of business, and trying to 
run a business without understanding accounting information is analogous to trying to play 
sports without understanding the rules. Marketing students often take positions in sales. It 
is imperative that marketing students understand the principles of revenue recognition, as 
well as the obligations of a public company under the U.S. securities laws. A lack of this 
understanding has led many a marketing/sales executive to become involved in improper rev- 
enue recognition schemes. Many of these executives have been subject to civil and criminal 
prosecution. 
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Ethics, Fraud & Corporate Governance 


The early 2000s was a time of unprecedented business failures 
amid allegations of fraudulent financial reporting that include 
corporations that have now become household names— 
Enron, WorldCom, HealthSouth, Adelphia Communica- 
tions, Tyco, and Qwest, among others. These problems are 
not exclusively a problem with financial reporting in the 
United States, as evidenced by fraud allegations at Parmalat, 
a large Italian company. 

Fraud typically is perpetrated by senior management; for 
example, a 2010 study indicates that the company’s chief 
executive officer and/or chief financial officer is involved in 
89% of the fraud-related enforcement actions brought by the 
Securities and Exchange Commission. Committing fraud, an 
illegal act, obviously suggests a serious lack of ethical aware- 
ness and ethical sensitivity on the part of the perpetrators. 
Another feature of many frauds is that the company where 
the fraud occurred had a weak corporate governance environ- 
ment. Corporate governance entails corporate structures 
and processes for overseeing the company’s affairs, including 
oversight by the board of directors of the actions of top man- 


Dennis Kozlowski, the former CEO of agement to ensure that the company is being managed with 
Tyco, leaves court upon his conviction for the best interests of shareholders in mind. 


conspiracy, securities fraud, and falsifying 
records. Kozlowski was sentenced to 814 
to 25 years in prison. A failure to under- 
stand and apply securities laws exposes 


In each chapter, we will discuss common fraud-related 
schemes relevant to the material covered in that chapter, ethi- 
cal quandaries and challenges faced by businesspeople, or ef- 


management to great personal and pro- forts to improve corporate governance and by extension the 


fessional risk. 


quality of accounting information in the United States. 


Finally, accounting knowledge is helpful in many aspects of your personal lives. Account- 
ing concepts are integral to such everyday decisions as personal budgeting, retirement and 
college planning, lease versus buy decisions, evaluation of loan terms, and evaluation of 
investment opportunities. Since accounting skills are designed to help you make better eco- 
nomic decisions, you will be using these skills for the rest of your life. The only question is 
the degree of skill with which you will apply these concepts. 


Concluding Remarks 


In this chapter, we have established a framework for your study of accounting. You have 
learned how financial accounting provides information for external users, primarily investors 
and creditors, and how accounting provides information for internal management. We have 
established the importance of integrity in accounting information and have learned about sev- 
eral things that build integrity. Looking ahead, in Chapter 2 we begin to look in greater depth 
at financial accounting and, more specifically, financial statements. You will be introduced 
to the details of the three primary financial statements that provide information for investors 
and creditors. As the text progresses, you will learn more about the important information 
that these financial statements provide and how that information is used to make important 
financial decisions. 


END-OF-CHAPTER REVIEW 


Discuss accounting as the language of business 
101. and the role of accounting information in making 
economic decisions. Accounting is the means by 
which information about an enterprise is communicated and, 
thus, is sometimes called the language of business. Many 
different users have need for accounting information in order to 
make important decisions. These users include investors, 
creditors, management, governmental agencies, labor unions, 
and others. Because the primary role of accounting information 
is to provide useful information for decision-making purposes, it 
is sometimes referred to as a means to an end, with the end being 
the decision that is helped by the availability of accounting 
information. 


Discuss the significance of accounting systems in 
102 generating reliable accounting information and 
understand the five components of internal 
control. Information systems are critical to the production of 
quality accounting information on a timely basis and the 
communication of that information to decision makers. While 
there are different types of information systems, they all have 
one characteristic in common—to meet the organization’s needs 
for accounting information as efficiently as possible. Per the 
COSO framework, the five elements of internal control are: (1) 
control environment, (2) risk assessment, (3) control activities, 
(4) information and communication, and (5) monitoring. 


Explain the importance of financial accounting 
L03. information for external parties—primarily 
investors and creditors—in terms of the objectives 
and the characteristics of that information. The primary 
objectives of financial accounting are to provide information that 
is useful in making investment and credit decisions; in assessing 
the amount, timing, and uncertainty of future cash flows; and in 
learning about the enterprise’s economic resources, claims to 
resources, and changes in claims to resources. Some of the most 
important characteristics of financial accounting information are: 
it is a means to an end, it is historical in nature, it results from 
inexact and approximate measures of business activity, and it is 
based on a general-purpose assumption. 


Explain the importance of accounting information 
104 for internal parties—primarily management—in 
terms of the objectives and the characteristics of 
that information. Accounting information is useful to the 
enterprise in achieving its goals, objectives, and mission; 
assessing past performance and future directions; and evaluating 
and rewarding decision-making performance. Some of the 
important characteristics of internal accounting information are 
its timeliness, its relationship to decision-making authority, its 
future orientation, its relationship to measuring efficiency and 
effectiveness, and the fact that it is a means to an end. 


Discuss elements of the system of external and 
LO5 internal financial reporting that create integrity 
in the reported information. Integrity of financial 
reporting is important because of the reliance that is placed on 
financial information by users both outside and inside the 
reporting organization. Important dimensions of financial 
reporting that work together to ensure integrity in information 
are institutional features (accounting principles, internal 
structure, audits, and legislation); professional organizations 
(the AICPA, IMA, ITA, AAA); and the competence, judgment, 
and ethical behavior of individual accountants. 


Identify and discuss several professional 
L06 organizations that play important roles in 
preparing and communicating accounting 
information. The FASB, IASB, PCAOB, and SEC are 
important organizations in terms of standard setting in the United 
States. The FASB and IASB are private-sector organizations that 
establish accounting standards for public and private companies. 
The PCAOB sets auditing standards. The SEC is a governmental 
entity that oversees U.S. public companies and the capital 
markets. 


Discuss the importance of personal competence, 
L07_ professional judgment, and ethical behavior on 
the part of accounting professionals. Personal 
competence and professional judgment are, perhaps, the most 
important factors in ensuring the integrity of financial 
information. Competence is demonstrated by one’s education 
and professional certification (CPA, CMA, CIA). Professional 
judgment is important because accounting information is often 
based on inexact measurements, and assumptions are required. 
Ethical behavior refers to the quality of accountants being 
motivated to “do the right thing.” 


Describe various career opportunities in 
L08 accounting. Accounting opens the door to many career 
opportunities. Public accounting is the segment of the 
profession where professionals offer audit, tax, and consulting 
services. Management, or managerial, accounting refers to that 
segment of the accounting profession where professional 
accountants work for individual companies in a wide variety of 
capacities. Many accountants work for governmental agencies. 
Some accountants choose education as a career and work to 
prepare students for future careers in one of the other segments 
of the accounting profession. While keeping detailed records 
(that is, bookkeeping) is a part of accounting, it is not a 
distinguishing characteristic of a career in accounting; in fact, 
many accounting careers involve little or no bookkeeping. 
Accounting skills are important to nonaccounting majors and to 
all students in their personal lives. 
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Key Terms Introduced or 


Emphasized in Chapter 1 


accounting system (p.6) The personnel, procedures, devices, 
and records used by an organization to develop accounting 
information and communicate that information to decision 
makers. 


American Accounting Association (p. 20) A professional 
accounting organization consisting primarily of accounting 
educators that is dedicated to improving accounting education, 
research, and practice. 


American Institute of CPAs (p. 20) A professional accounting 
organization of certified public accountants that engages in a 
variety of professional activities, including establishing auditing 
standards for private companies, conducting research, and 
establishing industry-specific financial reporting standards. 


audit (p. 19) An investigation of financial statements designed 
to determine their fairness in relation to generally accepted 
accounting principles. 


balance sheet (p. 12) A position statement that shows where 
the company stands in financial terms at a specific date. (Also 
called the statement of financial position.) 


bookkeeping (p. 25) The clerical dimension of accounting 
that includes recording the routine transactions and day-to-day 
record keeping of an enterprise. 


cash flow prospects (p. 10) The likelihood that an enterprise 
will be able to provide an investor with both a return on the 
investor’s investment and the return of that investment. 


Certified Internal Auditor (p.21) A professional designation 
issued by the Institute of Internal Auditors signifying expertise 
in internal auditing. 


Certified Management Accountant (p. 21) A professional 
designation issued by the Institute of Management Accountants 
signifying expertise in management accounting. 


Certified Public Accountant (p. 21) An accountant who is 
licensed by a state after meeting rigorous education, experience, 
and examination requirements. 


Committee of Sponsoring Organizations of the Treadway 
Commission (COSO) (p. 20) <A voluntary private-sector 
organization dedicated to improving the quality of financial 
reporting through business ethics, effective internal controls, 
organizational governance, and enterprise risk management. 


control activities (p. 8) Policies and procedures that 
management puts in place to address the risks identified during 
the risk assessment process. 


control environment (p. 8) The foundation for all the other 
elements of internal control, setting the overall tone for the 
organization. 


corporate governance (p. 26) Includes the corporate 
structures and processes for overseeing a company’s affairs, 
for example, the board of directors and the company’s internal 
control processes. 


external users (p. 9) Individuals and other enterprises that 
have a financial interest in the reporting enterprise but that are 


not involved in the day-to-day operations of that enterprise (e.g., 
owners, creditors, labor unions, suppliers, customers). 


financial accounting (p. 5) Providing information about the 
financial resources, obligations, and activities of an economic 
entity that is intended for use primarily by external decision 
makers—investors and creditors. 


Financial Accounting Standards Board (FASB) (p. 17) A 
private-sector organization that is responsible for determining 
generally accepted accounting principles in the United States. 


financial statement (p. 12) A monetary declaration of what is 
believed to be true about an enterprise. 


general-purpose information (p. 13) Information that is 
intended to meet the needs of multiple users that have an interest 
in the financial activities of an enterprise rather than tailored to 
the specific information needs of one user. 


generally accepted accounting principles (GAAP) (p. 17) 
Principles that provide the framework for determining what 
information is to be included in financial statements and how 
that information is to be presented. 


Government Accountability Office (p. 24) A federal 
government agency that audits many other agencies of the 
federal government and other organizations that do business 
with the federal government and reports its findings to Congress. 


income statement (p. 12) An activity statement that shows 
details and results of the company’s profit-related activities for 
a period of time. 


information and communication (p. 8) The organization’s 
process for capturing operational, financial, and compliance- 
related information necessary to run the business, and 
communicating that information downstream (from management 
to employees), upstream (from employees to management), and 
across the organization. 


Institute of Internal Auditors (p. 20) A _ professional 
accounting organization that is dedicated to the promotion and 
development of the practice of internal auditing. 


Institute of Management Accountants (p. 20) A professional 
accounting organization that intends to influence the concepts 
and ethical practice of management accounting and financial 
management. 


integrity (p. 16) The qualities of being complete, unbroken, 
unimpaired, sound, honest, and sincere. 


internal control (p. 8) A process designed to provide 
reasonable assurance that the organization produces reliable 
financial reports, complies with applicable laws and regulations, 
and conducts its operations in an efficient and effective manner. 


Internal Revenue Service (p. 24) A government organization 
that handles millions of income tax returns filed by individuals 
and businesses and performs audit functions to verify the data 
contained in those returns. 


internal users (p. 13) Individuals who use accounting 
information from within an organization (for example, board of 
directors, chief financial officer, plant managers, store managers). 


International Accounting Standards Board (IASB) (p. 18) 
The group responsible for creating and promoting International 
Financial Reporting Standards (IFRSs). 


Self-Test Questions 


management accounting (p. 6) Providing information that is 
intended primarily for use by internal management in decision 
making required to run the business. 


monitoring (p.9) The process of evaluating the effectiveness 
of an organization’s system of internal control over time, 
including both ongoing management and supervisory activities 
and periodic separate evaluations. 


Public Company Accounting Oversight Board (PCAOB) 
(p. 19) A quasi-governmental body charged with oversight 
of the public accounting profession. The PCAOB sets auditing 
standards for audits of publicly traded companies. 


return of investment (p. 10) The repayment to an investor of 
the amount originally invested in another enterprise. 


return on investment (p. 10) The payment of an amount 
(interest, dividends) for using another’s money. 


risk assessment (p. 8) A process of identifying, analyzing, 
and managing those risks that pose a threat to the achievement 
of the organization’s objectives. 


Sarbanes-Oxley Act (p. 9) A landmark piece of securities 
law, designed to improve the effectiveness of corporate financial 
reporting through enhanced accountability of auditors, boards of 
directors, and management. 


Securities and Exchange Commission (SEC) (p. 17) A 
governmental organization that has the legal power to establish 
accounting principles and financial reporting requirements for 
publicly held companies in the United States. 


statement of cash flows (p. 12) An activity statement that 
shows the details of the company’s activities involving cash 
during a period of time. 


statement of financial position (p. 12) Also called the 
balance sheet. 


Demonstration Problem 


Find the Intel Corporation annual 10-K report from 2009 at the following Internet address (http:// 
www.intc.com/secfiling.cfm?filingID=950123-10-15237) to answer the following questions: 


a. Name the titles of the financial reports in the Intel Corp. annual report that provide specific 
information about economic resources, claims to resources, and changes in resources and claims. 


b. Name three other sections from Intel’s 2009 annual report that provide information useful in 
assessing the amount, timing, and uncertainty of future cash flows. 


c. Which main categories of other general information are useful in making investment and 


credit decisions? 


Solution to the Demonstration Problem 


a. ¢ Intel Corporation 


Consolidated Balance Sheets 


¢ Intel Corporation 


Consolidated Statements of Stockholders’ Equity 


¢ Intel Corporation 


Consolidated Statements of Operations 


¢ Intel Corporation 


Consolidated Statements of Cash Flows 


Management’s Discussion and Analysis of Financial Condition and Results of Operations 
¢ Quantitative and Qualitative Disclosures about Market Risk 

¢ Notes to the Consolidated Financial Statements 

Business Discussion 


e Management’s Discussion and Analysis of Financial Condition and Results of Operations 
that contains general discussions about strategy, results of operations, business outlook, 
and liquidity and capital resources 


¢ Report of the Independent Registered Public Accounting Firm 


Self-Test Questions 


The answers to these questions appear on page 35. c. Useful for decision making. 


1. Which of the following does not describe accounting? d. Used by business, government, nonprofit organizations, 


a. Language of business. and individuals. 


b. Is an end rather than a means to an end. 
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To understand and use accounting information in making 

economic decisions, you must understand: 

a. The nature of economic activities that accounting infor- 
mation describes. 

b. The assumptions and measurement techniques involved 
in developing accounting information. 

ce. Which information is relevant for a particular type of 
decision that is being made. 

d. All of the above. 

Purposes of an accounting system include all of the follow- 

ing except: 

a. Interpret and record the effects of business transactions. 

b. Classify the effects of transactions to facilitate the prep- 
aration of reports. 

c. Summarize and communicate information to decision 
makers. 

d. Dictate the specific types of business transactions that 
the enterprise may engage in. 

External users of financial accounting information include 

all of the following except: 

a. Investors. c. Line managers. 

b. Labor unions. d. General public. 


Objectives of financial reporting to external investors and 

creditors include preparing information about all of the fol- 

lowing except: 

a. Information used to determine which products to 
produce. 


b. Information about economic resources, claims to those 
resources, and changes in both resources and claims. 


c. Information that is useful in assessing the amount, tim- 
ing, and uncertainty of future cash flows. 


d. Information that is useful in making investment and 
credit decisions. 


Accounting is sometimes described as the language of busi- 
ness. What is meant by this description? 


When you invest your savings in a company, what is the dif- 
ference between the return on your investment and the return 
of your investment? 


Going from general to specific, what are the three primary 
objectives of financial accounting information? 


What are the three primary financial statements with which 
we communicate financial accounting information? 


Is externally reported financial information always precise 
and accurate? 


Is internal accounting information primarily historical or 
future-oriented? How does that compare with financial 
accounting information? 


6. 


10. 


de 


10. 


11. 


12. 


Financial accounting information is characterized by all of 
the following except: 


a. It is historical in nature. 


b. It sometimes results from inexact and approximate 
measures. 


c. It is factual, so it does not require judgment to prepare. 
d. It is enhanced by management’s explanation. 


Which of the following is not a user of internal accounting 
information? 


a. Store manager. 

b. Chief executive officer. 
c. Creditor. 

d. Chief financial officer. 


Characteristics of internal accounting information include 
all of the following except: 


a. It is audited by a CPA. 

b. It must be timely. 

c. It is oriented toward the future. 

d. It measures efficiency and effectiveness. 


Which of the following are important factors in ensuring 
the integrity of accounting information? 


a. Institutional factors, such as standards for preparing 
information. 


b. Professional organizations, such as the American Insti- 
tute of CPAs. 


c. Competence, judgment, and ethical behavior of individ- 
ual accountants. 


d. All of the above. 


The code of conduct of the American Institute of Certified 
Public Accountants includes requirements in which of the 
following areas? 


a. The Public Interest. 
b. Objectivity. 


c. Independence. 
d. All of the above. 


MTV § DISCUSSION Questions 


What is meant by generally accepted accounting principles, 
and how do these principles add to the integrity of financial 
accounting information? 

What is the definition of internal control, and what are the 
five components of COSO’s internal control framework? 
What is an audit, and how does it add to the integrity of 
accounting information? 


What is meant by the professional designations CPA, CMA, 
and CIA, and how do these designations add to the integrity 
of accounting information? 

Why was the Sarbanes-Oxley legislation passed in 2002, 
and what are its implications for the accounting profession? 
What is the Financial Accounting Standards Board (FASB), 
and what is its role in external financial reporting? 
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13. What is the Securities and Exchange Commission (SEC), 15. What is the International Accounting Standards Board 
and what is its role in external financial reporting? (IASB), and what are its objectives? 


14. What is the role of the Public Company Accounting Over- 
sight Board in the audit of financial statements? 


Brief Exercises a. connect 


[ACCOUNTING 


BRIEF EXERCISE 1.1 List four external users of accounting information. 
Users of Information 


BRIEF EXERCISE 1.2 Match the terms on the left with the descriptions on the right. Each description should be used only 
Components of Internal once. 
Control 
Term Description 
Control environment a. Identifying, analyzing, and managing those risks that pose 
Risk assessment a threat to the achievement of the organization’s objectives. 
Control activities b. A process, involving both ongoing activities and separate 


evaluations, that enables an organization to evaluate the 
effectiveness of its system of internal control over time. 


c. The process of capturing and communicating operational, 


Information and 
communication 


——— Monitoring financial, and compliance-related information. 

d. The foundation for all the other elements of internal control, 
setting the overall tone for the organization. 

e. Policies and procedures put in place by management to 
address the risks identified during the risk assessment 
process. 

BRIEF EXERCISE 1.3 Why does accounting rely on inexact or approximate measures? 

Inexact or Approximate 

Measures 

BRIEF EXERCISE 1.4 What are the two primary organizations in the U.S. that are responsible for setting standards related 
Standards for the to the preparation of accounting information? 

Preparation of Accounting 

Information 

BRIEF EXERCISE 1.5 The FASB’s conceptual framework sets forth the Board’s views on which topics? 

FASB Conceptual 

Framework 

BRIEF EXERCISE 1.6 Use the Web to find the home page of the PCAOB. What are the four primary activities of the 
Public Company Accounting PCAOB? 

Oversight Board (PCAOB) 

BRIEF EXERCISE 1.7 Who are the sponsoring organizations of COSO, and what is COSO best known for doing? 
Committee of Sponsoring 

Organizations (COSO) 

BRIEF EXERCISE 1.8 List three professional certifications offered in accounting and the organizations that offer them. 


Professional Certifications in 
Accounting 
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BRIEF EXERCISE 1.9 Match the terms on the left with the descriptions on the right. Each description should be used only 
AICPA Code of Professional once. 
Conduct 
Term Description 
Responsibilities a. A member should observe the profession’s technical and 
The Public Interest ethical standards, strive continually to improve competence 


and the quality of service, and discharge professional 
responsibility to the best of the member’s ability. 


. Incarrying out their responsibilities as professionals, 
members should exercise sensitive professional and moral 
Due Care judgments in all their activities. 


Scope and Nature of —c. A member should maintain objectivity and be free of conflicts 

Services of interest in discharging professional responsibilities. A 
member in public practice should be independent in fact and 
appearance when providing auditing and other attestation 
services. 


d. A member in public practice should observe the Principles 
of the Code of Professional Conduct in determining the 
scope and nature of services to be provided. 


e. Members should accept the obligation to act in a way that 
will serve the public interest, honor the public trust, and 
demonstrate commitment to professionalism. 

f. To maintain and broaden public confidence, members 
should perform all professional responsibilities with the 
highest sense of integrity. 


Integrity 
Objectivity and b 
Independence 


BRIEF EXERCISE 1.10 List three accounting-related skills that are useful to many people in their personal lives. 


Personal Benefits of 
Accounting Skills 


Exercises a. connect 


[ACCOUNTING 


Identify several ways in which you currently use accounting information in your life as a student. 
Also identify several situations in which, while you are still a student, you might be required to 
supply financial information about yourself to others. 


L01_ EXERCISE 1.1 


You as a User of 
Accounting Information 


Los EXERCISE 1.2 Boeing Company is the largest manufacturer of commercial aircraft in the United States and is a 
Users of Accounting major employer in Seattle, Washington. Explain why each of the following individuals or organiza- 
104. Information tions would be interested in financial information about the company. 


a. California Public Employees Retirement System, one of the world’s largest pension funds. 
b. China Airlines, a rapidly growing airline serving the Pacific Rim. 
c. Henry James, a real estate investor considering building apartments in the Seattle area. 
d. Boeing’s management. 
e. International Aerospace Machinists, a labor union representing many Boeing employees. 
08 EXERCISE 1.3 A major focus of this course is the process of financial reporting. 
What Is Financial a. What is meant by the term financial reporting? 
Reporting? b. What are the principal accounting reports involved in the financial reporting process? In gen- 
eral terms, what is the purpose of these reports? 
c. Do all business entities engage in financial reporting? Explain. 
d. How does society benefit from the financial reporting process? 
L06 EXERCISE 1.4 Generally accepted accounting principles play an important role in financial reporting. 
Generally Accepted a. What is meant by the phrase generally accepted accounting principles? 


Accounting Principles What are the major sources of these principles? 


b. 
c. Is there a single comprehensive list of generally accepted accounting principles? Explain. 
d. 


What types of accounting reports are prepared in conformity with generally accepted account- 
ing principles? 


Exercises 
LO6 EXERCISE 1.5 
Accounting 
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EXERCISE 1.6 
Investment Return 


EXERCISE 1.7 


4 Accounting 
Terminology 


EXERCISE 1.8 


Accounting 
Organizations 
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Describe the roles of the following organizations in establishing generally accepted accounting 
principles: 
a. The FASB b. The AICPA cer Mhe SEC 


From which of these organizations can you most easily obtain financial information about publicly 
owned companies? 


You recently invested $12,000 of your savings in a security issued by a large company. The secu- 
rity agreement pays you 7 percent per year and has a maturity two years from the day you pur- 
chased it. What is the total cash flow you expect to receive from this investment, separated into the 
return on your investment and the return of your investment? 


Match the terms on the left with the descriptions on the right. Each description should be used 
only once. 


Term Description 


______ Financial accounting a. 


_____. Management 
accounting 


_______ Financial reporting b. 
______ Financial statements 
______ General-purpose 


The procedural aspect of accounting that involves keeping 
detailed records of business transactions, much of which is 
done today by computers. 

A broad term that describes all information provided to 
external users, including but not limited to financial 
statements. 


c. An important quality of accounting information that allows 


flan investors, creditors, management, and other users to rely 
ae on the information. 

——— intemal control d. The segment of the accounting profession that relates to 
—__— Public accounting providing audit, tax, and consulting services to clients. 
——— Bookkeeping e. Procedures and processes within an organization that 


ensure the integrity of accounting information. 

f. Statement of financial position (balance sheet), income 
statement, statement of cash flows. 

g. The fact that the same information is provided to various 
external users, including investors and creditors. 

h. The area of accounting that refers to providing information 
to support internal management decisions. 

i. The area of accounting that refers to providing information 
to support external investment and credit decisions. 


Match the organizations on the left with the functions on the right. Each function should be used 
only once. 


Organization Function 
Institute of Internal a. Government agency responsible for financial 
Auditors reporting by publicly held companies. 
Securities and Exchange b. International organization dedicated to the 
Commission advancement of internal auditing. 
American Institute of c. Organization dedicated to providing members 
CPAs personal and professional development 
Institute of Management opportunities in the area of management accounting. 
Accountants d. The body charged with setting auditing standards for 
Financial Accounting audits of public companies. 
Standards Board e. Organization consisting primarily of accounting 
American Accounting educators that encourages improvements in 
Association teaching and research. 


f. The group that creates and promotes International 


Public Compan 
ee Financial Reporting Standards (IFRSs). 


Accounting Oversight 


Board g. Professional association of Certified Public 
International Accounting Accountants. 
Standards Board h. Private-sector organization that establishes 


accounting standards. 


34 


L038 


L04 


L04 


LOG 


LOS 


L05 


LO7 


LO8 


L01 


LO3 


L05 


EXERCISE 1.9 


Financial and 
Management 
Accounting 


EXERCISE 1.10 


Management 
Accounting 
Information 


EXERCISE 1.11 


Accounting 
Organizations 


EXERCISE 1.12 
Purpose of an Audit 


EXERCISE 1.13 


Audits of Financial 
Statements 


EXERCISE 1.14 


Ethics and 
Professional 
Judgment 


EXERCISE 1.15 
Careers in Accounting 


EXERCISE 1.16 
Home Depot, Inc. 
General and Specific 
Information 

SS 

So 


Chapter 1 Accounting: Information for Decision Making 


The major focus of accounting information is to facilitate decision making. 

a. As an investor in a company, what would be your primary objective? 

b. As a manager of a company, what would be your primary objective? 

c. Is the same accounting information likely to be equally useful to you in these two different roles? 


Internal accounting information is used primarily for internal decision making by an enterprise’s 
management. 


a. What are the three primary purposes of internal accounting information? 

b. Which of these is the most general and which is the most specific? 

c. Give several examples of the kinds of decisions that internal accounting information supports. 
Describe which professional organization(s) would most likely be of greatest value to you if your 
position involved each of the following independent roles: 

a. Accounting educator. 

b. Management accountant. 

c. Certified public accountant. 

Audits of financial statements are an important part of the accounting process to ensure integrity 
in financial reporting. 

a. What is the purpose of an audit? 


b. As an external user of accounting information, what meaning would you attach to an audit 
that concludes that the financial statements are fairly presented in conformity with generally 
accepted accounting principles? 


c. Would your interest in investing in this same company be affected by an auditor’s report that 
concluded the financial statements were not fairly presented? Why or why not? 

The annual financial statements of all large, publicly owned corporations are audited. 

a. What is an audit of financial statements? 

b. Who performs audits? 

c. What is the purpose of an audit? 


Ethical conduct and professional judgment each play important roles in the accounting process. 


a. In general terms, explain why it is important to society that people who prepare accounting 
information act in an ethical manner. 


b. Identify at least three areas in which accountants must exercise professional judgment, rather 
than merely relying on written rules. 


Four accounting majors, Maria Acosta, Kenzo Nakao, Helen Martin, and Anthony Mandella, recently 
graduated from Central University and began professional accounting careers. Acosta entered public 
accounting, Nakao became a management accountant, Martin joined a governmental agency, and 
Mandella (who had completed a graduate program) became an accounting faculty member. 


Assume that each of the four graduates was successful in his or her chosen career. Identify the 
types of accounting activities in which each of these graduates might find themselves specializing 
several years after graduation. 


Locate the Home Depot, Inc., 2009 financial statements in Appendix A of this text. Briefly peruse 
the financial statements and answer the following questions: 


a. Name the titles of each of Home Depot’s financial statements that provide specific informa- 
tion about economic resources, claims to resources, and changes in resources and claims. 


b. Name three other sections from Home Depot’s 2009 financial statements that might be useful 
to a potential investor or creditor. 


Due to the introductory nature of this chapter and the conceptual nature of its contents, no items 
labeled Problems are included. In all future chapters, you will find two problem sets, A and B, that 
generally include computations, are more complex, and generally require more time to complete 
than the Exercises. 
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Critical Thinking Cases 
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L02 
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CASE 1.1 In the mid-2000s, Fannie Mae was in severe financial difficulty and desperately needed additional 
Reliability of Financial | capital for the company to survive. What factors prevented Fannie Mae from simply providing 
Statements potential lenders with misleading financial statements to make the company look like a risk-free 
investment? 
CASE 1.2 Divide into groups as instructed by your professor and discuss the following: 
Objectives of Financial a. How does the description of accounting as the “language of business” relate to accounting as 
Accounting being useful for investors and creditors? 
b. Explain how the decisions you would make might differ if you were an external investor or a 
member of an enterprise’s management team. 
CASE 1.3 You are employed by a business consulting firm as an information systems specialist. You have 


Accounting Systems just begun an assignment with a startup company and are discussing with the owner her need for an 
accounting system. How would you respond to the following questions from the owner? 


a. What is the meaning of the term accounting system? 
b. What is the purpose of an accounting system and what are its basic functions? 


c. Who is responsible for designing and implementing an accounting system? 


CASE 1.4 Assume you have recently completed your college degree with a major in accounting and have acc- 

Codes of Ethics epted a position on the accounting staff of a large corporation. Your supervisor suggests that in pre- 
paring for your first day on the job, you become familiar with the basic principles included in the 
code of ethics of the Institute of Management Accountants. Briefly explain what you learn as you 
study the code and how it might affect your behavior on your new job. (Use the IMA’s Web site to 
obtain access to the IMA’s Code of Ethics.) 

INTERNET The Internet is a good place to get information that is useful to you in your study of accounting. 

CASE 1.5 For example, you can find information about accounting firms, standard setters, and regulators. 


Accessing Information 2 
on the Internet Instructions 
a. The largest U.S. accounting firms are referred to as the Big 4—Deloitte, Ernst & Young, 

KPMG, and PricewaterhouseCoopers. Find the Internet sites of these four firms and learn 


what you can about the types of services provided by the firm. 


b. The Public Company Accounting Oversight Board (PCAOB) was created by the Sarbanes- 
Oxley Act to oversee auditors of public companies. Find the PCAOB’s Internet site and learn 
what you can about the PCAOB’s four major activities. 


c. The Financial Accounting Standards Board (FASB) is the designated accounting standard setter 
in the U.S. Find the FASB’s Internet site and identify the FASB’s board members including a 
brief description of their backgrounds. 


d. The International Accounting Standards Board (IASB) is the body that issues International 
Financial Reporting Standards. Find the [ASB’s Internet site and identify the IASB’s board 
members including a brief description of the backgrounds of five board members. 


Internet sites are time and date sensitive. It is the purpose of these exercises to have you explore 
the Internet. You may need to use the Yahoo! search engine http://www.yahoo.com (or another 
favorite search engine) to find a company’s current Web address. 


Answers to Self-Test Questions 
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AFTER STUDYING THIS CHAPTER, YOU SHOULD BE ABLE TO: 
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L02 
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Explain the nature and general purpose of financial statements. 


Explain certain accounting principles that are important for an understanding of financial statements 
and how professional judgment by accountants may affect the application of those principles. 


Demonstrate how certain business transactions affect the elements of the accounting equation: 
Assets = Liabilities + Owners’ Equity. 


Explain how the statement of financial position, often referred to as the balance sheet, is an 
expansion of the basic accounting equation. 


Explain how the income statement reports an enterprise’s financial performance for a period of 
time in terms of the relationship of revenues and expenses. 


Explain how the statement of cash flows presents the change in cash for a period of time in 
terms of the company’s operating, investing, and financing activities. 


Explain how the statement of financial position (balance sheet), income statement, and statement 
of cash flows relate to each other. 


Explain common forms of business ownership—sole proprietorship, partnership, and corporation— 
and demonstrate how they differ in terms of their presentation in the statement of financial position. 


Discuss the importance of financial statements to a company and its investors and creditors and why 
management may take steps to improve the appearance of the company in its financial statements. 


Intel supplies the computing and communications industries with chips, 
boards, and systems building blocks that are the ingredients of computers 
and servers as well as networking and communications products. These 
industries use Intel's products to create advanced computing and 
communications systems. Intel states that its mission is to be the preeminent 
building block supplier in the worldwide Internet economy. 
Technology-based companies like Intel operate in highly competitive 
markets and continuously introduce new products. Intel’s management 
discusses the company’s business strategy in a recent corporate information 
communication on the company’s Web site by explaining the importance of 
meeting the needs of customers: “Our goal is to be the preeminent provider 
of semiconductor chips and platforms for the worldwide digital economy. . . 
We offer products at various levels of integration, to allow our customers 
flexibility in creating computing and communications systems. The substantial 
majority of our revenue is from the sale of microprocessors and chipsets.” 
Modern-day historians indicate that we are rapidly moving from the 
industrial age, with an emphasis on heavy manufacturing, to the information 
age. Companies like Intel, Microsoft, Cisco Systems, and others are major 
players in this transformation of business. For information-age companies 
the factors of success are quite different than for industrial-age companies. 
Information-age companies rely more heavily on intellectual capital, research 
and development, and other intangibles that were less important for 
companies whose focus was heavy manufacturing or, even earlier in our 


history, primarily agricultural. 
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Learning Objective 


L01 


Explain the nature and 
general purpose of 
financial statements. 


Chapter 2 Basic Financial Statements 


If you were a person with considerable wealth who wanted to invest in a forward-looking 
company in today’s information age, how would you know whether Intel or any other com- 
pany is a wise investment? What information would you seek out to help you decide where 
to place your investment dollars? A primary source of financial information is a company’s 
financial statements. These statements, which are prepared at least once a year and in many 
cases more frequently, provide insight into the current financial status of the company and 
how successful the company has been in meeting its financial goals. In this chapter, you 
are introduced to the three primary financial statements—the statement of financial position 
(often referred to as the balance sheet), the income statement, and the statement of cash flows. 
Combined with information presented in notes and other accompanying presentations, these 
financial statements provide for investors, creditors, and other interested parties a wealth of 
useful information. In fact, financial information is what this entire textbook is about, and in 
this chapter you receive your initial introduction to how financial statements come about and 
how they may be used to better understand a company. 


Introduction to Financial Statements 


In Chapter 1, we learned that investors and creditors are particularly interested in cash flows 
that they expect to receive in the future. Creditors, for example, are interested in the ability of 
an enterprise, to which they have made loans or sold merchandise on credit, to meet its pay- 
ment obligations, which may include payment of interest. Similarly, investors are interested 
in the market value of their stock holdings, as well as dividends that the enterprise will pay 
while they own the stock. 

One of the primary ways investors and creditors assess the probability that an enterprise 
will be able to make future cash payments is to study, analyze, and understand the enterprise’s 
financial statements. As discussed in Chapter 1, a financial statement is simply a declara- 
tion of what is believed to be true about an enterprise, communicated in terms of a monetary 
unit, such as the dollar. When accountants prepare financial statements, they are describing in 
financial terms certain attributes of the enterprise that they believe fairly represent its financial 
activities. 

In this chapter, we introduce three primary financial statements: 


e Statement of financial position (commonly referred to as the balance sheet). 
¢ Income statement. 
e Statement of cash flows. 


In introducing these statements, we use the form of business ownership referred to as a corpo- 
ration. The corporation is a unique form of organization that allows many owners to combine 
their resources into a business enterprise that is larger than would be possible based on the 
financial resources of a single or a small number of owners. While businesses of any size may 
be organized as corporations, most large businesses are corporations because of their need 
for a large amount of capital that the corporate form of business organization makes possible. 
Later in this chapter we introduce two other forms of business organization—the sole propri- 
etorship and the partnership—which are alternatives to the corporate form for some business 
enterprises. 

The names of the three primary financial statements describe the information you find in 
each. The statement of financial position, or balance sheet, is a financial statement that 
describes where the enterprise stands at a specific date. It is sometimes described as a snap- 
shot of the business in financial or dollar terms (that is, what the enterprise “looks like” at a 
specific date). 

As businesses operate, they engage in transactions that create revenues and incur expenses 
that are necessary to earn those revenues. An income statement is an activity statement that 
shows the revenues and expenses for a designated period of time. Revenues already have 
resulted in positive cash flows, or are expected to do so in the near future, as a result of trans- 
actions with customers. For example, a company might sell a product for $100. This revenue 
transaction results in an immediate positive cash flow into the enterprise if the customer pays 


A Starting Point: Statement of Financial Position 


cash at the time of the transaction. An expected future cash flow results if it is a credit transac- 
tion in which payment is to be received later. Expenses have the opposite effect in that they 
result in an immediate cash flow out of the enterprise (if a cash transaction) or an expected 
future flow of cash out of the enterprise (if a credit transaction). For example, if a company 
incurs a certain expense of $75 and pays it at that time, an immediate cash outflow takes place. 
If payment is delayed until some future date, the transaction represents an expected future 
cash outflow. Revenues result in positive cash flows—ceither past, present, or future—while 
expenses result in negative cash flows—cither past, present, or future. Positive and negative 
indicate the directional impact on cash. The term net income (or net loss) is simply the dif- 
ference between all of an enterprise’s revenues and expenses for a designated period of time. 
The statement of cash flows is particularly important in understanding an enterprise for 
purposes of investment and credit decisions. As its name implies, the statement of cash flows 
shows the ways cash changed during a designated period—the cash received from revenues 
and other transactions as well as the cash paid for certain expenses and other acquisitions 
during the period. While the primary focus of investors and creditors is on cash flows to 
themselves rather than to the enterprise, information about cash activity of the enterprise is an 
important signal to investors and creditors about the prospects of future cash flows to them. 


A Starting Point: 


Statement of Financial Position 


All three financial statements contain important information, but each includes different infor- 
mation. For that reason, it is important to understand all three financial statements and how 
they relate to each other. The way they relate is sometimes referred to as articulation, a term 
we will say more about later in this chapter. 

A logical starting point for understanding financial statements is the statement of financial 
position, also called the balance sheet. The purpose of this financial statement is to demon- 
strate where the company stands, in financial terms, at a specific point in time. As we will 
see later in this chapter, the other financial statements relate to the statement of financial 
position and show how important aspects of a company’s financial position change over time. 
Beginning with the statement of financial position also allows us to understand certain basic 
accounting principles and terminologies that are important for understanding all financial 
statements. 

Every business prepares a balance sheet at the end of the year, and many companies pre- 
pare one at the end of each month, week, or even day. It consists of a listing of the assets, the 
liabilities, and the owners’ equity of the business. The date is important, as the financial posi- 
tion of a business may change quickly. Exhibit 2-1 shows the financial position of Vagabond 
Travel Agency at December 31, 2011. 


VAGABOND TRAVEL AGENCY 
STATEMENT OF FINANCIAL POSITION 


DECEMBER 31, 2011 


Assets Liabilities & Owners’ Equity 

Cash. ieratnestieias ete $ 22,500 Liabilities: 

Notes Receivable ..... 10,000 Notes Payable ...... $ 41,000 

Accounts Receivable .. . 60,500 Accounts Payable ... 36,000 
SUDPIICSpecemeericiee tae 2,000 Salaries Payable .... 3,000 $ 80,000 
Land ieee eer aerate 100,000 Owners’ equity: 

Building etree 90,000 Capital Stock ....... $150,000 

Office Equipment ...... 15,000 Retained Earnings ... 70,000 220,000 
MOtaleeey eee ose $300,000 Totaly eres ernrace $300,000 


Exhibit 2-1 


STATEMENT OF 
FINANCIAL POSITION 


A balance sheet shows 


financial position at a 
specific date 
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principles. 
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Let us briefly describe several features of the statement of financial position, using Exhibit 2—1 
as an example. First, the heading communicates three things: (1) the name of the business, (2) the 
name of the financial statement, and (3) the date. The body of the balance sheet consists of three 
distinct sections: assets, liabilities, and owners’ equity. 

Notice that cash is listed first among the assets, followed by notes receivable, accounts 
receivable, supplies, and any other assets that will soon be converted into cash or used up 
in business operations. Following these assets are the more permanent assets, such as land, 
buildings, and equipment. 

Moving to the right side of the balance sheet, liabilities are shown before owners’ equity. 
Each major type of liability (such as notes payable, accounts payable, and salaries payable) is 
listed separately, followed by a figure for total liabilities. 

Owners’ equity is separated into two parts—capital stock and retained earnings. Capi- 
tal stock represents the amount that owners originally paid into the company to become 
owners. It consists of individual shares and each owner has a set number of shares. Notice 
in this illustration that capital stock totals $150,000. This means that the assigned value 
of the shares held by owners, multiplied by the number of shares, equals $150,000. For 
example, assuming an assigned value of $10 per share, there would be 15,000 shares 
($10 X 15,000 = $150,000). Alternatively, the assigned value might be $5 per share, in 
which case there would be 30,000 shares ($5 X 30,000 = $150,000). The retained earnings 
part of owners’ equity is simply the accumulated earnings of previous years that remain 
within the enterprise. Retained earnings is considered part of the equity of the owners and 
serves to enhance their investment in the business. 

Finally, notice that the amount of total assets ($300,000) is equal to the total amount of 
liabilities and owners’ equity (also $300,000). This relationship always exists—in fact, the 
equality of these totals is why this financial statement is frequently called a balance sheet. 


The Concept of the Business Entity Generally accepted accounting principles 
require that financial statements describe the affairs of a specific economic entity. This con- 
cept is called the entity principle. 

A business entity is an economic unit that engages in identifiable business activities. For 
accounting purposes, the business entity is regarded as separate from the personal activities 
of its owners. For example, Vagabond is a business organization operating as a travel agency. 
Its owners may have personal bank accounts, homes, cars, and even other businesses. These 
items are not involved in the operation of the travel agency and do not appear in Vagabond’s 
financial statements. 

If the owners were to commingle their personal activities with the transactions of the busi- 
ness, the resulting financial statements would fail to describe clearly the financial activities of 
the business organization. Distinguishing business from personal activities of the owners may 
require judgment by the accountant. 


ASSETS 


Assets are economic resources that are owned by a business and are expected to benefit 
future operations. In most cases, the benefit to future operations comes in the form of posi- 
tive future cash flows. The positive future cash flows may come directly as the asset is con- 
verted into cash (collection of a receivable) or indirectly as the asset is used in operating the 
business to create other assets that result in positive future cash flows (buildings and land 
used to manufacture a product for sale). Assets may have definite physical characteristics 
such as buildings, machinery, or an inventory of merchandise. On the other hand, some 
assets exist not in physical or tangible form, but in the form of valuable legal claims or 
rights; examples are amounts due from customers, investments in government bonds, and 
patent rights. 

One of the most basic and at the same time most controversial problems in accounting is 
determining the correct dollar amount for the various assets of a business. At present, gener- 
ally accepted accounting principles call for the valuation of some assets in a balance sheet at 
cost, rather than at their current value. The specific accounting principles supporting cost as 
the basis for asset valuation are discussed below. 
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The Cost Principle Assets such as land, buildings, merchandise, and equipment are 
typical of the many economic resources that are required in producing revenue for the busi- 
ness. The prevailing accounting view is that such assets should be presented at their cost. 
When we say that an asset is shown in the balance sheet at its historical cost, we mean the 
original amount the business entity paid to acquire the asset. This amount may be different 
from what it would cost to purchase the same asset today. 

For example, let us assume that a business buys a tract of land for use as a building site, pay- 
ing $100,000 in cash. The amount to be entered in the accounting records for the asset will be 
the cost of $100,000. If we assume a booming real estate market, a fair estimate of the market 
value of the land 10 years later might be $250,000. Although the market price or economic 
value of the land has risen greatly, the amount shown in the company’s accounting records and 
in its balance sheet would continue unchanged at the cost of $100,000. This policy of account- 
ing for many assets at their cost is often referred to as the cost principle of accounting. 

Exceptions to the cost principle are found in some of the most liquid assets (that is, assets 
that are expected to soon become cash). Amounts receivable from customers are generally 
included in the balance sheet at their net realizable value, which is an amount that approxi- 
mates the cash that is expected to be received when the receivable is collected. Similarly, cer- 
tain investments in other enterprises are included in the balance sheet at their current market 
value if management’s plan includes conversion into cash in the near future. 

In reading a balance sheet, it is important to keep in mind that the dollar amounts listed for 
many assets do not indicate the prices at which the assets could be sold or the prices at which 
they could be replaced. A frequently misunderstood feature of a balance sheet is that it does 
not show how much the business currently is worth, although it contains valuable information 
in being able to calculate such a value. 


The Going-Concern Assu mption Why don’t accountants change the recorded 
amounts of assets to correspond with changing market prices for these properties? One reason 
is that assets like land and buildings are being used to house the business and were acquired 
for use and not for resale; in fact, these assets usually could not be sold without disrupting the 
business. The balance sheet of a business is prepared on the assumption that the business is a 
continuing enterprise, or a going concern. Consequently, the present estimated prices at which 
assets like land and buildings could be sold are of less importance than if these properties were 
intended for sale. These are frequently among the largest dollar amounts of a company’s assets. 
Determining that an enterprise is a going concern may require judgment by the accountant. 


The Objectivity Principle Another reason for using cost rather than current market 
values in accounting for many assets is the need for a definite, factual basis for valuation. 
The cost of land, buildings, and many other assets that have been purchased can be definitely 
determined. Accountants use the term objective to describe asset valuations that are factual 
and can be verified by independent experts. For example, if land is shown on the balance 
sheet at cost, any CPA who performed an audit of the business would be able to find objective 
evidence that the land was actually measured at the cost incurred in acquiring it. On the other 
hand, estimated market values for assets such as buildings and specialized machinery are not 
factual and objective. Market values are constantly changing, and estimates of the prices at 
which assets could be sold are largely a matter of judgment. 


YOUR TURN You as a Home Owner 


First, assume you have owned your home for 10 years and need to report the 
value of your home to the city assessor for real estate tax assessment purposes. 
What information would you provide? Second, assume you are planning to sell your 
home. What type of information would you provide to potential buyers? What ethical is- 
sues arise in these two situations that the objectivity principle helps address? 


(See our comments on the Online Learning Center Web site.) 
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At the time an asset is acquired, the cost and market value are usually the same. With the 
passage of time, however, the current market value of assets is likely to differ considerably 
from its historical cost. As you will learn, for some assets we adjust the amount in the balance 
sheet as the value changes. For other assets, we retain historical cost as the basis of the asset 
in the balance sheet. 


The Stable-Dollar Assumption A limitation of measuring assets at historical cost 
is that the value of the monetary unit or dollar is not always stable. Inflation is a term used 
to describe the situation where the value of the monetary unit decreases, meaning that it will 
purchase less than it did previously. Deflation, on the other hand, is the opposite situation in 
which the value of the monetary unit increases, meaning that it will purchase more than it 
did previously. Typically, countries like the United States have experienced inflation rather 
than deflation. When inflation becomes severe, historical cost amounts for assets lose their 
relevance as a basis for making business decisions. 

Accountants in the United States prepare financial statements under an assumption that the 
dollar is a stable unit of measurement, as is the gallon, the acre, or the mile. The cost principle 
and the stable-dollar assumption work well in periods of stable prices but are less satisfac- 
tory under conditions of rapid inflation. For example, if a company bought land 20 years ago 
for $100,000 and purchased a second similar tract of land today for $500,000, the total cost 
of land shown by the accounting records would be $600,000 following the historical cost 
principle. This treatment ignores the fact that dollars spent 20 years ago had greater purchas- 
ing power than today’s dollar. Thus the $600,000 total for the cost of land is a mixture of two 
“sizes” of dollars with different purchasing power. 


INTERNATIONAL 


Many countries experience prolonged and serious inflation. Inflation can undermine the 
stable-currency assumption. Accounting rules have been designed in some foreign coun- 
tries to address the impact of inflation on a company’s financial position. For example, 
Mexican corporate law requires Mexican companies to adjust their balance sheets to cur- 
rent purchasing power by using indexes provided by the government. Because inflation 
is significant, the indexes are used to devalue the Mexican currency (pesos) to provide a 
more transparent representation of the company’s financial condition. 


After much research into this problem, at one time the FASB required on a trial basis that 
large corporations annually disclose financial data adjusted for the effects of inflation. At the 
present time, this disclosure is optional, as judged appropriate by the accountant who prepares 
the financial statements. 


LIABILITIES 


Liabilities are financial obligations or debts. They represent negative future cash flows for the 
enterprise. The person or organization to whom the debt is owed is called a creditor. 

All businesses have liabilities; even the largest and most successful companies often pur- 
chase merchandise, supplies, and services “on account.” The liabilities arising from such pur- 
chases are called accounts payable. Many businesses borrow money to finance expansion or 
the purchase of high-cost assets and pay for them over time. When obtaining a loan, the bor- 
rower usually must sign a formal note payable. A note payable is a written promise to repay 
the amount owed by a particular date and usually calls for the payment of interest as well. 

Accounts payable, in contrast to notes payable, involve no written promises and generally 
do not call for interest payments. In essence, a note payable is a more formal arrangement 
than an account payable, but they are similar in that they require the company to make pay- 
ment in the future. 


A Starting Point: Statement of Financial Position 43 


Liabilities are usually listed in the order in which they are expected to be repaid.! Liabili- 
ties that are similar may be combined to avoid unnecessary detail in the financial statement. 
For example, if a company had several expenses payable at the end of the year (for example, 
wages, interest, taxes), it might combine these into a single line called accrued expenses. The 
word accrued is an accounting term communicating that the payment of certain expenses has 
been delayed or deferred. 

Liabilities represent claims against the borrower’s assets. As we shall see, the owners of 
a business also have claims on the company’s assets. But in the eyes of the law, creditors’ 
claims take priority over those of the owners. This means that creditors are entitled to be paid 
in full, even if such payment would exhaust the assets of the business and leave nothing for 
its Owners. 


OWNERS’ EQUITY 


Owners’ equity represents the owners’ claims on the assets of the business. Because lia- 
bilities or creditors’ claims have legal priority over those of the owners, owners’ equity is a 
residual amount. If you are the owner of a business, you are entitled to assets that are left after 
the claims of creditors have been satisfied in full. Therefore, owners’ equity is always equal 
to total assets minus total liabilities. For example, using the data from the illustrated balance 
sheet of Vagabond Travel Agency (Exhibit 2-1): 


WElorlefolntoblaeSotl ESSTAGO) peanoenouemenneenosnvanananenconGouananar $300,000 
And) totaliliabilitigStof tec ce rece seees eras he soee foe eee oe use ape teeuee ne (80,000) 
Therefore, the owners’ equity must be .............-. 000 e eee eee eee $220,000 


Owners’ equity does not represent a specific claim to cash or any other particular asset. 
Rather, it is the owners’ overall financial interest in the entire company. 


Increases in Owners’ Equity The owners’ equity in a business comes from two 
primary sources: 


1. Investments of cash or other assets by owners. 


2. Earnings from profitable operation of the business. 


Decreases in Owners’ Equity Decreases in owners’ equity also are caused in two 
ways: 


1. Payments of cash or transfers of other assets to owners. 


2. Losses from unprofitable operation of the business. 


Accounting for payments to owners and net losses are addressed in later chapters. 


THE ACCOUNTING EQUATION 


A fundamental characteristic of every statement of financial position is that the total for assets 
always equals the total of liabilities plus owners’ equity. This agreement or balance of total 
assets with the total of liabilities and owners’ equity is the reason for calling this financial 
statement a balance sheet. But why do total assets equal the total of liabilities and owners’ 
equity? 

The dollar totals on the two sides of the balance sheet are always equal because they repre- Learning Objective 
sent two views of the same business. The listing of assets shows us what things the business Demonstrate how certain 
owns; the listing of liabilities and owners’ equity tells us who supplied these resources to the BUSINESS AraliecCtiDas 
bas dh ees lied. E idee tab bac hash affect the elements of the 

usiness and how much each group supplied. verything that a usiness owns has been sup- accounting equation: 
plied to it either by creditors or by the owners. Therefore, the total claims of the creditors plus Assets = Liabilities + 
the claims of the owners always equal the total assets of the business. Owners’ Equity. 


' Short-term liabilities generally are those due within one year. Long-term liabilities are shown separately in 
the balance sheet, after the listing of all short-term liabilities. Long-term liabilities are addressed in Chapter 10. 
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The equality of the assets on the one hand and the claims of the creditors and the owners 
on the other hand is expressed in the following accounting equation: 


Assets = Liabilities + Owners’ Equity 
$300,000 = $80,000 + $220,000 


The amounts listed in the equation were taken from the balance sheet illustrated in Exhibit 
2-1. The balance sheet is simply a detailed statement of this equation. To illustrate this rela- 
tionship, compare the balance sheet of Vagabond Travel Agency with the above equation. 

Every business transaction, no matter how simple or how complex, can be expressed in 
terms of its effect on the accounting equation. A thorough understanding of the equation and 
some practice in using it are essential to the student of accounting. 

Regardless of whether a business grows or contracts, the equality between the assets and 
the claims on the assets is always maintained. Any increase in the amount of total assets is 
necessarily accompanied by an equal increase on the other side of the equation—that is, by an 
increase in either the liabilities or the owners’ equity. Any decrease in total assets is necessarily 
accompanied by a corresponding decrease in liabilities or owners’ equity. The continuing 
equality of the two sides of the accounting equation can best be illustrated by taking a new 
business as an example and observing the effects of various transactions. 


THE EFFECTS OF BUSINESS TRANSACTIONS: 
AN ILLUSTRATION 


How does a statement of financial position come about? What has occurred in the past for it 
to exist at any point in time? The statement of financial position is a picture of the results of 
past business transactions that has been captured by the company’s information system and 
organized into a concise financial description of where the company stands at 
a point in time. The specific items and dollar amounts are the direct results of 
the transactions in which the company has engaged. The balance sheets of two 
separate companies would almost always be different due to the unique nature, 
timing, and dollar amounts of each company’s business transactions. 

To illustrate how a balance sheet comes about, and later to show how the 
income statement and statement of cash flows relate to the balance sheet, we 
use an example of a small auto repair business, Overnight Auto Service. 


The Business Entity Assume that Michael McBryan, an experienced auto 
mechanic, opens his own automotive repair business, Overnight Auto Service. 
A distinctive feature of Overnight’s operations is that all repair work is done at 
night. This strategy offers customers the convenience of dropping off their cars 
in the evening and picking them up the following morning. 

Operating at night also enables Overnight to minimize labor costs. Instead 
of hiring full-time employees, Overnight offers part-time work to mechanics 
who already have day jobs at major automobile dealerships. This eliminates the need for 
costly employee training programs and for such payroll fringe benefits as group health insur- 
ance and employees’ pension plans, benefits usually associated with full-time employment. 


Overnight’s Accou nting Policies McBryan has taken several courses in account- 
ing and maintains Overnight’s accounting records himself. He knows that small businesses 
such as his are not required to prepare formal financial statements, but he prepares them any- 
way. He believes they will be useful to him in running the business. In addition, if Overnight is 
successful, McBryan plans to open more locations. He anticipates needing to raise substantial 
amounts of capital from investors and creditors. He believes that the financial history provided 
by a series of monthly financial statements will be helpful in obtaining investment capital. 


The Company’s First Transaction McBryan officially started Overnight on January 20, 
2011. On that day, he received a charter from the state to begin a small, closely held corpora- 
tion whose owners consisted of himself and several family members. Capital stock issued to 
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these investors included 8,000 shares at $10 per share. McBryan opened a bank account in 
the name of Overnight Auto Service, into which he deposited the $80,000 received from the 
issuance of the capital stock. 

This transaction provided Overnight with its first asset-—Cash—and also created the initial 
owners’ equity in the business entity. See the balance sheet showing the company’s financial 
position after this initial transaction in Exhibit 2-2. 


OVERNIGHT AUTO SERVICE 


BALANCE SHEET 
JANUARY 20, 2011 


Owners’ Equity 


CapitaliStockesmee aeetaee $80,000 


Overnight’s next two transactions involved the acquisition of a suitable site for its business 
operations. 


Purchase of an Asset for Cash Representing the business, McBryan negotiated 
with both the City of Santa Teresa and the Metropolitan Transit Authority (MTA) to purchase 
an abandoned bus garage. (The MTA owned the garage, but the city owned the land.) 

On January 21, Overnight purchased the land from the city for $52,000 cash. This transac- 
tion had two immediate effects on the company’s financial position: first, Overnight’s cash 
was reduced by $52,000; and second, the company acquired a new asset—Land. We show the 
company’s financial position after this transaction in Exhibit 2-3. 


OVERNIGHT AUTO SERVICE 
BALANCE SHEET 


JANUARY 21, 2011 


Assets Owners’ Equity 
Cashier eee $28,000 (Ceri SiG cacaccaanauens $80,000 
handiee ce see anne ee 52,000 

Ota tires taraesasrartoti w: Cerra a $80,000 otalleee reesei er ee $80,000 


Purchase of an Asset and Financing Part of the Cost On January 22, Over- 
night purchased the old garage building from Metropolitan Transit Authority for $36,000. 
Overnight made a cash down payment of $6,000 and issued a 90-day non-interest-bearing 
note payable for the $30,000 balance owed. 

As a result of this transaction, Overnight had (1) $6,000 less cash; (2) a new asset, Build- 
ing, which cost $36,000; and (3) a new liability, Notes Payable, in the amount of $30,000. 
This transaction is reflected in Exhibit 2-4. 


OVERNIGHT AUTO SERVICE 
BALANCE SHEET 


JANUARY 22, 2011 


Assets Liabilities & Owners’ Equity 
GEG Ne ea ert cee canna oe $ 22,000 Liabilities: 
Eadie aece ee vac oer 52,000 Notes Payable ........... $ 30,000 
Buildingoeeer ear rssc cones 36,000 Owners’ equity: 

CapitallStocke eens 80,000 
Totalees ener ssecsc ess $110,000 Mota at eee seen eee $110,000 
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Exhibit 2-2 
BALANCE SHEET, JAN. 20 


Beginning balance sheet 
of a new business 


eS 


Exhibit 2-3 
BALANCE SHEET, JAN. 21 


Balance sheet totals 
unchanged by purchase 
of land for cash 


Exhibit 2-4 
BALANCE SHEET, JAN. 22 


Totals increased equally by 
debt incurred in acquiring rs 
assets 
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Exhibit 2-5 
BALANCE SHEET, JAN. 23 


Totals increased equally by 
debt incurred in acquiring 


assets 


Exhibit 2-6 
BALANCE SHEET, JAN. 24 


es No change in totals by sale 
of assets at cost 
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Purchase of an Asset on Account On January 23, Overnight purchased tools and 
automotive repair equipment from Snappy Tools. The purchase price was $13,800, due within 
60 days. After this purchase, Overnight’s financial position is depicted in Exhibit 2-5. 


OVERNIGHT AUTO SERVICE 
BALANCE SHEET 


JANUARY 23, 2011 


Assets Liabilities & Owners’ Equity 
CaSh says a reieesonerece acre $ 22,000 Liabilities: 
Leander are cee ee res 52,000 Notes Payable ........... $ 30,000 
Building) weep se etscusestisee steerer 36,000 Accounts Payable......... 13,800 
Tools and Equipment........ 13,800 Total liabilities .......... $ 43,800 
Owners’ equity: 

CapitallStock@mrmi rie 80,000 

Mota ee We. vecaen ich ceteey tee ence ae $123,800 HTEOt alll ssi Wse cu cieteas fences chhew Wate waraien: $123,800 


Sale of an Asset After taking delivery of the new tools and equipment, Overnight 
found that it had purchased more than it needed. Ace Towing, a neighboring business, offered 
to buy the excess items. On January 24, Overnight sold some of its new tools to Ace for 
$1,800, a price equal to Overnight’s cost.? Ace made no down payment but agreed to pay the 
amount due within 45 days. This transaction reduced Overnight’s tools and equipment by 
$1,800 and created a new asset, Accounts Receivable, for that same amount. A balance sheet 
as of January 24 appears in Exhibit 2-6. 


OVERNIGHT AUTO SERVICE 
BALANCE SHEET 


JANUARY 24, 2011 


Assets Liabilities & Owners’ Equity 

Cashipermer torre eee $ 22,000 Liabilities: 

Accounts Receivable ........ 1,800 Notes Payable ........... $ 30,000 

Laman tmnseneenel Yee cease 52,000 Accounts Payable......... 13,800 

BuUGingire eset 2c weer 36,000 Total liabilities .......... $ 43,800 

Tools and Equipment........ 12,000 Owners’ equity: 
CapitaliStockanemnrerreee 80,000 

MOtal Aatvavrnctetvocroer sar ce $123,800 WhOtali ay paces oon eeor es $123,800 


Collection of an Account Receivable On January 26, Overnight received $600 
from Ace Towing as partial settlement of its account receivable from Ace. This transaction 
caused an increase in Overnight’s cash but a decrease of the same amount in accounts receiv- 
able. This transaction converts one asset into another of equal value; there is no change in the 


? Sales of assets at prices above or below cost result in gains or losses. Such transactions are discussed in 
later chapters. 
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amount of total assets. After this transaction, Overnight’s financial position is summarized in 
Exhibit 2-7. 


OVERNIGHT AUTO SERVICE 


BALANCE SHEET 
JANUARY 26, 2011 


Assets Liabilities & Owners’ Equity 
Cashes cerecewe i ee $ 22,600 Liabilities: 
Accounts Receivable ........ 1,200 Notes Payable ........... $ 30,000 
Lamdte e. srceiesnhauteowie ae aes cee 52,000 Accounts Payable ........ 13,800 
Building eyterncrssiecateere scene: 36,000 Total liabilities .......... $ 43,800 
Tools and Equipment........ 12,000 Owners’ equity: 

CapitaliStockgereren rere 80,000 
MOtalleeese as cedoeu mar oe $123,800 Ota Renee aecmenay oes $123,800 


Payment of a Liability On January 27, Overnight made a partial payment of $6,800 
on its account payable to Snappy Tools. This transaction reduced Overnight’s cash and 
accounts payable by the same amount, leaving total assets and the total of liabilities plus own- 
ers’ equity in balance. Overnight’s balance sheet at January 27 appears in Exhibit 2-8. 


OVERNIGHT AUTO SERVICE 
BALANCE SHEET 


JANUARY 27, 2011 


Assets Liabilities & Owners’ Equity 
Gash ee eee $ 15,800 Liabilities: 
Accounts Receivable ........ 1,200 Notes Payable ........... $ 30,000 
Ere) qo leresoge eee cecerne renee emcee eee 52,000 Accounts Payable......... 7,000 
Building: ssemerne serine: 36,000 Total liabilities .......... $ 37,000 
Tools and Equipment........ 12,000 Owners’ equity: 

Capitall Stock@ne ener 80,000 
TOtall saieseragenuemeneneenay $117,000 Motallsccrvac de utemeunenwcnace $117,000 


Earning of Revenue By the last week in January, McBryan had acquired the assets 
Overnight needed to start operating, and he began to provide repair services for customers. 
Rather than recording each individual sale of repair services, he decided to accumulate them 
and record them at the end of the month. Sales of repair services for the last week of January 
were $2,200, all of which was received in cash. 

Earning of revenue represents the creation of value by Overnight. It also represents an 
increase in the financial interest of the owners in the company. As a result, cash is increased 
by $2,200 and owners’ equity is increased by the same amount. To distinguish owners’ equity 
that is earned from that which was originally invested by the owners, the account Retained 
Earnings is used in the owners’ equity section of the balance sheet. The balance sheet in 
Exhibit 2-9, as of January 31, reflects the increase in assets (cash) and owners’ equity 
(retained earnings) from the revenue earned and received in cash during the last week of 
January, but before the payment of expenses (see next section). 
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Exhibit 2-7 
BALANCE SHEET, JAN. 26 


Totals unchanged by 
collection of a receivable 


Exhibit 2-8 
BALANCE SHEET, JAN. 27 


Both totals decreased by 
paying a liability 


48 


Exhibit 2-9 
BALANCE SHEET, JAN. 31 


Xs Revenues increase assets 
and owners’ equity 


Learning Objective 
Explain how the statement 
Lo4 Of financial position, often 
referred to as the balance 
sheet, is an expansion 
of the basic accounting 
equation. 


Exhibit 2-10 
BALANCE SHEET, JAN. 31 


Xs Expenses reduce assets 
and owners’ equity 
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OVERNIGHT AUTO SERVICE 
BALANCE SHEET 


JANUARY 31, 2011 


Assets Liabilities & Owners’ Equity 
Gasiittrn ce wre cen $ 18,000 Liabilities: 
Accounts Receivable 1,200 Notes Payable ...... $ 30,000 
Leamdiersiaerveen ences) csteeu 52,000 Accounts Payable... . 7,000 
Building) 2 ste neve 36,000 Total liabilities ..... $ 37,000 
Tools and Equipment... 12,000 Owners’ equity: 

Capital Stock ....... $ 80,000 

Retained Earnings ... 2,200 $ 82,200 
otal tessa ance $119,200 Motaliteheerantner ec $119,200 


Payment of Expenses In order to earn the $2,200 of revenue that we have just 
recorded, Overnight had to pay some operating expenses, namely utilities and wages. McBryan 
decided to pay all operating expenses at the end of the month. For January, he owed $200 for 
utilities and $1,200 for wages to his employees, a total of $1,400, which he paid on January 31. 
Paying expenses has an opposite effect from revenues on the owners’ interest in the company— 
their investment is reduced. Of course, paying expenses also results in a decrease of cash. 
The January 31 balance sheet, after the payment of utilities and wages, is presented in 
Exhibit 2-10. 


OVERNIGHT AUTO SERVICE 
BALANCE SHEET 


JANUARY 31, 2011 


Assets Liabilities & Owners’ Equity 
Gashiaisctnci aeents $ 16,600 Liabilities: 
Accounts Receivable 1,200 Notes Payable ...... $ 30,000 
[BeTiolipatcecoree atta a ae 52,000 Accounts Payable... . 7,000 
UICC) cconosansogoa 36,000 Total liabilities ..... $ 37,000 
Tools and Equipment . . . 12,000 Owners’ equity: 

Capital Stock ....... $ 80,000 

Retained Earnings .. . 800 80,800 
MOtaliiien see nae eaten cc eset re $117,800 Ota livery r ort acc tenets $117,800 


Notice that the expenses of $1,400 ($200 for utilities and $1,200 for wages) reduce the 
amount of retained earnings in the balance sheet. That balance was formerly $2,200, repre- 
senting the revenues for the last week of January. It is now $800, representing the difference 
between the revenues for the last week of January and the $1,400 of expenses that Over- 
night incurred during the same period of time. From this illustration we can see that revenues 
enhance or increase the financial interest of owners while expenses diminish or reduce the 
interest of owners. In a corporation, the net effect of this activity is reflected in the balance 
sheet as retained earnings. 


EFFECTS OF THESE BUSINESS TRANSACTIONS 
ON THE ACCOUNTING EQUATION 


As we learned earlier, the statement of financial position, or balance sheet, is a detailed 
expression of the accounting equation: 


Assets = Liabilities + Owners’ Equity 


Income Statement 


As we have progressed through a series of business transactions, we have illustrated the 
effects of Overnight’s January transactions on the balance sheet. 

To review, Overnight’s transactions during January were as follows, with the resulting bal- 
ance sheet indicated in parentheses: 


Jan. 20 Michael McBryan started the business by depositing $80,000 received from 
the sale of capital stock in a company bank account (Exhibit 2-2). 


Jan. 21 Purchased land for $52,000, paying cash (Exhibit 2-3). 


Jan. 22 Purchased a building for $36,000, paying $6,000 in cash and issuing a note 
payable for the remaining $30,000 (Exhibit 2-4). 


Jan. 23 Purchased tools and equipment on account, $13,800 (Exhibit 2-5). 

Jan. 24 Sold some of the tools at a price equal to their cost, $1,800, collectible within 
45 days (Exhibit 2-6). 

Jan. 26 Received $600 in partial collection of the account receivable from the sale of 
tools (Exhibit 2-7). 

Jan. 27 Paid $6,800 in partial payment of an account payable (Exhibit 2-8). 

Jan. 31 Received $2,200 of sales revenue in cash (Exhibit 2-9). 


Jan. 31 Paid $1,400 of operating expenses in cash—$200 for utilities and $1,200 for 
wages (Exhibit 2—10). 


The expanded accounting equation in Exhibit 2-11 shows the effects of these transac- 
tions on the accounting equation. The effect of each transaction is shown in red. Notice that 
the “balances,” shown in black, are the amounts appearing in Overnight’s balance sheets in 
Exhibits 2—2 through 2—10. Notice also that the accounting equation is in balance after each 
transaction. 

While this table represents the impact of Overnight’s transactions on the accounting equa- 
tion, and thus on its financial position as shown in its balance sheet, we can now see how 
the income statement and statement of cash flows enter the picture. Specifically, the income 
statement is a separate financial statement that shows how the statement of financial posi- 
tion changed as a result of its revenue and expense transactions. The statement of cash flows 
shows how the company’s cash increased and decreased during the period. 


Income Statement 


The income statement is a summarization of the company’s revenue and expense transactions 
for a period of time. It is particularly important for the company’s owners, creditors, and other 
interested parties to understand the income statement. Ultimately the company will succeed or 
fail based on its ability to earn revenues in excess of its expenses. Once the company’s assets 
are acquired and business commences, revenues and expenses are important dimensions of 
the company’s operations. Revenues are increases in the company’s assets from its profit- 
directed activities, and they result in positive cash flows. Expenses are decreases in the com- 
pany’s assets from its profit-directed activities, and they result in negative cash flows. Net 
income is the difference between the revenues and expenses for a specified period of time. 
Should a company find itself in the undesirable situation of having expenses greater than rev- 
enues, we call the difference a net loss. 

Overnight’s income statement for January 20-31 is relatively simple because the company 
did not have a large number of complex revenue and expense transactions.*? Taking informa- 
tion directly from the Retained Earnings column in Exhibit 2-11, and separating the total 


3 In this illustration, only revenue and expense transactions change the amount of owners’ equity from 
the original $80,000 investment of the owner. Examples of other events and transactions that affect 
the amount of owners’ equity, but that are not included in net income, are the sale of additional shares 
of capital stock and the payment of dividends to shareholders. These subjects are covered in later 
chapters. 
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Statement of Cash Flows 


expenses of $1,400 into wages of $1,200 and utilities of $200, we can prepare the company’s 
income statement as shown in Exhibit 2-12. 


OVERNIGHT AUTO SERVICE 


INCOME STATEMENT 
FOR THE PERIOD JANUARY 20-31, 2011 
GSRIEGHREN 2 UER 3 cara chau bn6-0-db cuenar meen Pea-aate Alcuin ane $2,200 
Operating expenses: 
Wagest nic tones aata cur sehen eie en hat oun bias $1,200 
WHilitieS Soe ee As ee ches eee Sa uneua eine 200 1,400 
Netiincomecmrs sacra cre reese ses $ 800 


Notice that the heading for the income statement refers to a period of time rather than a point 
in time, as was the case with the balance sheet. The income statement reports on the finan- 
cial performance of the company in terms of earning revenue and incurring expenses over a 
period of time and explains, in part, how the company’s financial position changed between 
the beginning and ending of that period. 


Statement of Cash Flows 


We already have established the importance of cash flows to investors and creditors and that 
the cash flows of the company are an important consideration in investors’ and creditors’ 
assessments of cash flows to them. As a result, a second set of information that is particularly 
important concerning how a company’s financial position changed between two points in time 
is cash flow information. 

We can use the entire Cash column of the analysis in Exhibit 2-11 to create a statement 
of cash flows for Overnight Auto Service. The statement classifies the various cash flows 
into three categories—operating, investing, and financing—and relates these categories to 
the beginning and ending cash balances. Cash flows from operating activities are the cash 
effects of revenue and expense transactions that are included in the income statement.* 
Cash flows from investing activities are the cash effects of purchasing and selling assets. 
Cash flows from financing activities are the cash effects of the owners investing in the com- 
pany and creditors loaning money to the company and the repayment of either or both. 

The statement of cash flows for Overnight Auto Service for the period January 20-31 is 
presented in Exhibit 2-13. 

Notice that the operating, investing, and financing categories include both positive and 
negative cash flows. (The negative cash flows are in parentheses.) Also notice that the com- 
bined total of the three categories of the statement (increase of $16,600) explains the total 
change in cash from the beginning to the end of the period. On January 20, the beginning 
balance was zero because the company was started on that day. Several transactions and parts 
of transactions had no cash effects and, therefore, are not included in the statement of cash 
flows. For example, on January 22, Overnight purchased a building for $36,000, only $6,000 
of which was paid in cash. The remaining $30,000 is not included in the statement of cash 
flows because it did not affect the amount of cash. Similarly, on January 23, Overnight pur- 
chased tools and equipment for $13,800, paying no cash at that time. That transaction has no 


‘Tn this illustration, net cash amounts provided by operating activities and net income are equal. This is 
because all of Overnight Auto Service’s revenues and expenses were cash transactions. This will not always 
be the case. As we learn more about the accrual method of accounting, you will see that revenues and 
expenses may be recorded in a different accounting period than the period when cash is received or paid. 
This will cause net income and net cash from operating activities to be different amounts. 
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OVERNIGHT AUTO SERVICE 
STATEMENT OF CASH FLOWS 


FOR THE PERIOD JANUARY 20-31, 2011 


Cash flows from operating activities: 


Cash received from revenue transactions .......... $ 2,200 
Cashipaidifomexpenses: incu esacs sacs se oe (1,400) 
Net cash provided by operating activities .......... $ 800 


Cash flows from investing activities: 


Purchasetofilandh)-s35 snencasn es eae enemas $(52,000) 
Purchase otibuildine ieee versnececeeeeetcreoetnctorsereee sees (6,000) 
Purehasecottoolsi techs secs neers eesnn eerie teas eee (6,800) 
SAl@sOLMOOlS eee tere coe ctececesc nacre eseee cc eaee tase cen nerve ecco 600 
Net cash used by investing activities .............. (64,200) 


Cash flows from financing activities: 


Saletoticapitallistocksresyrrcreuctrecseores ee rem eee 80,000 
Increaselinicashtomthe! period earrerer ttre: $16,600 
Beginning cash balance, January 20, 2011........... -0- 
Ending cash balance, January 31, 2011 ............. $16,600 


CASE IN POINT 


It is not unusual for a company to report an increase in cash from operating activities, but 
a decrease in the total amount of cash. This outcome results from decreases in cash from 
investing and/or financing activities. For example, one year Carnival Corporation, which 
owns and operates cruise lines, reported cash provided by operating activities of almost 
$1.1 billion but a decrease in total cash of almost $3 million. This was due primarily to 
large expenditures for property and equipment, such as cruise ships, which are presented 
as investing activities in the company’s statement of cash flows. 


cash effect on January 23, although the cash payment of $6,800 on January 27, which is a 
continuation of that transaction, did affect cash and is included in the statement of cash flows. 
Transactions that did not affect cash are called noncash investing and financing transactions. In 
a formal statement of cash flows, these transactions are required to be noted as we explain later 
in this text, even though they do not affect the actual flow of cash into and out of the company. 


Relationships among Financial Statements 


As our discussion of Overnight Auto Service indicates, the statement of financial position 
(balance sheet), the income statement, and the statement of cash flows are all based on the 
same transactions, but they present different “views” of the company. They should not be 
thought of as alternatives to each other; rather, all are important in terms of presenting key 
financial information about the company. 

The diagram in Exhibit 2—14 explains how the three financial statements relate to the 
period of time they cover. The horizontal line represents time (for example, a month or a 
year). At the beginning and ending points in time, the company prepares a statement of finan- 
cial position (balance sheet) that gives a static look in financial terms of where the company 
stands. The other two financial statements—the income statement and the statement of cash 
flows—cover the intervening period of time between the two balance sheets and help explain 
important changes that occurred during the period. 


Relationships among Financial Statements 


Date at beginning Date at end 
of period of period 


TG) 2] 


Statement of Statement of 
financial position financial position 


(Balance sheet) Income statement (Balance sheet) 


Statement of cash flows 


If we understand where a company stands financially at two points in time, and if we 
understand the changes that occurred during the intervening period in terms of the company’s 
profit-seeking activities (income statement) and its cash activities (statement of cash flows), 
we know a great deal about the company that is valuable in assessing its future cash flows— 
information that is useful to investors, creditors, management, and others. 

Because the balance sheet, income statement, and statement of cash flows are derived 
from the same underlying financial information, they are said to “articulate,” meaning that 
they relate closely to each other. The diagram in Exhibit 2—15 indicates relationships that we 
have discussed in this chapter as we have introduced these three important financial state- 
ments. The dollar amounts are taken from the Overnight Auto Service example presented 
earlier in this chapter. In the balance sheet, the property, plant, and equipment amount of 
$100,000 represents the total of land ($52,000), building ($36,000), and tools and equipment 
($12,000). 


Balance Sheet 


Statement of Cash Flows 


The balance sheet represents an expansion of the accounting equation and explains the 
various categories of assets, liabilities, and owners’ equity. The income statement explains 
changes in financial position that result from profit-generating transactions in terms of 
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Financial statements are xs 
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FINANCIAL STATEMENT 
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Financial statements 
are based on the same 


underlying transactions 
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Exhibit 2-16 


FINANCIAL REPORTING 
AND FINANCIAL 
STATEMENTS 
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revenue and expense transactions. The resulting number, net income, represents an addition 
to the owners’ equity in the enterprise. The statement of cash flows explains the ways cash 
increased and decreased during the period in terms of the enterprise’s operating, investing, 
and financing activities. 

While these three key financial statements present important information, they do not 
include all possible information that might be presented about a company. For example, look 
again at Overnight’s activities during the latter part of January. We could have prepared a 
separate financial statement on how liabilities changed or how the Tools and Equipment asset 
account changed. There is also important nonfinancial information that underlies the state- 
ment of financial position, the income statement, and the statement of cash flows that could 
be presented and that would benefit users of the statements. Accountants have developed 
methods of dealing with these other types of information, which we will learn about later in 
this text. At this point, we have focused our attention on the three primary financial statements 
that companies most often use to describe the activities that are capable of being captured in 
financial terms. 

Financial reporting, and financial statements in particular, can be thought of as a lens 
through which you can view a business. (See Exhibit 2-16 .) A lens allows you to see things 
from a distance that you would not otherwise be able to see; it also allows you to focus in 
greater detail on certain aspects of what you are looking at. Financial information, and par- 
ticularly financial statements, allows you to do just that—focus in on certain financial aspects 
of the enterprise that are of particular interest to you in making important investing and credit 
decisions. Financial reporting encompasses financial statements, but it is not limited to finan- 
cial statements. 


Income 
Statement 


Forms of Business Organization 


Financial Analysis and Decision Making 


Relationships among the three primary financial statements 
provide the opportunity to learn a great deal about a company 
by bringing information together in a meaningful way. In fact, 
some people believe that relationships in the financial state- 
ments are as important as the actual dollar figures in those 
statements. 

For example, take another look at the balance sheet in 
Exhibit 2-10. Notice that the company has $16,600 of cash 
and $1,200 of accounts receivable, a total of $17,800 in what 
are sometimes referred to as current assets, denoting that they 
either are cash or will soon become cash. Now look at the 
liabilities in the balance sheet and notice that the company 
has notes payable of $30,000 and accounts payable of $7,000 
for a total of $37,000 of liabilities. If both types of liabilities 
are current liabilities, meaning that they will be due in the 
near future and, therefore, can be expected to require the use 
of current assets, Overnight Auto Service may have difficulty 
paying them because it does not have enough liquid assets to 
cover its liabilities. The relationship of current assets to cur- 
rent liabilities is called the current ratio. For Overnight Auto 
Service it is a low .48 ($17,800 divided by $37,000). This 


YOUR TURN 
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means that Overnight Auto Service has only 48 cents avail- 
able for every $1 of liabilities that will come due in the near 
future. On the other hand, if the $30,000 notes payable result- 
ing from the building purchase is not due in the near future, 
the company’s liquidity is much stronger and the company 
may have sufficient time to bring in enough cash through its 
operations to pay the note when it is due. 

While the above refers exclusively to information found in 
the balance sheet, key information from one financial state- 
ment often is combined with information from another finan- 
cial statement. For example, we may be interested in knowing 
the amount of cash provided by operations (cash flow state- 
ment) relative to the amount of a company’s currently matur- 
ing liabilities (balance sheet). Or we might want to compare a 
company’s net income (income statement) with the investment 
in assets (balance sheet) that were used to generate that income. 

Many of the chapters in this text introduce you to various 
types of financial analysis. We build on those introductory 
discussions in Chapter 14, Financial Statement Analysis, in 
which we provide a comprehensive treatment of how financial 
statements are used to inform investors and creditors. 


Assume that you are a financial analyst for a potential supplier to Overnight Auto Service. 
Overnight wants to buy goods from your company on credit. What factors might you con- 
sider in deciding whether to extend credit to Overnight? 


(See our comments on the Online Learning Center Web site.) 


Forms of Business Organization 


In the United States, most business enterprises are organized as sole proprietorships, partner- 
ships, or corporations. Generally accepted accounting principles can be applied to the finan- 


cial statements of all three forms of organization. 


SOLE PROPRIETORSHIPS 


An unincorporated business owned by one person is called a sole proprietorship. Often the 
owner also acts as the manager. This form of business organization is common for small retail 


Learning Objective 
Explain common forms of 
business ownership—sole 49g 
proprietorship, partnership, 

and corporation—and 
demonstrate how they differ in 
terms of their presentation in the 
statement of financial position. 


stores, farms, service businesses, and professional practices in law, medicine, and accounting. In 
fact, the sole proprietorship is the most common form of business organization in our economy. 

From an accounting viewpoint, a sole proprietorship is regarded as a business entity sepa- 
rate from the other financial activities of its owner. From a legal viewpoint, however, the 
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business and its owner are not regarded as separate entities. Thus, the owner is personally 
liable for the debts of the business. If the business encounters financial difficulties, credi- 
tors can force the owner to sell his or her personal assets to pay the business debts. While 
an advantage of the sole proprietorship form of organization is its simplicity, this unlimited 
liability feature is a disadvantage to the owner. 


PARTNERSHIPS 


An unincorporated business owned by two or more persons voluntarily acting as partners 
(co-owners) is called a partnership. Partnerships, like sole proprietorships, are widely used 
for small businesses. In addition, some large professional practices, including CPA firms and 
law firms, are organized as partnerships. As in the case of the sole proprietorship, the owners 
of a partnership are personally responsible for all debts of the business. From an accounting 
standpoint, a partnership is viewed as a business entity separate from the personal affairs of its 
owners.> A benefit of the partnership form over the sole proprietorship form is the ability to 
bring together larger amounts of capital investment from multiple owners. 


CORPORATIONS 


A corporation is a type of business organization that is recognized under the law as an entity 
separate from its owners. Therefore, the owners of a corporation are not personally liable for 
the debts of the business. These owners can lose no more than the amounts they have invested 
in the business—a concept known as limited liability. This concept is one of the principal 
reasons that corporations are an attractive form of business organization to many investors. 
Overnight Auto Service, the company used in our illustrations, is a corporation. 

Ownership of a corporation is divided into transferable shares of capital stock, and the own- 
ers are called stockholders or shareholders. Stock certificates are issued by the corporation to 
each stockholder showing the number of shares that he or she owns. The stockholders are gen- 
erally free to sell some or all of these shares to other investors at any time. This transferability 
of ownership adds to the attractiveness of the corporate form of organization, because investors 
can more easily get their money out of the business. Corporations offer an even greater oppor- 
tunity than partnerships to bring together large amounts of capital from multiple owners. 

There are many more sole proprietorships and partnerships than corporations, but most large 
businesses are organized as corporations. Thus, corporations are the dominant form of business 
organization in terms of the dollar volume of business activity. Of the three types of business, 
corporations are most likely to distribute financial statements to investors and other outsiders. 


REPORTING OWNERSHIP EQUITY IN THE 
STATEMENT OF FINANCIAL POSITION 


Assets and liabilities are presented in the same manner in the statement of financial position 
of all three types of business organization. Some differences arise, however, in the presenta- 
tion of the ownership equity. 


Sole Proprietorships A sole proprietorship is owned by only one person. Therefore, 
the owner’s equity section of the balance sheet includes only one item—the equity of the 
owner. If Overnight Auto Service had been organized as a sole proprietorship with Michael 
McBryan the owner, owner’s equity in the January 31 balance sheet would appear as follows: 


Owner's equity: 
MichaeliMcBryans:Capitallae se crc: ci cikcmret enn icnnia ciate earner aes $80,800 


Partne rships A partnership has two or more owners. Accountants use the term part- 
ners’ equity instead of owners’ equity and usually list separately the amount of each partner’s 
equity in the business. If, for example, Michael McBryan had been in partnership with his 


> Creditors of an unincorporated business often ask to see the personal financial statements of the business 
owners, as these owners ultimately are responsible for paying the debts of the business. 


The Use of Financial Statements by External Parties 


sister, Rebecca McBryan, in Overnight Auto Service, and if each had contributed an equal 
amount of cash ($40,000) and had shared equally in the net income ($400), the partners’ 
equity section of the balance sheet would have been presented as follows: 


Partners’ equity: 


MichaellMcBryan#Gapitalieacaerscm acer sero enters eater $40,400 
Rebecca\McBryans Capital pease e neces or eae tees Seer 40,400 
MOtall PAartMerSweaityiy-vemy-y vebeiets sepa a aesaewee Ves repens ncrrereh ener aiea $80,800 


Corpo rations Ina business organized as a corporation, it is not customary to show sepa- 
rately the equity of each stockholder. In the case of large corporations, this clearly would be 
impractical because these businesses may have several million individual stockholders (owners). 

We return to our original assumption that Overnight Auto Service is organized as a cor- 
poration. Owners’ equity (also referred to as stockholders’ equity or shareholders’ equity) 
is presented in two amounts—capital stock and retained earnings. This section of the balance 
sheet appears as follows: 


Owners’ equity: 


Capital Stock ee severance eae een pey Scr ee reno ye fees eer A $80,000 
Retained Eamingse gctrreees co onosicpsenun cneeseeess ones utienmcr auratnelay cde teasieps anes 800 
otalistockholdersgequityerer eee ee ra ewer ee $80,800 


Capital stock represents the amount that the stockholders originally invested in the business 
in exchange for shares of the company’s stock. Retained earnings, in contrast, represents 
the increase in owners’ equity that has accumulated over the years as a result of profitable 
operations. 


The Use of Financial Statements 


by External Parties 


As we learned in Chapter 1, investors and creditors use financial statements in making finan- 
cial decisions—that is, in selecting those companies in which they will invest resources or to 
which they will extend credit. For this reason, financial statements are designed primarily to 
meet the needs of creditors and investors. Two factors of particular concern to creditors and 
investors are the liquidity and profitability of a business organization. 

Creditors are interested in liquidity—the ability of the business to pay its debts as they 
come due. Liquidity is critical to the very survival of a business organization—a business that 
is not liquid may be forced into bankruptcy by its creditors. Once bankrupt, a business may be 
forced by the courts to stop its operations, sell its assets (for the purpose of paying its credi- 
tors), and eventually go out of existence. 

Investors also are interested in the liquidity of a business organization, but often they are 
even more interested in its profitability. Profitable operations increase the value of the owners’ 
equity in the business. A company that continually operates unprofitably will eventually exhaust 
its resources and be forced out of existence. Therefore, most users of financial statements study 
these statements carefully for clues to the company’s liquidity and future profitability. 


The Short Run versus the Long Run __In the short run, liquidity and profitability 
may be independent of each other. A business may be operating profitably but nevertheless 
run out of cash needed to meet its obligations. On the other hand, a company may operate 
unprofitably during a given year yet still have enough cash from previous periods to pay its 
bills and remain liquid. 

Over a longer term, however, liquidity and profitability go hand in hand. If a business is to 
survive, it must remain liquid and, in the long run, must operate profitably. 
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Evaluating Short-Term Liquidity As discussed earlier in this chapter, one key 
indicator of short-term liquidity is the relationship between an entity’s liquid assets and the 
liabilities requiring payment in the near future. By studying the nature of a company’s assets, 
and the amounts and due dates of its liabilities, users of financial statements often may antici- 
pate whether the company is likely to have difficulty in meeting its upcoming obligations. 
This simple type of analysis meets the needs of many short-term creditors. Evaluating long- 
term debt-paying ability is a more difficult matter and is discussed in later chapters. 

In studying financial statements, users should always read the accompanying notes and the 
auditors’ report. 


THE NEED FOR ADEQUATE DISCLOSURE 


The concept of adequate disclosure is an important generally accepted accounting principle. 
Adequate disclosure means that users of financial statements are informed of all information 
necessary for the proper interpretation of the statements. Adequate disclosure is made in the 
body of the financial statements and in notes accompanying these statements. It is not unusual 
to find a series of notes to financial statements that are longer than the statements themselves. 

Among the events that may require disclosure in notes to the financial statements are 
occurrences after the date of the financial statements. For example, assume that Overnight 
Auto Service’s building is destroyed by fire on February 2, and that Michael McBryan is 
using the financial statements to acquire additional financing for the business after that date. 
Assume also that McBryan has less insurance on the building than will be needed to replace 
it. Users of the financial statements, such as bankers who might be considering lending money 
to Overnight, must be informed of this important “subsequent event.” This disclosure usually 
would be done with a note like the following: 


Note 7: Events occurring after the financial statement date 

On February 2, 2011, the building included in the January 31 statement of financial position 
at $36,000 was destroyed by fire. While the company has insurance on this facility, manage- 
ment expects to recover only approximately $30,000 of the loss. 


In addition to important subsequent events, many other situations may require disclosure 
in notes to the financial statements. Examples include unsettled lawsuits against the company, 
due dates of major liabilities, assets pledged as collateral to secure loans, amounts receivable 
from officers or other “insiders,” and contractual commitments requiring large future cash 
outlays. 

There is no single comprehensive list of the items and events that may require disclo- 
sure. As a general rule, a company should disclose all financial information that a reasonably 
informed person would consider necessary for the proper interpretation of the financial state- 
ments. Events that clearly are unimportant do not require disclosure. Determining information 
that should be disclosed in financial statements is another situation that requires significant 
judgment on the part of the accountant. 


MANAGEMENT?’S INTEREST IN FINANCIAL STATEMENTS 


While we have emphasized the importance of financial statements to investors and creditors, 
the management of a business organization is vitally concerned with the financial position of 
the business and with its profitability and cash flows. Therefore, management is anxious to 
receive financial statements as frequently and as quickly as possible so that it may take action 
to improve areas of weak performance. Most large organizations provide managers with 
financial statements on at least a monthly basis. With modern technology, financial statements 
prepared on a weekly, daily, or even hourly basis are possible. 

Managers have a special interest in the annual financial statements, because these state- 
ments are used by decision makers outside of the organization. For example, if creditors view 
the annual financial statements as strong, they will be more willing to extend credit to the 
business than if they regard the company’s financial statements as weak. Management is con- 
cerned with its ability to obtain the funds it needs to meet its objectives, so it is particularly 
interested in how investors and creditors react to the company’s financial statements. 
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A strong statement of financial position is one that shows relatively little debt and large 
amounts of liquid assets relative to the liabilities due in the near future. A strong income state- 
ment is one that shows large revenues relative to the expenses required to earn the revenues. 
A strong statement of cash flows is one that not only shows a strong cash balance but also 
indicates that cash is being generated by operations. Demonstrating that these positive charac- 
teristics of the company are ongoing and can be seen in a series of financial statements is par- 
ticularly helpful in creating confidence in the company on the part of investors and creditors. 
Because of the importance of the financial statements, management may take steps that are 
specifically intended to improve the company’s financial position and financial performance. 
For example, cash purchases of assets may be delayed until the beginning of the next account- 
ing period so that large amounts of cash will be included in the statement of financial position 
and the statement of cash flows. On the other hand, if the company is in a particularly strong 
cash position, liabilities due in the near future may be paid early, replaced with longer-term 
liabilities, or even replaced by additional investments by owners to communicate that future 
negative cash flows will not be as great as they might otherwise appear. 

These actions are sometimes called window dressing—measures taken by management to 
make the company appear as strong as possible in its financial statements. Users of financial 
statements should realize that, while the financial statements are fair representations of the 
financial position at the end of the period and financial performance during the period, they 
may not necessarily describe the typical financial situation of the business throughout the 
entire financial reporting period. In its annual financial statements, in particular, manage- 
ment tries to make the company appear as strong as is reasonably possible. As a result, many 
creditors regard more frequent financial statements (for example, quarterly or even monthly) 
as providing important additional information beyond that in the annual financial statements. 
The more frequently financial statements are presented, the less able management is to 
window-dress and make a company look financially stronger than it actually is. 


A major outgrowth from the business failures amid allega- 
tions of fraudulent financial reporting discussed in the last 
chapter was the passage of the Sarbanes-Oxley Act of 2002. 
This Act was signed into law by President George W. Bush 
on July 30, 2002. The Sarbanes-Oxley Act (hereafter SOX or 
the Act) is generally viewed as the most far-reaching piece of 
securities legislation since the original Securities Acts were 
passed in the 1930s. 

One of the major requirements of this legislation is 
for CEOs and CFOs to certify the accuracy of their com- 
pany’s financial statements. The CEOs and CFOs of all 
public companies must certify on an annual and quarterly 
basis that they (1) have reviewed their company’s finan- 
cial statements, (2) are not aware of any error or omission 
that would make the financial statements misleading, and 
(3) believe that the financial statements fairly present in all 
material respects the company’s financial condition (bal- 
ance sheet) and results of operations (income statement). © Gary Tramontinal/Bloomberg via Getty Images 
There is some evidence that this certification requirement is 
affecting corporate behavior. For example, a former CFO of fraud at that company because he was not willing to certify 
HealthSouth (Weston Smith, shown to the right) contacted that HealthSouth’s financial statements were materially 
federal authorities about the massive (alleged) accounting accurate. 
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Concluding Remarks 


Throughout this text, we emphasize how accounting information is the basis for business 
decisions. In this chapter, you have been introduced to business transactions and how they 
are combined and presented in the form of three basic financial statements—the statement 
of financial position (balance sheet), the income statement, and the statement of cash flows. 
These financial statements constitute some of the primary products of the accountant’s work, 
and they provide investors, creditors, and other parties with pertinent information that is use- 
ful for decision making. 

As you continue your study of financial accounting, in Chapter 3 you will learn how busi- 
ness transactions are actually recorded, how they move through an accounting system, and 
how they eventually lead to the preparation of financial statements. The foundation you have 
received in Chapter 2 will be helpful to you as we move into a more sophisticated discussion 
of business transactions and how they impact a company’s financial position, results of opera- 
tions, and cash flows. 


END-OF-CHAPTER REVIEW 


Explain the nature and general purpose of finan- 
101 cial statements. Financial statements are presenta- 
tions of information in financial terms about an 
enterprise that are believed to be fair and accurate. They describe 
certain attributes of the enterprise that are important for decision 
makers, particularly investors (owners) and creditors. 


Explain certain accounting principles that are 

102. important for an understanding of financial state- 
ments and how professional judgment by accoun- 

tants may affect the application of those principles. 
Accountants prepare financial statements by applying a set of 
standards or rules referred to as generally accepted accounting 
principles. Consistent application of these standards permits com- 
parisons between companies and between years of a single com- 
pany. Generally accepted accounting principles allow for 
significant latitude in how certain transactions should be accounted 
for, meaning that professional judgment is particularly important. 


Demonstrate how certain business transactions 

103 affect the elements of the accounting equation: 

Assets = Liabilities + Owners’ Equity. Business trans- 

actions result in changes in the three elements of the basic account- 

ing equation. A transaction that increases total assets must also 

increase total liabilities and owners’ equity. Similarly, a transaction 

that decreases total assets must simultaneously decrease total lia- 

bilities and owners’ equity. Some transactions increase one asset 

and reduce another. Regardless of the nature of the specific transac- 
tion, the accounting equation must stay in balance at all times. 


Explain how the statement of financial position, 

104 often referred to as the balance sheet, is an expan- 

sion of the basic accounting equation. The statement 

of financial position, or balance sheet, presents in detail the ele- 

ments of the basic accounting equation. Various types of assets are 

listed and totaled. The enterprise’s liabilities are listed, totaled, and 

added to the owners’ equity. The balancing feature of this financial 

statement is one of its dominant characteristics because the state- 
ment is simply an expansion of the basic accounting equation. 


Explain how the income statement reports an 

L05 enterprise’s financial performance for a period of 

time in terms of the relationship of revenues and 

expenses. Revenues are created as the enterprise provides 

goods and services for its customers. Many expenses are required 

to be able to provide those goods and services. The difference 
between the revenues and expenses is net income or net loss. 


Explain how the statement of cash flows presents 

L06 the change in cash for a period of time in terms of 
the company’s operating, investing, and financing 
activities. Cash is one of the most important assets, and the state- 
ment of cash flows shows in detail how the enterprise’s cash balance 


changed between the beginning and end of the accounting period. 
Operating activities relate to ongoing revenue and expense transac- 
tions. Investing activities relate to the purchase and sale of various 
types of assets (for example, land, buildings, and equipment). Financ- 
ing activities describe where the enterprise has received its debt and 
equity financing. The statement of cash flows combines informa- 
tion about all of these activities into a concise statement of changes 
in cash that reconciles the beginning and ending cash balances. 


Explain how the statement of financial position 
107. (balance sheet), income statement, and state- 
ment of cash flows relate to each other. The three 
primary financial statements are based on the same underlying 
transactions. They are not alternatives to each other, but rather 
represent three different ways of looking at the financial activi- 
ties of the reporting enterprise. Because they are based on the 
same transactions, they “articulate” with each other. 


Explain common forms of business ownership—sole 

L08 proprietorship, partnership, and corporation—and 
demonstrate how they differ in terms of their pre- 
sentation in the statement of financial position. Owners’ equity 
is one of three major elements in the basic accounting equation. 
Regardless of the form of organization, owners’ equity represents 
the interest of the owners in the assets of the reporting enterprise. 
For a sole proprietorship, owner’s equity consists of the interest of 
a single owner. For a partnership, the ownership interests of all 
partners are added together to determine the total owners’ equity of 
the enterprise. For a corporation, which may have many owners, 
the total contribution to the enterprise represents its owners’ equity. 
In all cases, the enterprise’s net income is added to owners’ equity. 


Discuss the importance of financial statements to 
L098. =a company and its investors and creditors and why 
management may take steps to improve the 
appearance of the company in its financial statements. 
Financial statements are particularly important for investors and 
creditors in their attempts to evaluate future cash flows from the 
enterprise to them. Management is interested in the enterprise 
looking as positive as possible in its financial statements and may 
take certain steps to improve the overall appearance of the enter- 
prise. A fine line, however, exists between the steps management 
can take and the steps that are unethical, or even illegal. 


Key Terms Introduced or 


Emphasized in Chapter 2 


accounting equation (p. 44) Assets are equal to the sum of 
liabilities plus owners’ equity. 


articulation (p. 39) The close relationship that exists among 
the financial statements that are prepared on the basis of the 
same underlying transaction information. 
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assets (p.40) Economic resources owned by an entity. 


balance sheet (p.38) The financial statement showing the 
financial position of an enterprise by summarizing its assets, 
liabilities, and owners’ equity at a point in time. Also called the 
statement of financial position. 


business entity (p.40) An economic unit that controls 
resources, incurs obligations, and engages in business activities. 


capital stock (p.57) Transferable units of ownership in a 
corporation. 


corporation (p.56) A business organized as a separate legal 
entity and chartered by a state, with ownership divided into 
transferable shares of capital stock. 


cost principle (p.41) The widely used principle of accounting 
for assets at their original cost to the current owner. 


creditor (p.42) A person or organization to whom debt is owed. 


deflation (p.42) A decline in the general price level, resulting 
in an increase in the purchasing power of the monetary unit. 


disclosure (p.58) The accounting principle of providing 
with financial statements any financial and other facts that are 
necessary for proper interpretation of those statements. 


expenses (p.49) Past, present, or future reductions in cash 
required to generate revenues. 


financial statement (p.38) A declaration of information 
believed to be true and communicated in monetary terms. 


financing activities (p.51) A category in the statement of 
cash flows that reflects the results of debt and equity financing 
transactions. 


going-concern assumption (p.41) An assumption by 
accountants that a business will operate in the foreseeable future 
unless specific evidence suggests that this is not a reasonable 
assumption. 


income statement (p. 38) An activity statement that subtracts 
from the enterprise’s revenue those expenses required to 
generate the revenues, resulting in a net income or a net loss. 


inflation (p.42) An increase in the general price level, resulting 
in a decline in the purchasing power of the monetary unit. 


investing activities (p.51) A category in the statement of cash 
flows that reflects the results of purchases and sales of assets, 
such as land, buildings, and equipment. 


1-Objective principle. 
2-Materility principle 
“Conservatism prinaisz e 


liabilities (p.42) Debts or obligations of an entity that resulted 
from past transactions. They represent the claims of creditors on 
the enterprise’s assets. 


liquidity (p.57) Having the financial ability to pay debts as 
they become due. 


negative cash flows (p.39) A payment of cash that reduces 
the enterprise’s cash balance. 


operating activities (p.51) A category in the statement of 
cash flows that includes the cash effects of all revenues and 
expenses included in the income statement. 


owners’ equity (p.43) The excess of assets over liabilities. The 
amount of the owners’ investment in the business, plus profits 
from successful operations that have been retained in the business. 


partnership (p.56) An unincorporated form of business 
organization in which two or more persons voluntarily associate 
for purposes of carrying out business activities. 


positive cash flows (p.39) Increases in cash that add to the 
enterprise’s cash balance. 


retained earnings (p.57) The portion of stockholders’ equity 
that has accumulated as a result of profitable operations. 


revenues (p. 49) Increases in the enterprise’s assets as a result 
of profit-oriented activities. 


sole proprietorship (p.55) An unincorporated business 
owned by a single individual. 


stable-dollar assumption (p.42) An assumption by 
accountants that the monetary unit used in the preparation 
of financial statements is stable over time or changes at a 
sufficiently slow rate that the resulting impact on financial 
statements does not distort the information. 


statement of cash flows (p.39) An activity statement that 
explains the enterprise’s change in cash in terms of its operating, 
investing, and financing activities. 


statement of financial position (p.38) Same as balance sheet. 
stockholders (p. 56) Owners of capital stock in a corporation. 


stockholders’ equity (p.57) The owners’ equity of an enterprise 
organized as a corporation. 


window dressing (p.59) Measures taken by management 
specifically intended to make a business look as strong as 
possible in its balance sheet, income statement, and statement 
of cash flows. 


Demonstration Problem 


Account balances for Crystal Auto Wash at September 30, 2011, are shown below. The figure for 
retained earnings is not given, but it can be determined when all the available information is as- 
sembled in the form of a balance sheet. 


Accounts Payable......... 
Accounts Receivable ...... 


Capital Stock ............ 
Retained Earnings ........ 


$14,000 LANG. sid nents dav dee panies $68,000 
800 Machinery & Equipment........ 65,000 

52,000 Notes Payable (due in 
9,200 30 days) as pret aera ia, ae oe Ra ode a a age 29,000 
100,000 Salaries Payable ............. 3,000 
2 SUPPIIES:. jc ac duey 4 bed eekes 400 
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Instructions 


a. Prepare a balance sheet at September 30, 2011. 

b. Does this balance sheet indicate that the company is in a strong financial position? Explain 
briefly. 

c. How would an income statement and a statement of cash flows allow you to better respond to 
part b? 


Solution to the Demonstration Problem 
a. 


CRYSTAL AUTO WASH 
BALANCE SHEET 


SEPTEMBER 30, 2011 


Assets Liabilities & Owners’ Equity 
Cash... ccc cee eee $ 9,200 Liabilities: 
Accounts Receivable ........ 800 Notes Payable ........... $ 29,000 
Supplies .............-...-. 400 Accounts Payable......... 14,000 
LANG. 52d tie an see Ge 68,000 Salaries Payable.......... 3,000 
BUIGINGS® ete seca ew ewe 52,000 Total liabilities .......... $ 46,000 
Machinery & Owners’ equity: 

Equipment .............. 65,000 Capital Stock............. $100,000 

*Retained Earnings........ 49,400 

TOtale ites ted Las $195,400 TOtalll ecb ediedidia dene dave’ $195,400 


*Computed as $195,400 (total assets) — $46,000 (total liabilities) — $149,400 (owners’ equity); $149,400 — $100,000 
(capital stock) = $49,400. 


b. The balance sheet indicates that Crystal Auto Wash is in a weak financial position. The only 
liquid assets—cash and receivables—total only $10,000, but the company has $46,000 in 
liabilities due in the near future. 


c. Anincome statement for Crystal Auto Wash would show the company’s revenues and expenses 
for the period (month, quarter, or year) ending on the date of the balance sheet, September 30, 
2011. This information would be helpful in determining whether the company is successful in 
selling its auto wash services at an amount that exceeds its cost of providing those services, 
something the company must do to remain in business and be successful. The statement of 
cash flows for the same period as the income statement would show where the company’s cash 
came from and where it went in terms of its operating, investing, and financing activities. This 
information would be particularly helpful in assessing the strength of the company’s ability to 
satisfy its obligations as they come due in light of the relatively weak balance sheet. 


Self-Test Questions 


The answers to these questions appear on page 82. 2. Which of the following statements is (are) not consistent 
with generally accepted accounting principles relating to 


Note: In order to review as many chapter concepts as possible, : 
asset valuation? 


some self-test questions include more than one correct answer. In 
these cases, you should indicate all of the correct answers. a. Most assets are originally recorded in accounting 


1. A set of financial statements: records at their cost to the business entity. 


a. Is intended to assist users in evaluating the financial b. Subtracting total liabilities from total assets indicates 


position, profitability, and future prospects of an entity. 


what the owners’ equity in the business is worth under 


b. Is intended to substitute for filing income tax returns to current market conditions. 

the Internal Revenue Service in determining the amount c. Accountants assume that assets such as office supplies, 

of income taxes owed by a business organization. land, and buildings will be used in business operations 
c. Includes notes disclosing information necessary for the rather than sold at current market prices. 

proper interpretation of the statements. d. Accountants prefer to base the valuation of assets on 
d. Is intended to assist investors and creditors in making objective, verifiable evidence rather than upon apprais- 


decisions involving the allocation of economic resources. 


als or personal opinions. 
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Waterworld Boat Shop purchased a truck for $12,000, 
making a down payment of $5,000 cash and signing a 
$7,000 note payable due in 60 days. As a result of this 
transaction: 


a. Total assets increased by $12,000. 
b. Total liabilities increased by $7,000. 


c. From the viewpoint of a short-term creditor, this trans- 
action makes the business more liquid. 


d. This transaction had no immediate effect on the own- 
ers’ equity in the business. 


A transaction caused a $15,000 decrease in both total assets 
and total liabilities. This transaction could have been: 


a. Purchase of a delivery truck for $15,000 cash. 
b. An asset with a cost of $15,000 destroyed by fire. 
c. Repayment of a $15,000 bank loan. 


d. Collection of a $15,000 account receivable. 


. Which of the following is (are) correct about a company’s 


balance sheet? 
a. Displays sources and uses of cash for the period. 


b. Is an expansion of the basic accounting equation: 
Assets = Liabilities + Owners’ Equity. 

c. Is sometimes referred to as a statement of financial 
position. 


d. Itis unnecessary if both an income statement and state- 
ment of cash flows are available. 


1. In broad general terms, what is the purpose of accounting? 


Why is a knowledge of accounting terms and concepts use- 
ful to persons other than professional accountants? 


In general terms, what are revenues and expenses? How 
are they related in the determination of an enterprise’s net 
income or net loss? 


Why is the statement of financial position, or balance sheet, 
a logical place to begin a discussion of financial statements? 


. What is the basic accounting equation? Briefly define the 


three primary elements in the equation. 


Why is the going-concern assumption an important consid- 
eration in understanding financial statements? 


Can a business transaction cause one asset to increase with- 
out affecting any other asset, liability, or owners’ equity? 


Give an example of business transactions that would: 


a. Cause one asset to increase and another asset to decrease, 
with no effect on either liabilities or owners’ equity. 


b. Cause both total assets and liabilities to increase with no 
effect on owners’ equity. 


6. Which of the following would you expect to find in a 


10. 


11. 


12. 


13. 


14. 
15. 


correctly prepared income statement? 

a. Cash balance at the end of the period. 

b. Revenues earned during the period. 

c. Contributions by the owner during the period. 

d. Expenses incurred during the period to earn revenues. 


What information would you find in a statement of cash 
flows that you would not be able to get from the other two 
primary financial statements? 

a. Cash provided by or used in financing activities. 

b. Cash balance at the end of the period. 

c. Total liabilities due to creditors at the end of the period. 

d. Net income. 

Which of the following statements relating to the role of 

professional judgment in the financial reporting process is 

(are) true? 

a. Different accountants may evaluate similar situations 
differently. 

b. The determination of which items should be disclosed 
in notes to financial statements requires professional 
judgment. 

c. Once a complete list of generally accepted accounting 
principles is prepared, judgment by accountants will no 
longer enter into the financial reporting process. 

d. The possibility exists that professional judgment later 
may prove to have been incorrect. 


Tas Discussion Questions 


oF 


What is meant by the terms positive cash flows and negative 
cash flows? How do they relate to revenues and expenses? 


What are the three categories commonly found in a state- 
ment of cash flows, and what is included in each category? 


What is meant by the statement that the financial statements 
articulate? 


What is meant by the term adequate disclosure, and how 
do accountants fulfill this requirement in the preparation of 
financial statements? 


What is meant by the term window dressing when referring 
to financial statements? 


What are the characteristics of a strong income statement? 


What are the characteristics of a strong statement of cash 
flows? 
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[ACCOUNTING 


Brief Exercises 


Green Company purchased a piece of machinery on credit for $10,000. Briefly state the way this 
transaction affects the company’s basic accounting equation. 


Foster, Inc., purchased a truck by paying $5,000 and borrowing the remaining $25,000 required to 
complete the transaction. Briefly state how this transaction affects the company’s basic accounting 
equation. 


Amber Company’s assets total $150,000 and its liabilities total $85,000. What is the amount of 
Amber’s retained earnings if its capital stock amounts to $50,000? 


White Company’s assets total $780,000 and its owners’ equity consists of capital stock of $500,000 
and retained earnings of $150,000. Does White Company have any outstanding liabilities and, if 
so, what is the total amount of its liabilities? 


Wiley Company had total revenues of $300,000 for a recent month. During the month the company 
incurred operating expenses of $205,000 and purchased land for $45,000. Compute the amount of 
Wiley’s net income for the month. 


Wexler, Inc.’s income statement showed total expenses for the year to be $50,000. If the com- 
pany’s revenues for the year were $125,000 and its year-end cash balance was $35,000, what was 
Wexler’s net income for the year? 


Xavier Company had the following transactions during the current year: 

¢ Earned revenues of $100,000 and incurred expenses of $56,000, all in cash. 
¢ Purchased a truck for $20,000. 

¢ Sold land for $10,000. 

¢ Borrowed $15,000 from a local bank. 

What was the total change in cash during the year? 


Solway Company is a sole proprietorship whose owner, Joe Solway, has an equity interest of 
$50,000. Had Solway been a partnership rather than a sole proprietorship, and the two equal part- 
ners were Joe and his brother Tom, how would the $50,000 owners’ equity be presented in the 
company’s balance sheet? 


Repeat Brief Exercise 2.8, except assume that rather than being a sole proprietorship or a partner- 
ship, Solway Company is organized as a corporation with capital stock of $40,000. How would the 
$50,000 of owners’ equity be presented in the company’s balance sheet? 


John Franklin, sole owner of Franklin Mattress Company, has an ownership interest in the com- 
pany of $50,000 at January 1, 2011. During that year, he invests an additional $10,000 in the 
company and the company reports a net income of $25,000. Determine the balance of owners’ 
equity that will appear in the balance sheet at the end of the year, and explain how the amount of 
net income articulates with that figure in the balance sheet. 
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|ACCOUNTING 


L083. EXERCISE 2.1 Assets and liabilities are important elements of a company’s financial position. 
The Nature of Assets a. Define assets. Give three examples of assets other than cash that might appear in the bal- 
and Liabilities ance sheet of (1) American Airlines and (2) a professional sports team, such as the Boston 
Celtics. 


b. Define liabilities. Give three examples of liabilities that might appear in the balance sheet of 
(1) American Airlines and (2) a professional sports team, such as the Boston Celtics. 


The night manager of Dixie Transportation Service, who had no accounting background, prepared 
the following balance sheet for the company at February 28, 2011. The dollar amounts were taken 
directly from the company’s accounting records and are correct. However, the balance sheet con- 
tains a number of errors in its headings, format, and the classification of assets, liabilities, and 
owners’ equity. 


DIXIE TRANSPORTATION SERVICE 


MANAGER’S REPORT 
8 p.m. THURSDAY 


Assets Owners’ Equity 

Capital Stock .............. $ 92,000 Accounts Receivable ........ $ 70,000 

Retained Earnings .......... 62,000 Notes Payable ............. 288,000 

Cash 2.256.200 bs cated oe efen.k 69,000 SUPPIeS .ecccccewedees we as 14,000 

Building) i2.a.cck teeta ds 80,000 LANG cit cc eens beeerey oak 70,000 

Automobiles ............... 165,000 Accounts Payable........... 26,000 
$468,000 $468,000 


Prepare a corrected balance sheet. Include a proper heading. 


The balance sheet items of Mercer Company as of December 31, 2011, follow in random order. 
You are to prepare a balance sheet for the company, using a similar sequence for assets as illus- 
trated in Exhibit 2-9 . You must compute the amount for Retained Earnings. 


AMG ez case sarees shh Aces ans $90,000 Office Equipment ........... $ 12,400 
Accounts Payable........... 43,800 BUIlGING |: #t-s0s3-d ais es 210,000 
Accounts Receivable ........ 56,700 Capital Stock .............. 75,000 
CASI ss, 02 eS cian a aya n ie cts 36,300 Notes Payable ............. 207,000 
Retained Earnings .......... 2? 
102 EXERCISE 2.4 The following cases relate to the valuation of assets. Consider each case independently. 
Accounting Principles a, World-Wide Travel Agency has office supplies costing $1,700 on hand at the balance sheet 
and Asset Valuation date. These supplies were purchased from a supplier that does not give cash refunds. World- 


Wide’s management believes that the company could sell these supplies for no more than $500 
if it were to advertise them for sale. However, the company expects to use these supplies and to 
purchase more when they are gone. In its balance sheet, the supplies were presented at $500. 


b. Perez Corporation purchased land in 1957 for $20,000. In 2011, it purchased a similar parcel 
of land for $300,000. In its 2011 balance sheet, the company presented these two parcels of 
land at a combined amount of $320,000. 


c. At December 30, 2011, Lenier, Inc., purchased a computer system from a mail-order sup- 
plier for $14,000. The retail value of the system—according to the mail-order supplier—was 
$20,000. On January 7, however, the system was stolen during a burglary. In its December 31, 
2011, balance sheet, Lenier showed this computer system at $14,000 and made no reference 
to its retail value or to the burglary. The December balance sheet was issued in February 2012. 


In each case, indicate the appropriate balance sheet amount of the asset under generally accepted 
accounting principles. If the amount assigned by the company is incorrect, briefly explain the 
accounting principles that have been violated. If the amount is correct, identify the accounting 
principles that justify this amount. 
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Compute the missing amounts in the following table: 


Assets = Liabilities + Owners’ Equity 
a. $578,000 $342,000 ? 
b. ? 562,500 $570,000 
c. 307,500 ? 187,200 


A number of business transactions carried out by Smalling Manufacturing Company are as follows: 

a. Borrowed money from a bank. 

b. Sold land for cash at a price equal to its cost. 

c. Paid a liability. 

d. Returned for credit some of the office equipment previously purchased on credit but not yet 
paid for. (Treat this the opposite of a transaction in which you purchased office equipment on 


credit.) 

e. Sold land for cash at a price in excess of cost. (Hint: The difference between cost and sales 
price represents a gain that will be in the company’s income statement.) 

f. Purchased a computer on credit. 

g. The owner invested cash in the business. 

h. Purchased office equipment for cash. 


Collected an account receivable. 


eo 
° 


Indicate the effects of each of these transactions on the total amounts of the company’s assets, 
liabilities, and owners’ equity. Organize your answer in tabular form, using the following column 
headings and the code letters | for increase, D for decrease, and NE for no effect. The answer for 
transaction a is provided as an example: 


Transaction Assets = Liabilities + Owners’ Equity 


(a) I NE 


For each of the following categories, state concisely a transaction that will have the required effect 
on the elements of the accounting equation. 


Increase an asset and increase a liability. 
Decrease an asset and decrease a liability. 


a 
b 
c. Increase one asset and decrease another asset. 
d. Increase an asset and increase owners’ equity. 
e 


Increase one asset, decrease another asset, and increase a liability. 


Fellingham Software Company has assets of $850,000 and liabilities of $460,000. 
a. Prepare the owners’ equity section of the company’s balance sheet under each of the following 
independent assumptions: 
1. The business is organized as a sole proprietorship, owned by Johanna Small. 
2. The business is organized as a partnership, owned by Johanna Small and Mikki Yato. 
Small’s equity amounts to $240,000. 


3. The business is a corporation with 25 stockholders, each of whom originally invested 
$10,000 in exchange for shares of the company’s capital stock. The remainder of the 
stockholders’ equity has resulted from profitable operation of the business. 

b. Assume that you are a loan officer at Security Bank. Fellingham has applied to your bank for 

a large loan to finance the development of new products. Does it matter to you whether Fell- 

ingham is organized as a sole proprietorship, a partnership, or a corporation? Explain. 


Explain whether each of the following balance sheet items increases, reduces, or has no direct 
effect on a company’s ability to pay its obligations as they come due. Explain your reasoning. 
a. Cash. 

Accounts Payable. 


b. 
c. Accounts Receivable. 
d. Capital Stock. 
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Professional judgment plays a major role in the practice of accounting. 
a. In general terms, explain why judgment enters into the accounting process. 
b. Identify at least three situations in which accountants must rely on their professional judg- 
ment, rather than on official rules. 
During the month of October 2011, Miller Company had the following transactions: 
1. Revenues of $10,000 were earned and received in cash. 
Bank loans of $2,000 were paid off. 
Equipment of $2,500 was purchased for cash. 
Expenses of $7,200 were paid. 
Additional shares of capital stock were sold for $6,000 cash. 


Assuming that the cash balance at the beginning of the month was $7,450, prepare a statement of 
cash flows that displays operating, investing, and financing activities and that reconciles the begin- 
ning and ending cash balances. 


pe fo 


Hernandez, Inc., had the following transactions during the month of March 2011. Prepare an 
income statement based on this information, being careful to include only those items that should 
appear in that financial statement. 


1. Cash received from bank loans was $10,000. 

2. Revenues earned and received in cash were $9,500. 
3. Dividends of $4,000 were paid to stockholders. 

4. Expenses incurred and paid were $5,465. 


An inexperienced accountant for Yarnell Company prepared the following income statement for 
the month of August 2011: 


YARNELL COMPANY 
AUGUST 31, 2011 

Revenues: 

Services provided to customers ..........-0 000 c eee ee eee $15,000 

Investment by stockholders ............. 0.000000: e eee ee eee 5,000 

Loan from:bank, 2i.nk¢.ecckests dua dies diate eked eeeas 15,000 $35,000 
Expenses: 

Payments to long-term creditors............ 0.0... e eee eee eee $11,700 

Expenses required to provide 

services to customers ........ 0.00 cee eee 7,800 

Purchase of lanGbes sic cccedd ie eeGe eee dd be meee ad db eee 16,000 35,500 

NetlOsS! ss: sce 2detcee heats dadgiee tan odandeed de ieee ded $ 500 


Prepare a revised income statement in accordance with generally accepted accounting principles. 


On the basis of the information for Yarnell Company in Exercise 2.13, prepare a statement of cash 
flows in a form consistent with generally accepted accounting principles. You may assume all 
transactions were in cash and that the beginning cash balance was $7,200. 


Prepare a two-column analysis that illustrates steps management might take to improve the appear- 
ance of its company’s financial statements. In the left column, briefly identify three steps that 
might be taken. In the right column, briefly describe for each step the impact on the balance sheet, 
income statement, and statement of cash flows. If there is no impact on one or more of these finan- 
cial statements, indicate that. 


Locate the balance sheet, income statement, and statement of cash flows of Home Depot, Inc., in 
Appendix A of your text. Review those statements and then respond to the following for the year 
ended January 31, 2010 (fiscal year 2009). 


a. Did the company have a net income or net loss for the year? How much? 


b. What were the cash balances at the beginning and end of the year? What were the most impor- 
tant causes of the cash decrease during the year? (Treat “cash equivalents” as if they were cash.) 
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c. What are the two largest assets and liabilities included in the company’s balance sheet at the 
end of the year? 


L05. EXERCISE 2.17 McKesson Corporation’s annual report for the year ended March 31, 2009, includes income 
Assessing Financial statements for three years: ending on March 31, 2007, 2008, and 2009. Net income for these three 
Results years is as follows (all in millions): $913 (2007), $990 (2008), and $823 (2009). Further analysis 


of the same income statements reveals that revenues were the following amounts for these same 
years (all in millions): $92,977 (2007), $101,703 (2008), and $106,632 (2009). State each year’s 
net income as a percentage of revenues and comment briefly on the trend you see over the three- 
year period. 


Problem Set A connect 


04 PROBLEM 2.1A Listed below in random order are the items to be included in the balance sheet of Smokey Moun- 

Preparing and tain Lodge at December 31, 2011: 

Evaluating a 

Balance Sheet Equipment ............... $ 39,200 Buildings..............-.. $450,000 
ANG jerces gas tact i denaccte nay eens 425,000 Capital Stock ............. 135,000 
Accounts Payable.......... 54,800 CaShvce ee headed dee eek 31,400 
Accounts Receivable ....... 10,600 Furnishings.............+. 58,700 
Salaries Payable........... 33,500 Snowmobiles ............. 15,400 
Interest Payable ........... 12,000 Notes Payable ............ 620,000 

Retained Earnings ......... ee 


Instructions 


a. Prepare a balance sheet at December 31, 2011. Include a proper heading and organize your 
balance sheet similar to Exhibit 2—9. (After “Buildings,” you may list the remaining assets in 
any order.) You will need to compute the amount to be shown for Retained Earnings. 


b. Assume that no payment is due on the notes payable until 2013. Does this balance sheet 
indicate that the company is in a strong financial position as of December 31, 2011? Explain 
briefly. 


The following six transactions of Ajax Moving Company, a corporation, are summarized in equa- 
tion form, with each of the six transactions identified by a letter. For each of the transactions 
(a) through (f) write a separate statement explaining the nature of the transaction. For example, 
the explanation of transaction (a) could be as follows: Purchased equipment for cash at a cost of 


$3,200. 
Owners’ 
Assets = Liabilities + Equity 
Accounts Accounts 
Cash + Receivable + Land + Building + Equipment = Payable + Capital Stock 
Balances $26,000 $39,000 $45,000 $110,000 $36,000 $42,000 $214,000 
(a) —3,200 +3,200 
Balances $22,800 $39,000 $45,000 $110,000 $39,200 $42,000 $214,000 
(b) __+900 __—900 — 
Balances $23,700 $38,100 $45,000 $110,000 $39,200 $42,000 $214,000 
(c) —3,500 +13,500 +10,000 
Balances $20,200 $38,100 $45,000 $110,000 $52,700 $52,000 $214,000 
(d) =14,500 —14,500 ee 
Balances $ 5,700 $38,100 $45,000 $110,000 $52,700 $37,500 $214,000 
(e) +15,000 +15,000 
Balances $20,700 $38,100 $45,000 $110,000 $52,700 $37,500 $229,000 
(f) +7,500 +7,500 


Balances $20,700 $38,100 $45,000 $110,000 $60,200 $45,000 $229,000 
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Goldstar Communications was organized on December | of the current year and had the following 
account balances at December 31, listed in tabular form: 


Owners’ 
Assets = Liabilities + Equity 
Office Notes Accounts 
Cash + Land + Building + Equipment = Payable + Payable + Capital Stock 
Balances $37,000 $95,000 $125,000 $51,250 $80,000 $28,250 $200,000 


Early in January, the following transactions were carried out by Goldstar Communications: 
1. Sold capital stock to owners for $35,000. 


2. Purchased land and a small office building for a total price of $90,000, of which $35,000 was 
the value of the land and $55,000 was the value of the building. Paid $22,500 in cash and 
signed a note payable for the remaining $67,500. 


3. Bought several computer systems on credit for $9,500 (30-day open account). 
4. Obtained a loan from Capital Bank in the amount of $20,000. Signed a note payable. 
5. Paid the $28,250 account payable due as of December 31. 


Instructions 

a. List the December 31 balances of assets, liabilities, and owners’ equity in tabular form as 
shown. 

b. Record the effects of each of the five transactions in the format illustrated in Exhibit 2-11. 
Show the totals for all columns after each transaction. 


The items making up the balance sheet of Rankin Truck Rental at December 31 are listed below in 
tabular form similar to the illustration of the accounting equation in Exhibit 2-11. 


Owners’ 
Assets = Liabilities + Equity 
Accounts Office Notes Accounts 
Cash + Receivable + Trucks + Equipment = Payable + Payable + Capital Stock 
Balances $9,500 $13,900 $68,000 $3,800 $20,000 $10,200 $65,000 


During a short period after December 31, Rankin Truck Rental had the following transactions: 
Bought office equipment at a cost of $2,700. Paid cash. 

Collected $4,000 of accounts receivable. 

Paid $3,200 of accounts payable. 

Borrowed $10,000 from a bank. Signed a note payable for that amount. 


Purchased two trucks for $30,500. Paid $15,000 cash and signed a note payable for the 
balance. 


6. Sold additional stock to investors for $75,000. 


Se 


Instructions 


a. List the December 31 balances of assets, liabilities, and owners’ equity in tabular form as 
shown above. 


b. Record the effects of each of the six transactions in the preceding tabular arrangement. Show 
the totals for all columns after each transaction. 
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HERE COME THE CLOWNS! is the name of a traveling circus. The ledger accounts of the busi- 
ness at June 30, 2011, are listed here in alphabetical order: 


Accounts Payable.......... $ 26,100 Notes Payable ............ $180,000 
Accounts Receivable ....... 7,450 Notes Receivable .......... 9,500 
Animals. .............0-05 189,060 Props and Equipment...... 89,580 
CaQeS 225i eens anes 24,630 Retained Earnings ......... 27,230 
Capital Stock.............. 310,000 Salaries Payable........... 9,750 
Cash: 4% oie bee dere a5 eae 2 TONS. oo hemewk sk ee os 63,000 
Costumes ................. 31,500 Trucks & Wagons.......... 105,840 


Instructions 


a. Prepare a balance sheet by using these items and computing the amount of Cash at June 
30, 2011. Organize your balance sheet similar to the one illustrated in Exhibit 2-10. (After 
“Accounts Receivable,” you may list the remaining assets in any order.) Include a proper bal- 
ance sheet heading. 

b. Assume that late in the evening of June 30, after your balance sheet had been prepared, a fire 
destroyed one of the tents, which had cost $14,300. The tent was not insured. Explain what 
changes would be required in your June 30 balance sheet to reflect the loss of this asset. 


The following list of balance sheet items are in random order for Wilson Farms, Inc., at September 
30, 2011: 


Land ............0.e cease $490,000 Fences and Gates ......... $ 33,570 
Barns and Sheds .......... 78,300 Irrigation System........... 20,125 
Notes Payable ............ 330,000 CaSMige i scence xnceneveee G8 ated 2 16,710 
Accounts Receivable ....... 22,365 Livestock................. 120,780 
Citrus Trees .............. 76,650 Farm Machinery ........... 42,970 
Accounts Payable......... 77,095 Retained Earnings ......... ? 
Property Taxes Payable..... 9,135 Wages Payable............ 5,820 
Capital Stock.............. 290,000 


Instructions 


a. Prepare a balance sheet by using these items and computing the amount for Retained Earn- 
ings. Use a sequence of assets similar to that illustrated in Exhibit 2-10. (After “Barns and 
Sheds,” you may list the remaining assets in any order.) Include a proper heading for your 
balance sheet. 


b. Assume that on September 30, immediately after this balance sheet was prepared, a tornado 
completely destroyed one of the barns. This barn had a cost of $13,700 and was not insured 
against this type of disaster. Explain what changes would be required in your September 30 
balance sheet to reflect the loss of this barn. 


The balance sheet items for The Oven Bakery (arranged in alphabetical order) were as follows at 
August 1, 2011. (You are to compute the missing figure for Retained Earnings.) 


Accounts Payable........... $16,200 Equipment and Fixtures ...... $44,500 
Accounts Receivable ........ 11,260 LGR Sree stated Sens ou pe tock 67,000 
BUGUAG 25 ccd sc evetciis ocak ace tae 84,000 Notes Payable ............. 74,900 
Capital Stock .............. 80,000 Salaries Payable ........... 8,900 
Cash. isc cece ae at eaas 6,940 Supplies .................. 7,000 


During the next two days, the following transactions occurred: 


Aug. 2 Additional capital stock was sold for $25,000. The accounts payable were paid in full. 
(No payment was made on the notes payable or salaries payable.) 
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Aug. 3 Equipment was purchased at a cost of $7,200 to be paid within 10 days. Supplies were 
purchased for $1,250 cash from a restaurant supply center that was going out of busi- 
ness. These supplies would have cost $1,890 if purchased through normal channels. 


Instructions 


a. Prepare a balance sheet at August 1, 2011. 

b. Prepare a balance sheet at August 3, 2011, and a statement of cash flows for August 1-3. Clas- 
sify the payment of accounts payable and the purchase of supplies as operating activities. 

c. Assume the notes payable do not come due for several years. Is The Oven Bakery in a stron- 
ger financial position on August | or on August 3? Explain briefly. 


LO4 The balance sheet items of The Sweet Soda Shop (arranged in alphabetical order) were as follows 
at the close of business on September 30, 2011: 
through 

Accounts Payable ........... $ 8,500 Furniture and Fixtures ........ 20,000 

LOG Accounts Receivable ......... 1,250 AMG a sci chiaco th he bene ei anialodadant $55,000 
Building ..................-. 45,500 Notes Payable .............. f 
Capital Stock ............... 50,000 Retained Earnings ........... 4,090 
CaS Ms 55. is id doh ae eto 7,400 Supplies ...........-.-..-5- 3,440 


The transactions occurring during the first week of October were: 


Oct. 3 Additional capital stock was sold for $30,000. The accounts payable were paid in full. 
(No payment was made on the notes payable.) 

Oct. 6 More furniture was purchased on account at a cost of $18,000, to be paid within 
30 days. Supplies were purchased for $1,000 cash from a restaurant supply center that 
was going out of business. These supplies would have cost $1,875 if purchased under 
normal circumstances. 

Oct. 1-6 Revenues of $5,500 were earned and paid in cash. Expenses required to earn the rev- 
enues of $4,000 were incurred and paid in cash. 


Instructions 


a. Prepare a balance sheet at September 30, 2011. (You will need to compute the missing figure 
for Notes Payable.) 


b. Prepare a balance sheet at October 6, 2011. Also prepare an income statement and a statement 
of cash flows for the period October 1-6, 2011. In your statement of cash flows, treat the pur- 
chase of supplies and the payment of accounts payable as operating activities. 


c. Assume the notes payable do not come due for several years. Is The Sweet Soda Shop in a 
stronger financial position on September 30 or on October 6? Explain briefly. 


Helen Berkeley is the founder and manager of Berkeley Playhouse. The business needs to obtain a 
bank loan to finance the production of its next play. As part of the loan application, Berkeley was 
asked to prepare a balance sheet for the business. She prepared the following balance sheet, which 
is arranged correctly but which contains several errors with respect to such concepts as the busi- 
ness entity and the valuation of assets, liabilities, and owner’s equity. 


BERKELEY PLAYHOUSE 
BALANCE SHEET 


SEPTEMBER 30, 2011 


Assets Liabilities & Owner’s Equity 
GASH ic dntnsede ober anette dus duarnanacs $ 21,900 Liabilities: 
Accounts Receivable ....... 132,200 Accounts Payable......... $ 6,000 
Props and Costumes ....... 3,000 Salaries Payable.......... 29,200 
Theater Building........... 27,000 Total liabilities .......... $ 35,200 
Lighting Equipment ........ 9,400 Owner's equity: 
Automobile.............-. 15,000 Helen Berkeley, 

Capital i: cscconseddat eet _ 173,300 


TOtall, 2s sacad arent tenes $208,500 TOtAll ss sssc dua bone twrieces $208,500 
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In discussions with Berkeley and by reviewing the accounting records of Berkeley Playhouse, 
you discover the following facts: 


1. The amount of cash, $21,900, includes $15,000 in the company’s bank account, $1,900 on 
hand in the company’s safe, and $5,000 in Berkeley’s personal savings account. 


2. The accounts receivable, listed as $132,200, include $7,200 owed to the business by Artistic 
Tours. The remaining $125,000 is Berkeley’s estimate of future ticket sales from September 
30 through the end of the year (December 31). 


3. Berkeley explains to you that the props and costumes were purchased several days ago for 
$18,000. The business paid $3,000 of this amount in cash and issued a note payable to Actors’ 
Supply Co. for the remainder of the purchase price ($15,000). As this note is not due until 
January of next year, it was not included among the company’s liabilities. 


4. Berkeley Playhouse rents the theater building from Kievits International at a rate of $3,000 a 
month. The $27,000 shown in the balance sheet represents the rent paid through September 
30 of the current year. Kievits International acquired the building seven years ago at a cost of 


$135,000. 


5. The lighting equipment was purchased on September 26 at a cost of $9,400, but the stage 
manager says that it isn’t worth a dime. 


6. The automobile is Berkeley’s classic 1978 Jaguar, which she purchased two years ago for 
$9,000. She recently saw a similar car advertised for sale at $15,000. She does not use the car 
in the business, but it has a personalized license plate that reads “PLAHOUS.” 


7. The accounts payable include business debts of $3,900 and the $2,100 balance of Berkeley’s 
personal Visa card. 


8. Salaries payable include $25,000 offered to Mario Dane to play the lead role in a new 
play opening next December and $4,200 still owed to stagehands for work done through 
September 30. 


9. When Berkeley founded Berkeley Playhouse several years ago, she invested $20,000 in the 
business. However, Live Theatre, Inc., recently offered to buy her business for $173,300. 
Therefore, she listed this amount as her equity in the above balance sheet. 


Instructions 
a. Prepare a corrected balance sheet for Berkeley Playhouse at September 30, 2011. 


b. For each of the nine numbered items above, explain your reasoning in deciding whether 
or not to include the items in the balance sheet and in determining the proper dollar 
valuation. 


Big Screen Scripts is a service-type enterprise in the entertainment field, and its manager, 
William Pippin, has only a limited knowledge of accounting. Pippin prepared the following 
balance sheet, which, although arranged satisfactorily, contains certain errors with respect to 
such concepts as the business entity and asset valuation. Pippin owns all of the corporation’s 
outstanding stock. 


BIG SCREEN SCRIPTS 
BALANCE SHEET 


NOVEMBER 30, 2011 


Assets Liabilities & Owner’s Equity 

CASH ireinia ace acreataeanenaadey $ 5,150 Liabilities: 

Notes Receivable.......... 2,700 Notes Payable............ $ 67,000 
Accounts Receivable ....... 2,450 Accounts Payable......... 35,805 
LARGE). de tage ba bese eae 70,000 Total liabilities .......... $102,805 
Buti iiiscs dat) aid ae ea kod einen 54,320 Owner's equity: 

Office Furniture............ 8,850 Capital Stock............. 5,000 
Other Assets.............. 22,400 Retained Earnings......... 58,065 


TOtalexciedsawirechenenass $165,870 Total ye0cca tice cseawegea ds $165,870 
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In discussion with Pippin and by inspection of the accounting records, you discover the follow- 
ing facts: 
1. The amount of cash, $5,150, includes $3,400 in the company’s bank account, $540 on hand in 
the company’s safe, and $1,210 in Pippin’s personal savings account. 


2. One of the notes receivable in the amount of $500 is an IOU that Pippin received in a poker 
game several years ago. The IOU is signed by “B.K.,” whom Pippin met at the game but has 
not heard from since. 


3. Office furniture includes $2,900 for a Persian rug for the office purchased on November 20. 
The total cost of the rug was $9,400. The business paid $2,900 in cash and issued a note pay- 
able to Zoltan Carpet for the balance due ($6,500). As no payment on the note is due until 
January, this debt is not included in the liabilities above. 

4. Also included in the amount for office furniture is a computer that cost $2,525 but is not on 
hand because Pippin donated it to a local charity. 


5. The “Other Assets” of $22,400 represent the total amount of income taxes Pippin has paid the 
federal government over a period of years. Pippin believes the income tax law to be uncon- 
stitutional, and a friend who attends law school has promised to help Pippin recover the taxes 
paid as soon as he passes the bar exam. 


6. The asset “Land” was acquired at a cost of $39,000 but was increased to a valuation of 
$70,000 when one of Pippin’s friends offered to pay that much for it if Pippin would move the 
building off the lot. 


7. The accounts payable include business debts of $32,700 and the $3,105 balance owed on 
Pippin’s personal MasterCard. 


Instructions 
a. Prepare a corrected balance sheet at November 30, 2011. 


b. For each of the seven numbered items above, use a separate numbered paragraph to explain 
whether the treatment followed by Pippin is in accordance with generally accepted accounting 
principles. 


Problem Set B connect 


104 PROBLEM 2.1B Listed below in random order are the items to be included in the balance sheet of Deep River 

Preparing and Lodge at December 31, 2011: 

Evaluating a 

Balance Sheet Equipment................. $ 9,000 Buildings................ $430,000 
LANG se steirhrirges seek oe PEE 140,000 Capital Stock............. 2 
Accounts Payable........... 27,400 Cashiesnss ac teeaaeuntse 9,100 
Accounts Receivable ........ 3,300 Furnishings.............- 22,600 
Salaries Payable ........... 13,200 Notes Payable............ 217,000 
Interest Payable ............ 4,000 Retained Earnings ........ 202,400 


Instructions 


a. Prepare a balance sheet at December 31, 2011. Include a proper heading and organize your 
balance sheet similar to the illustrations shown in Chapter 2. (After “Buildings,” you may 
list the remaining assets in any order.) You will need to compute the amount to be shown for 
Capital Stock. 


b. Assume that no payment is due on the notes payable until 2013. Does this balance sheet 
indicate that the company is in a strong financial position as of December 31, 2011? Explain 


briefly. 
L038 PROBLEM 2.2B Six transactions of Brigal Company, a corporation, are summarized below in equation form, with 
Interpreting the each of the six transactions identified by a letter. For each of the transactions (a) through (f) write a 
Effects of Business separate statement explaining the nature of the transaction. For example, the explanation of trans- 


Transactions action (a) could be as follows: Purchased furniture for cash at a cost of $800. 


Problem Set B 
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Owners’ 
Assets = Liabilities + Equity 
Accounts Accounts 
Cash + Receivable + Land + Building + Furniture = Payable + Capital Stock 
Balances $ 9,000 $30,000 $40,000 $90,000 $10,000 $30,000 $149,000 
(a) —800 +800 
Balances $ 8,200 $30,000 $40,000 $90,000 $10,800 $30,000 $149,000 
(b) +500 —500 
Balances $ 8,700 $29,500 $40,000 $90,000 $10,800 $30,000 $149,000 
(c) —3,000 +5,000 +2,000 
Balances $ 5,700 $29,500 $40,000 $90,000 $15,800 $32,000 $149,000 
(d) —2,000 —2,000 
Balances $ 3,700 $29,500 $40,000 $90,000 $15,800 $30,000 $149,000 
(e) +10,000 _+10,000 
Balances $13,700 $29,500 $40,000 $90,000 $15,800 $30,000 $159,000 
(f) +3,000 +3,000 
Balances $13,700 $29,500 $40,000 $90,000 $18,800 $33,000 $159,000 
408 PROBLEM 2.3B Delta Corporation was organized on December | of the current year and had the following account 


Balances 


L038 


Recording the Effects 
of Transactions 


balances at December 31, listed in tabular form: 


Owners’ 
Assets Liabilities + Equity 


Cash + 
$12,000 


PROBLEM 2.4B 

An Alternate Problem 
on Recording the 
Effects of Transactions 


Land + 
$80,000 


Office 
+ Equipment = 


$41,300 


Accounts 
Payable 


$7,300 


Notes 
Payable + 


$42,000 


Building 
$66,000 


+ Capital Stock 
$150,000 


Early in January, the following transactions were carried out by Delta Corporation: 
1. Sold capital stock to owners for $40,000. 


2. Purchased land and a small office building for a total price of $80,000, of which $30,000 was 
the value of the land and $50,000 was the value of the building. Paid $10,000 in cash and 
signed a note payable for the remaining $70,000. 


3. Bought several computer systems on credit for $8,000 (30-day open account). 
4. Obtained a loan from 2nd Bank in the amount of $12,000. Signed a note payable. 
5. Paid the $4,000 account payable due as of December 31. 


Instructions 

a. List the December 31 balances of assets, liabilities, and owners’ equity in tabular form as 
shown above. 

b. Record the effects of each of the five transactions in the format illustrated in Chapter 2 of the 
text. Show the totals for all columns after each transaction. 


The items making up the balance sheet of Smith Trucking at December 31 are listed below in tabu- 
lar form similar to the illustration of the accounting equation in Chapter 2 of the text. 


Owners’ 
Assets = Liabilities + Equity 
Accounts Office Notes Accounts 
Cash + Receivable + Trucks + Equipment = Payable + Payable + Capital Stock 
Balances $4,700 $8,300 $72,000 $3,000 $10,000 $8,000 $70,000 
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During a short period after December 31, Smith Trucking had the following transactions: 

Bought office equipment at a cost of $2,600. Paid cash. 

Collected $2,500 of accounts receivable. 

Paid $2,000 of accounts payable. 

Borrowed $5,000 from a bank. Signed a note payable for that amount. 

Purchased three trucks for $60,000. Paid $5,000 cash and signed a note payable for the balance. 
Sold additional stock to investors for $25,000. 


Saadeh) De) 


Instructions 


a. List the December 31 balances of assets, liabilities, and owners’ equity in tabular form as 
shown above. 


b. Record the effects of each of the six transactions in the tabular arrangement illustrated above. 
Show the totals for all columns after each transaction. 


L044. PROBLEM 2.5B Circus World is the name of a traveling circus. The ledger accounts of the business at June 30, 

Preparing a Balance 2011, are listed here in alphabetical order: 

Sheet; Effects of a 

Change in Assets Accounts Payable ......... $ 25,000 Notes Payable ............ $115,000 
Accounts Receivable ....... 5,600 Notes Receivable.......... 1,200 
Animals ...........-2.-45 310,000 Props and Equipment ...... 108,000 
CAGES eis, aicig Na val alere avec des 15,000 Retained Earnings ......... 89,000 
Capital Stock.............. 400,000 Salaries Payable........... 1,250 
CaSWs iziaie inchs Laer een dlls 2? TORUS a igcasiehsnsdceca ae ieeer steve eed 40,000 
Costumes .............05. 16,000 Trucks & Wagons.......... 125,300 


Instructions 

a. Prepare a balance sheet by using these items and computing the amount of Cash at June 30, 
2011. (After “Accounts Receivable,” you may list the remaining assets in any order.) Include 
a proper balance sheet heading. 

b. Assume that late in the evening of June 30, after your balance sheet had been prepared, a fire 
destroyed one of the tents, which had cost $10,000. The tent was not insured. Explain what 
changes would be required in your June 30 balance sheet to reflect the loss of this asset. 


04 PROBLEM 2.6B Shown below in random order is a list of balance sheet items for Apple Valley Farms at September 


Preparing a Balance 30° 2011 
Sheet—A Second 


Problem Land ............0 0c eae $ 50,000 Fences and Gates ........... $14,100 
Barns and Sheds .......... 19,100 Irrigation System ............ 10,200 
Notes Payable ............ 65,000 CASH Aad gels aareaeet haucenates : 9,300 
Accounts Receivable ....... 15,000 Livestock ico a etidiew ends 5,000 
Apple Trees .............. 84,000 Farm Machinery ............. 20,000 
Accounts Payable ......... 8,100 Retained Earnings ........... ? 
Property Taxes Payable..... 4,700 Wages Payable.............. 1,200 
Capital Stock.............. 100,000 


Instructions 


a. Prepare a balance sheet by using these items and computing the amount for Retained Earn- 
ings. Use a sequence of assets similar to that illustrated in Chapter 2 of the text. (After “Barns 
and Sheds,” you may list the remaining assets in any order.) Include a proper heading for your 
balance sheet. 


b. Assume that on September 30, immediately after this balance sheet was prepared, a tornado 
completely destroyed one of the barns. This barn had a cost of $4,500 and was not insured 
against this type of disaster. Explain what changes would be required in your September 30 
balance sheet to reflect the loss of this barn. 
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L083 PROBLEM 2.7B The balance sheet items for The City Butcher (arranged in alphabetical order) were as follows at 
Preparing a Balance July 1, 2011. (You are to compute the missing figure for Retained Earnings.) 

104 Sheet and Statement 
of Cash Flows; 


Pifectecer Dueiness Accounts Payable........... $ 7,000 Equipment and Fixtures ...... $25,000 

Log Transactions Accounts Receivable ........ 8,200 LANG yond er daa ncnslin ce Ave thera 50,000 
BUIIGING.:. och oeeesun tee 90,000 Notes Payable ............. 40,000 

Capital Stock............... 100,000 Salaries Payable ........... 3,700 

Cashes occ 6 chtceetida ide d 4,100 Supplies .................. 7,000 


During the next few days, the following transactions occurred: 


July 4 Additional capital stock was sold for $30,000. The accounts payable were paid in full. 
(No payment was made on the notes payable or salaries payable.) 

July 5 | Equipment was purchased at a cost of $6,000 to be paid within 10 days. Supplies 
were purchased for $1,000 cash from a restaurant supply center that was going out 
of business. These supplies would have cost $2,000 if purchased through normal 
channels. 


Instructions 
a. Prepare a balance sheet at July 1, 2011. 


b. Prepare a balance sheet at July 5, 2011, and a statement of cash flows for July 1-5. Classify 
the payment of accounts payable and the purchase of supplies as operating activities. 


c. Assume the notes payable do not come due for several years. Is The City Butcher in a stronger 
financial position on July | or on July 5? Explain briefly. 


104 PROBLEM 2.8B The balance sheet items of The Candy Shop (arranged in alphabetical order) were as follows at the 
Preparing Financial close of the business on September 30, 2011: 

Statements; Effects of 

L0G Business Transactions 


through 


Accounts Payable ......... $ 6,800 Furniture and Fixtures ....... $ 9,000 
Accounts Receivable ....... 5,000 ANGI 5 ccs cst, toe moneys aerate wines 72,000 
Building... 226 20e..e neue 80,000 Notes Payable ............. ? 

Capital Stock ............. 100,000 Retained Earnings .......... 19,100 
Cashak eis « bieued ibaa band 6,900 Supplies .................-. 3,000 


The transactions occurring during the first week of October were: 


Oct. 3 Additional capital stock was sold for $30,000. The accounts payable were paid in full. 
(No payment was made on the notes payable.) 

Oct. 6 More furniture was purchased on account at a cost of $8,000, to be paid within 30 days. 
Supplies were purchased for $900 cash from a restaurant supply center that was going 
out of business. These supplies would have cost $2,000 if purchased under normal 
circumstances. 

Oct. 1-6 Revenues of $8,000 were earned and paid in cash. Expenses required to earn the 
revenues of $3,200 were incurred and paid in cash. 


Instructions 
a. Prepare a balance sheet at September 30, 2011. (You will need to compute the missing figure 
for Notes Payable.) 


b. Prepare a balance sheet at October 6, 2011. Also prepare an income statement and a statement 
of cash flows for the period October 1-6, 2011. In your statement of cash flows, treat the pur- 
chase of supplies and the payment of accounts payable as operating activities. 


c. Assume the notes payable do not come due for several years. Is The Candy Shop in a stronger 
financial position on September 30 or on October 6? Explain briefly. 
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Lo4 


LO8 


PROBLEM 2.9B 
Preparing a Balance 
Sheet; Discussion of 
Accounting Principles 
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Howard Jaffe is the founder and manager of Old Town Playhouse. The business needs to obtain a 
bank loan to finance the production of its next play. As part of the loan application, Jaffe was asked 
to prepare a balance sheet for the business. He prepared the following balance sheet, which is 
arranged correctly but which contains several errors with respect to such concepts as the business 
entity and the valuation of assets, liabilities, and owner’s equity. 


OLD TOWN PLAYHOUSE 
BALANCE SHEET 


SEPTEMBER 30, 2011 


Assets Liabilities & Owner’s Equity 
CaSHiss 8440 bbehaes 24 ahs $ 19,400 Liabilities: 
Accounts Receivable ....... 150,200 Accounts Payable......... $ 7,000 
Props and Costumes ....... 3,000 Salaries Payable.......... 32,000 
Theater Building........... 26,000 Total Liabilities.......... $ 39,000 
Lighting Equipment......... 10,000 Owner's Equity: 
Automobile ............... 15,000 Howard Jaffe, 

ee Capital ..24 cain sttacdietes _ 184,600 
TOTAL id bedee 4b bbe bpdeee $223,600 TOA bc tone oh bowed ended $223,600 


In discussions with Jaffe and by reviewing the accounting records of Old Town Playhouse, you 
discover the following facts: 
1. The amount of cash, $19,400, includes $16,000 in the company’s bank account, $2,400 on 
hand in the company’s safe, and $1,000 in Jaffe’s personal savings account. 


2. The accounts receivable, listed as $150,200, include $10,000 owed to the business by Dell, 
Inc. The remaining $140,200 is Jaffe’s estimate of future ticket sales from September 30 
through the end of the year (December 31). 


3. Jaffe explains to you that the props and costumes were purchased several days ago for 
$18,000. The business paid $3,000 of this amount in cash and issued a note payable to Ham’s 
Supply Co. for the remainder of the purchase price ($15,000). As this note is not due until 
January of next year, it was not included among the company’s liabilities. 

4. Old Town Playhouse rents the theater building from Time International. The $26,000 shown 
in the balance sheet represents the rent paid through September 30 of the current year. Time 
International acquired the building seven years ago at a cost of $180,000. 

5. The lighting equipment was purchased on September 26 at a cost of $10,000, but the stage 
manager says that it isn’t worth a dime. 

6. The automobile is Jaffe’s classic 1935 Olds, which he purchased two years ago for $12,000. 
He recently saw a similar car advertised for sale at $15,000. He does not use the car in the 
business, but it has a personalized license plate that reads “OTPLAY.” 

7. The accounts payable include business debts of $6,000 and the $1,000 balance of Jaffe’s 
personal Visa card. 

8. Salaries payable include $30,000 offered to Robin Needelman to play the lead role in a new 
play opening next December and $2,000 still owed to stagehands for work done through 
September 30. 

9. When Jaffe founded Old Town Playhouse several years ago, he invested $20,000 in the busi- 
ness. However, New Theatre, Inc., recently offered to buy his business for $184,600. There- 
fore, he listed this amount as his equity in the above balance sheet. 


Instructions 


a. Prepare a corrected balance sheet for Old Town Playhouse at September 30, 2011. 


b. For each of the nine numbered items above, explain your reasoning for deciding whether 
or not to include the items in the balance sheet and in determining the proper dollar 
valuation. 


Critical Thinking Cases 


Lo2 


L04 


PROBLEM 2.10B 
Preparing a Balance 
Sheet; Discussion of 
Accounting Principles 
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Hit Scripts is a service-type enterprise in the entertainment field, and its manager, Joe Russell, has 
only a limited knowledge of accounting. Joe prepared the following balance sheet, which, although 
arranged satisfactorily, contains certain errors with respect to such concepts as the business entity 
and asset valuation. Joe owns all of the corporation’s outstanding stock. 


HIT SCRIPTS 
BALANCE SHEET 


NOVEMBER 30, 2011 


Assets Liabilities & Owner’s Equity 

(SAS Misvd ito avwas dca wetted. betes $ 5,000 Liabilities: 

Notes Receivable.......... 4,000 Notes Payable............ $ 65,000 
Accounts Receivable ....... 3,000 Accounts Payable......... 32,000 
LANG: e248 haere ee aeacass 60,000 Total Liabilities.......... $ 97,000 
BuUIGIAG: hice h cee eees 75,000 Owner's Equity: 

Office Furniture............ 9,600 Capital Stock............. 10,000 
Other Assets.............. 25,000 Retained Earnings......... 74,600 
NOtAl at «aes aete62 cama $181,600 HOLA. ¢.0s5e% hare aware ee $181,600 


In discussion with Joe and by inspection of the accounting records, you discover the following facts: 


1. 


The amount of cash, $5,000, includes $2,000 in the company’s bank account, $1,200 on hand 
in the company’s safe, and $1,800 in Joe’s personal savings account. 


One of the notes receivable in the amount of $600 is an IOU that Joe received in a poker game five 
years ago. The IOU is signed by “G.W.,;’ whom Joe met at the game but has not heard from since. 


Office furniture includes $2,500 for an Indian rug for the office purchased on November 15. 
The total cost of the rug was $10,000. The business paid $2,500 in cash and issued a note 
payable to Jana Carpet for the balance due ($7,500). As no payment on the note is due until 
January, this debt is not included in the liabilities above. 


Also included in the amount for office furniture is a computer that cost $800 but is not on hand 
because Joe donated it to a local charity. 


The “Other Assets” of $25,000 represent the total amount of income taxes Joe has paid the 
federal government over a period of years. Joe believes the income tax law to be unconstitu- 
tional, and a friend who attends law school has promised to help Joe recover the taxes paid as 
soon as he passes the bar exam. 


The asset “Land” was acquired at a cost of $15,000 but was increased to a valuation of $60,000 
when one of Joe’s friends offered to pay that much for it if Joe would move the building off the lot. 


The accounts payable include business debts of $30,000 and the $2,000 balance owed on Joe’s 
personal MasterCard. 


Instructions 


Prepare a corrected balance sheet at November 30, 2011. 


For each of the seven numbered items above, use a separate numbered paragraph to explain 
whether the treatment followed by Joe is in accordance with generally accepted accounting 
principles. 


Critical Thinking Cases 


04. CASE 2.1 


Content of a 
Balance Sheet 


You are to prepare a balance sheet for a hypothetical business entity of your choosing (or specified 
by your instructor). Include in your balance sheet the types of assets and liabilities that you think 
the entity might have, and show these items at what you believe would be realistic dollar amounts. 
Make reasonable assumptions with regard to the company’s capital stock and retained earnings. 


Note: The purpose of this assignment is to help you consider the types of assets and liabilities 
required for the operations of a specific type of business. You should complete this assignment 
without referring to an actual balance sheet for this type of business. 
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104. CASE 2.2 Obtain from the library the annual report of a well-known company (or a company specified by 
througn USING Financial your instructor). 
NEUE INEM Instructions 
LO6 From the balance sheet, income statement, statement of cash flows, and notes to the financial state- 
ments, answer the following: 

a. What are the largest assets included in the company’s balance sheet? Why would a company 
of this type (size and industry) have a large investment in this particular type of asset? 

b. Ina review of the company’s statement of cash flows: 

1. What are the primary sources and uses of cash from investing activities? 
2. Did investing activities cause the company’s cash to increase or decrease? 
3. What are the primary sources and uses of cash from financing activities? 
4. Did financing activities cause the company’s cash to increase or decrease? 

c. Inareview of the company’s income statement, did the company have a net income or a net loss 
for the most recent year? What percentage of total revenues was that net income or net loss? 

d. Select three items in the notes accompanying the financial statements and explain briefly the 
importance of these items to people making decisions about investing in, or extending credit 
to, this company. 

e. Assume that you are a lender and this company has asked to borrow an amount of cash equal 
to 10 percent of its total assets, to be repaid in 90 days. Would you consider this company to 
be a good credit risk? Explain. 

L04. CASE 2.3 Moon Corporation and Star Corporation are in the same line of business and both were recently 
Using a Balance organized, so it may be assumed that the recorded costs for assets are close to current market val- 
Sheet ues. The balance sheets for the two companies are as follows at July 31, 2011: 


MOON CORPORATION 
BALANCE SHEET 


JULY 31, 2011 


Assets Liabilities & Owners’ Equity 
CAS Mises. sx tie es des acee tie tix $ 18,000 Liabilities: 
Accounts Receivable . . . 26,000 Notes Payable 
LANG peetoe ee ee pond 37,200 (due in 60 days)............. $ 12,400 
Building.............. 38,000 Accounts Payable............. 9,600 
Office Equipment ...... 1,200 Total liabilities .............. $ 22,000 
Stockholders’ equity: 

Capital Stock......... $60,000 

Retained Earnings. .... 38,400 98,400 
WO tall tect. A aracd ete end Gy Genk $120,400 TOtal eiteG 5% 4 wean cara eae aes $120,400 


STAR CORPORATION 
BALANCE SHEET 


JULY 31, 2011 


Assets Liabilities & Owners’ Equity 
CaShiss oracckedws cats $ 4,800 Liabilities: 
Accounts Receivable . . . 9,600 Notes Payable 
LANG sctiateesyuiens aes 96,000 (due in 60 days)............. $ 22,400 
Building’ 5 c.scec cone wos 60,000 Accounts Payable............. 43,200 
Office Equipment ...... 12,000 Total liabilities .............. $ 65,600 
Stockholders’ equity: 
Capital Stock......... $72,000 
Retained Earnings. .... 44,800 116,800 


MOtalh sce’. siphestue? é taueimacens $182,400 MOA siacisstig curiee Ceauteatcoaat nae $182,400 


Critical Thinking Cases 


LO6 CASE 2.4 


Using Statements 
of Cash Flows 


iN 


104. CASE 2.5 


Ethics and Window 
Dressing 
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Instructions 


a. Assume that you are a banker and that each company has applied to you for a 90-day loan of 
$12,000. Which would you consider to be the more favorable prospect? Explain your answer 
fully. 


b. Assume that you are an investor considering purchasing all the capital stock of one or both of 
the companies. For which business would you be willing to pay the higher price? Do you see 
any indication of a financial crisis that you might face shortly after buying either company? 
Explain your answer fully. (For either decision, additional information would be useful, but 
you are to reach your decision on the basis of the information available.) 


John Marshall is employed as a bank loan officer for First State Bank. He is comparing two 
companies that have applied for loans, and he wants your help in evaluating those companies. The 
two companies—Morris, Inc., and Walker Company—are approximately the same size and had 
approximately the same cash balance at the beginning of 2009. Because the total cash flows for the 
three-year period are virtually the same, John is inclined to evaluate the two companies as equal in 
terms of their desirability as loan candidates. 

Abbreviated information (in thousands of dollars) from Morris, Inc., and Walker Company is as 
follows: 


Morris, Inc. Walker Company 
2009 2010 2011 2009 2010 2011 
Cash flows from: 
Operating activities $10 $13 $15 $8 $3 $(2) 
Investing activities (5) (8) (10) (7) (5) 8 
Financing activities 8 (3) 1 12 4 -0- 
Net from all activities $13 $2 $6 $13 $2 $6 


Instructions 


a. Do you agree with John’s preliminary assessment that the two companies are approximately 
equal in terms of their strength as loan candidates? Why or why not? 


b. What might account for the fact that Walker Company’s cash flow from financing activities is 
zero in 2011? 


c. Generally, what would you advise John with regard to using statements of cash flows in evalu- 
ating loan candidates? 


The date is November 18, 2011. You are the chief executive officer of Omega Software—a pub- 
licly owned company that is currently in financial difficulty. Omega needs new large bank loans if 
it is to survive. 

You have been negotiating with several banks, but each has asked to see your 2011 financial 
statements, which will be dated December 31. These statements will, of course, be audited. You 
are now meeting with other corporate officers to discuss the situation, and the following sugges- 
tions have been made: 


1. “We are planning to buy WordMaster Software Co. for $8 million cash in December. The 
owners of WordMaster are in no hurry; if we delay this acquisition until January, we’ll have 
$8 million more cash at year-end. That should make us look a lot more solvent.” 


2. “At year-end, we’ll owe accounts payable of about $18 million. If we were to show this liabil- 
ity in our balance sheet at half that amount—say, $9 million—no one would know the differ- 
ence. We could report the other $9 million as stockholders’ equity and our financial position 
would appear much stronger.” 


3. “We owe Delta Programming $5 million, due in 90 days. I know some people at Delta. If we 
were to sign a note and pay them 12 percent interest, they’d let us postpone this debt for a year 
or more.” 


4. “We own land that cost us $2 million but today is worth at least $6 million. Let’s show it at 
$6 million in our balance sheet, and that will increase our total assets and our stockholders’ 
equity by $4 million.” 


Lo4 


Lo4 


through 


LOS 


CASE 2.6 


Public Company 
Accounting Oversight 
Board 


INTERNET 
CASE 2.7 
Gathering Financial 
Information 


Chapter 2 Basic Financial Statements 


Instructions 
Separately evaluate each of these four proposals to improve Omega Software’s financial state- 
ments. Your evaluations should consider ethical and legal issues as well as accounting issues. 


The Public Company Accounting Oversight Board (PCAOB) is a direct outcome of the Sarbanes- 
Oxley Act of 2002. This is considered one of the most significant pieces of legislation to have been 
enacted in terms of financial reporting in several decades. To respond to the instructions in this 
case, use the methodology of your choice to locate the Web site of the PCAOB. 


Instructions 
a. State the mission of the PCAOB. 
b. Access the category “About Us” and list the names of the members of the PCAOB. 


c. Access the category “Enforcement” and describe the authority the PCAOB has been granted 
by the Sarbanes-Oxley Act of 2002. 


d. Access the category “Standards” and describe the responsibility of the PCAOB to establish 
standards that impact corporate financial reporting. 


This assignment introduces you to EDGAR, the Securities and Exchange Commission’s database 
of financial information about publicly owned companies. The SEC maintains EDGAR to increase 
the efficiency of financial reporting in the American economy and also to give the public free and 
easy access to information about publicly owned companies. 


Instructions 

Access EDGAR at the following Internet address: www.sec.goy. Go to “Filings & Forms.” 

Click “Search for Company Filings” and then “Companies and Other Filers.” Then type Cisco 
Systems into the search box and click on “Find Companies.” Locate the most recent 10Q (quar- 
terly) report. 

a. What is the business address of Cisco Systems? 

b. Locate the balance sheet in Form 10Q and determine whether the amount of the company’s 
cash (and cash equivalents) increased or decreased in the most recent quarter. 

c. Locate the income statement (called the “statement of operations”). What was the company’s 
net income for the most recent quarter? Is that amount higher or lower than in the previous 
quarter? 

d. Analyze the statement of cash flows. How much cash was provided by operations to date for 
the current year? 

e. While you are in EDGAR, pick another company that interests you and learn more about it 
by studying that company’s information. Be prepared to tell the class which company you 
selected and explain what you learned. 


Internet sites are time and date sensitive. It is the purpose of these exercises to have you explore 
the Internet. You may need to use the Yahoo! search engine http://www.yahoo.com (or another 
favorite search engine) to find a company’s current Web address. 


Answers to Self-Test Questions 


1. a,c,d 7) 3. bd 42 5G ah lye 6. b,d 7. a 8. a,b, d 
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AFTER STUDYING THIS CHAPTER, YOU SHOULD BE ABLE TO: 


L01 Identify the steps in the accounting cycle and discuss the role of accounting records in an organization. 
102 Describe a ledger account and a ledger. 

108 Understand how balance sheet accounts are increased or decreased. 

104 ‘Explain the double-entry system of accounting. 

105 ~~‘ Explain the purpose of a journal and its relationship to the ledger. 

Lo6 —_—- Explain the nature of net income, revenue, and expenses. 

107. ~—- Apply the realization and matching principles in recording revenue and expenses. 

L08 Understand how revenue and expense transactions are recorded in an accounting system. 

109 ~~ Prepare a trial balance and explain its uses and limitations. 


L010 —_ Distinguish between accounting cycle procedures and the Knowledge of accounting. 


KRAFT FOODS, INC. 


Capturing the economic events of a koo/-Aid™ stand is a fairly simple 
process. In fact, for most koo/-Aid™ stands, a small notebook, a sharp 
pencil, and an empty shoebox may serve as a complete information system. 
Capturing the economic activities of —the second 
largest food company in the world and the maker of kool-Aid™—is 
an entirely different matter. This corporate giant controls nearly $70 
billion in total assets, earns more than $40 billion in annual revenue, and 
generates in excess of $5 billion in annual net cash flow from its operating 
activities. Employing nearly 100,000 people, and managing hundreds of 
manufacturing facilities and thousands of warehouses and distribution 
centers, , must somehow capture the complex business 
transactions of its worldwide operations. 

From kool-Aid™ stands to multinational corporations, efficiently and 
effectively capturing economic events—such as sales orders and raw 
material purchases—is absolutely essential for survival. Most enterprises 
use computer systems to account for these activities. Very few still use 
paper ledgers and handwritten journals to record daily activities and 


transactions. = 
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Learning Objective 


L01 


Identify the steps in the 
accounting cycle and 
discuss the role of 
accounting records in 
an organization. 


Learning Objective 


LO2 


Describe a ledger account 
and a ledger. 


Chapter 3 The Accounting Cycle: Capturing Economic Events 


Although Overnight Auto Service engaged in several business transactions in the previous 
chapter, we did not illustrate how these events were captured by Overnight for use by manage- 
ment and other interested parties. This chapter demonstrates how accounting systems record 
economic events related to a variety of business transactions. 


The Accounting Cycle 


In Chapter 2, we illustrated several transactions of Overnight Auto Service that occurred dur- 
ing the last week in January 2011. We prepared a complete set of financial statements imme- 
diately following our discussion of these transactions. For practical purposes, businesses do 
not prepare new financial statements after every transaction. Rather, they accumulate the 
effects of individual transactions in their accounting records. Then, at regular intervals, the 
data in these records are used to prepare financial statements, income tax returns, and other 
types of reports. 

The sequence of accounting procedures used to record, classify, and summarize accounting 
information in financial reports at regular intervals is often termed the accounting cycle. The 
accounting cycle begins with the initial recording of business transactions and concludes with 
the preparation of a complete set of formal financial statements. The term cycle indicates that 
these procedures must be repeated continuously to enable the business to prepare new, up-to- 
date financial statements at reasonable intervals. 

The accounting cycle generally consists of eight specific steps. In this chapter, we illus- 
trate how businesses (1) journalize (record) transactions, (2) post each journal entry to the 
appropriate ledger accounts, and (3) prepare a trial balance. The remaining steps of the cycle 
will be addressed in Chapters 4 and 5. They include (4) making end-of-period adjustments, 
(5) preparing an adjusted trial balance, (6) preparing financial statements, (7) journalizing and 
posting closing entries, and (8) preparing an after-closing trial balance. 


THE ROLE OF ACCOUNTING RECORDS 


The cyclical process of collecting financial information and maintaining accounting records 
does far more than facilitate the preparation of financial statements. Managers and employees 
of a business frequently use the information stored in the accounting records for such pur- 
poses as: 


1. Establishing accountability for the assets and/or transactions under an individual’s control. 


2. Keeping track of routine business activities—such as the amounts of money in company 
bank accounts, amounts due from credit customers, or amounts owed to suppliers. 


3. Obtaining detailed information about a particular transaction. 


4. Evaluating the efficiency and performance of various departments within the 
organization. 


5. Maintaining documentary evidence of the company’s business activities. (For example, tax 
laws require companies to maintain accounting records supporting the amounts reported in 
tax returns.) 


An accounting system includes a separate record for each item that appears in the financial 
statements. For example, a separate record is kept for the asset cash, showing all increases and 
decreases in cash resulting from the many transactions in which cash is received or paid. 
A similar record is kept for every other asset, for every liability, for owners’ equity, and for 
every revenue and expense account appearing in the income statement. 

The record used to keep track of the increases and decreases in financial statement items 
is termed a “ledger account” or, simply, an account. The entire group of accounts is kept 
together in an accounting record called a ledger. Exhibit 3—8 on page 108 illustrates the ledger 
of Overnight Auto Service. 


Debit and Credit Entries 


The Use of Accounts 


An account is a means of accumulating in one place all the information about changes in 
specific financial statement items, such as a particular asset or liability. For example, the Cash 
account provides a company’s current cash balance, a record of its cash receipts, and a record 
of its cash disbursements. 

In its simplest form, an account has only three elements: (1) a title; (2) a left side, which 
is called the debit side; and (3) a right side, which is called the credit side. This form of an 
account, illustrated below and on the following page, is called a T account because of its resem- 
blance to the letter “T’’ In a computerized system, of course, the elements of each account are 
stored and formatted electronically. More complete forms of accounts will be illustrated later. 


Title of Account 


Left or 
Debit Side 


Debit and Credit Entries 


An amount recorded on the left, or debit, side of an account is called a debit, or a debit entry. 
Likewise, any amount entered on the right, or credit, side is called a credit, or a credit entry. 
In simple terms, debits refer to the left side of an account, and credits refer to the right side 
of an account. 

To illustrate the recording of debits and credits in an account, let us go back to the eight 
cash transactions of Overnight Auto Service, described in Chapter 2. When these cash trans- 
actions are recorded in the Cash account, the receipts are listed on the debit side, and the pay- 
ments are listed on the credit side. The dates of the transactions may also be listed, as shown 
in the following illustration: 


Right or 
Credit Side 


Cash 
1/20 80,000 1/21 52,000 
1/26 600 1/22 6,000 
1/31 2,200 1/27 6,800 
1/31 200 
1/31 1,200 
1/31 Balance 16,600 


Each debit and credit entry in the Cash account represents a cash receipt or a cash pay- 
ment. The amount of cash owned by the business at a given date is equal to the balance of the 
account on that date. 


Determining the Balance of aT Account The balance of an account is the dif- 
ference between the debit and credit entries in the account. If the debit total exceeds the credit 
total, the account has a debit balance; if the credit total exceeds the debit total, the account 
has a credit balance. 

In our illustrated Cash account, a line has been drawn across the account following the 
last cash transaction recorded in January. The total cash receipts (debits) recorded in January 
amount to $82,800, and the total cash payments (credits) amount to $66,200. By subtracting 
the credit total from the debit total ($82,800 — $66,200), we determine that the Cash account 
has a debit balance of $16,600 on January 31. 

This debit balance is entered in the debit side of the account just below the line. In effect, 
the line creates a “fresh start” in the account, with the month-end balance representing the net 
result of all the previous debit and credit entries. The Cash account now shows the amount of 


AT account—a ledger 
account in its simplest 
form 


Cash transactions entered 
in ledger account 
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cash owned by the business on January 31. In a balance sheet prepared at this date, Cash in the 
amount of $16,600 would be listed as an asset. 


Debit Balances in Asset Accounts In the preceding illustration of a Cash account, 
increases were recorded on the left, or debit, side of the account and decreases were recorded 
on the right, or credit, side. The increases were greater than the decreases and the result was a 
debit balance in the account. 

All asset accounts normally have debit balances. It is hard to imagine an account for an 
asset such as land having a credit balance, as this would indicate that the business had dis- 
posed of more land than it had ever acquired. (For some assets, such as cash, it is possible to 
acquire a credit balance—but such balances are only temporary.) 

The fact that assets are located on the left side of the balance sheet is a convenient means 
of remembering the rule that an increase in an asset is recorded on the /eft (debit) side of the 
account and an asset account normally has a debit (left-hand) balance. 


Any Asset Account 


Debit Credit 
(to record (to record 
an increase) a decrease) 


Credit Balances in Liability and Owners’ Equity Accounts Increases in 
liability and owners’ equity accounts are recorded by credit entries and decreases in these 
accounts are recorded by debits. The relationship between entries in these accounts and their 
position on the balance sheet may be summed up as follows: (1) liabilities and owners’ equity 
belong on the right side of the balance sheet, (2) an increase in a liability or an owners’ equity 
account is recorded on the right (credit) side of the account, and (3) liability and owners’ 
equity accounts normally have credit (right-hand) balances. 


Any Liability Account 
or Owners’ Equity Account 


Debit Credit 
(to record (to record 
a decrease) an increase) 


Concise Statement of the Debit and Credit Rules — The use of debits and cred- 
its to record changes in assets, liabilities, and owners’ equity may be summarized as follows: 


Asset Accounts Liability & Owners’ Equity Accounts 
Normally have debit balances. Thus, Normally have credit balances. Thus, 
increases are recorded by debits and increases are recorded by credits and 
decreases are recorded by credits. decreases are recorded by debits. 


DOUBLE-ENTRY ACCOUNTING—THE EQUALITY 
OF DEBITS AND CREDITS 


The rules for debits and credits are designed so that every transaction is recorded by equal 
dollar amounts of debits and credits. The reason for this equality lies in the relationship of the 
debit and credit rules to the accounting equation: 


Assets = Liabilities + Owners’ Equity 


Debit Balances = Credit Balances 


The Journal 


If this equation is to remain in balance, any change in the left side of the equation (assets) 
must be accompanied by an equal change in the right side (either liabilities or owners’ equity). 
According to the debit and credit rules that we have just described, increases in the left side of 
the equation (assets) are recorded by debits, while increases in the right side (liabilities and 
owners’ equity) are recorded by credits, as illustrated below: 


Assets = Liabilities + Owners’ Equity 
Debit Credit Debit Credit Debit Credit 
to to to to to to 
increase decrease decrease increase decrease increase 


(+) i) =) (+) te) (+) 


This system is often called double-entry accounting. The phrase double-entry refers to 
the need for both debit entries and credit entries, equal in dollar amount, to record every 
transaction. Virtually every business organization uses the double-entry system regardless of 
whether the company’s accounting records are maintained manually or by computer. Later in 
this chapter, we will see that the double-entry system allows us to measure net income at the 
same time we record the effects of transactions on the balance sheet accounts. 


In the preceding discussion we illustrated how the debit and credit rules of double-entry 
accounting are applied in the recording of economic events. Using T accounts, we stressed the 
effects that business transactions have on individual asset, liability, and owners’ equity 
accounts that comprise a company’s general ledger. It is important to realize, however, that 
transactions are rarely recorded directly in general ledger accounts. In an actual accounting 
system, the information about each business transaction is initially recorded in an accounting 
record called the journal. This information is /ater transferred to the appropriate accounts in 
the general ledger. 

The journal is a chronological (day-by-day) record of business transactions. At convenient 
intervals, the debit and credit amounts recorded in the journal are transferred (posted) to the 
accounts in the ledger. The updated ledger accounts, in turn, serve as the basis for preparing 
the company’s financial statements. 

To illustrate the most basic type of journal, called a general journal, let us examine the 
very first business transaction of Overnight Auto Service. Recall that on January 20, 2011, 
the McBryan family invested $80,000 in exchange for capital stock. Thus, the asset Cash 
increased by $80,000, and the owners’ equity account Capital Stock increased by the same 
amount. 

Applying the debit and credit rules discussed previously, we know that increases in assets 
are recorded by debits, whereas increases in owners’ equity are recorded by credits. As such, 
this event requires a debit to Cash and a credit to Capital Stock in the amount of $80,000. The 
transaction is recorded in the company’s general journal as illustrated in Exhibit 3-1. Note the 
basic characteristics of this general journal entry: 


1. The name of the account debited (Cash) is written first, and the dollar amount to be debited 
appears in the left-hand money column. 

2. The name of the account credited (Capital Stock) appears below the account debited and is 
indented to the right. The dollar amount appears in the right-hand money column. 


3. A brief description of the transaction appears immediately below the journal entry. 


Accounting software packages automate and streamline the way in which transactions are 
recorded. However, recording transactions manually—without a computer—is an effective 
way to conceptualize the manner in which economic events are captured by accounting sys- 
tems and subsequently reported in a company’s financial statements. 
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GENERAL JOURNAL 


Date Account Titles and Explanation Debit Credit 

2011 

Jan. 20 Castner er CR eee ean Ter ene er Rae ene eae 80,000 
CapitaliStock erect aca & vee enters Bee ae rem 80,000 


Owners invest cash in the business. 


A familiarity with the general journal form of describing transactions is just as essential to 
the study of accounting as a familiarity with plus and minus signs is to the study of mathematics. 
The journal entry is a tool for analyzing and describing the impact of various transactions on 
a business entity. The ability to describe a transaction in journal entry form requires an under- 
standing of the nature of the transaction and its effect on the financial position of the business. 


POSTING JOURNAL ENTRIES TO THE LEDGER ACCOUNTS 
(AND HOW TO “READ” A JOURNAL ENTRY) 


We have made the point that transactions are recorded first in the journal. Ledger accounts 
are updated Jater, through a process called posting. (In a computerized system, postings often 
occur instantaneously, rather than later.) 

Posting simply means updating the ledger accounts for the effects of the transactions 
recorded in the journal. Viewed as a mechanical task, posting basically amounts to perform- 
ing the steps you describe when you “read” a journal entry aloud. 

Consider the first entry appearing in Overnight’s general journal. If you were to read this 
entry aloud, you would say: “Debit Cash, $80,000; credit Capital Stock, $80,000.” That’s 
precisely what a person posting this entry should do: Debit the Cash account for $80,000, and 
credit the Capital Stock account for $80,000. 

The posting of Overnight’s first journal entry is illustrated in Exhibit 3-2. Notice that no 
new information is recorded during the posting process. Posting involves copying into the 
ledger accounts information that already has been recorded in the journal. In manual account- 
ing systems, this can be a tedious and time-consuming process, but in computer-based sys- 
tems, it is done instantly and automatically. In addition, computerized posting greatly reduces 
the risk of errors. 


GENERAL JOURNAL 


Date Account Titles and Explanation Debit Credit 
2011 
Jan. 20 CASI set ere neces toscn one sontutaeedteaterua Seeeaieun wie eavetescs a 80,000 


Capital Stock yssteraresen carne ea eect ere er Peay 
Owners invest cash in the business. 


GENERAL LEDGER 


Capital Stock 


1/20 80,000 1/20 80,000 


Recording Balance Sheet Transactions: 


An Illustration 


To illustrate how to use debits and credits for recording transactions in accounts, we return 
to the January transactions of Overnight Auto Service. At this point, we discuss only those 
transactions related to changes in the company’s financial position and reported directly in 


Recording Balance Sheet Transactions: An Illustration 


its balance sheet. The revenue and expense transactions that took place on January 31 will be 
addressed later in the chapter. 

Each transaction from January 20 through January 27 is analyzed first in terms of increases 
in assets, liabilities, and owners’ equity. Second, we follow the debit and credit rules for enter- 
ing these increases and decreases in specific accounts. Asset ledger accounts are shown on the 
left side of the analysis; liability and owners’ equity ledger accounts are shown on the right 
side. For convenience in the following transactions, both the debit and credit figures for the 
transaction under discussion are shown in red. Figures relating to earlier transactions appear 
in black. 


Jan. 20 Michael McBryan and family invested $80,000 cash in exchange for capital 
stock. 


Jan. 21 Representing Overnight, McBryan negotiated with both the City of Santa Teresa 
and Metropolitan Transit Authority (MTA) to purchase an abandoned bus garage. 
(The city owned the land, but the MTA owned the building.) On January 21, 
Overnight Auto Service purchased the land from the city for $52,000 cash. 


Owners invest cash in the 
business 


Owners’ 
Assets = Liabilities + Equity 


+$80,000 +$80,000 


Purchase of an asset for cash 


Owners’ 
Assets = Liabilities + Equity 


+$52,000 
—$52,000 
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Purchase of an asset, 
making a small down 
payment 


Owners’ 
Assets = Liabilities + Equity 
+$36,000 +$30,000 
—$ 6,000 


Credit purchase of an asset 


Owners’ 
es Assets = Liabilities + Equity 


+$13,800 +$13,800 
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Jan. 22 Overnight completed the acquisition of its business location by purchasing the 
abandoned building from the MTA. The purchase price was $36,000; Overnight 
made a $6,000 cash down payment and issued a 90-day, non-interest-bearing note 
payable for the remaining $30,000. 


Jan. 23 Overnight purchased tools and equipment on account from Snappy Tools. The 
purchase price was $13,800, due in 60 days. 


Jan. 24 Overnight found that it had purchased more tools than it needed. On January 24, it 
sold the excess tools on account to Ace Towing at a price of $1,800. The tools were 
sold at a price equal to their cost, so there was no gain or loss on this transaction. 


Credit sale of an asset 
(with no gain or loss) 


Owners’ 
Assets = Liabilities + Equity 


+$1,800 


—$1,800 


JOURNAL Jan. 24 Accounts Receivable........... 1,800 
ENTRY foolsjand/Equipment)s. 12.4.4. 5.4 1,800 
ENTRIES IN Accounts Receivable Tools and Equipment 
LEDGER 
ACCOUNTS 1/24 1,800 1/23 13,800 1/24 1,800 


Jan. 26 Overnight received $600 in partial collection of the account receivable from Ace 
Towing. 


ANALYSIS | Collection of an account 
S receivable 
4 Owners’ 


Assets = Liabilities + Equity 


ae +$600 
— = 


JOURNAL Jan. 26 Gashiveessees cccenenee Ace ec eee 600 
ENTRY Accounts Receivable................ 600 
ENTRIES IN Cash Accounts Receivable 
LEDGER 
ACCOUNTS 1/20 80,000 1/21 52,000 1/24 1,800 | 1/26 600 
1/26 600 1/22 6,000 


Jan. 27 Overnight made a $6,800 partial payment of its account payable to Snappy Tools. 


y 


Payment of an account 
payable 


Owners’ 
Assets = Liabilities + Equity 


—$6,800 —$6,800 


JOURNAL Jan. 27 Accounts Payable............. 6,800 
ENTRY Cashin ae macs serene aces arane 6,800 
ENTRIES IN Accounts Payable Cash 
LEDGER 
ACCOUNTS 1/27 6,800 1/23 13,800 1/20 80,000 1/21 52,000 
1/26 600 1/22 6,000 
1/27 6,800 
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GENERAL JOURNAL 


ENTRIES: JANUARY 20 
THROUGH 27 


Chapter 3 The Accounting Cycle: Capturing Economic Events 


Ledger Accounts after Posting 


The seven journal entries made by Overnight Auto Service from January 20 through January 27 
are summarized in Exhibit 3-3. 


OVERNIGHT AUTO SERVICE 
GENERAL JOURNAL 


JANUARY 20-27, 2011 


Date Account Titles and Explanation Debit Credit 
2011 
Jan. 20 (@7e\-) pete eaten eae eae NCC en reer A em eome erence 80,000 
GapitalkStockstees rte scarey wees seresares ees een seen raereece 80,000 
Owners invest cash in the business. 
21 lee Tae |Dememenc hector ae te teaaerar heme meee Tete eccen cette one rece eaneeer eee 52,000 
(CFE 1C niigtene ores aes eee ride el ota see Eon a omnes aay 52,000 
Purchased land for business site. 
22 BUIGIN GE seit ces crecrcsepen yn ore esicee ayer Nee Ce centers 36,000 
(ASIN peat erence eee een cere oo yy ACR Ra ee eee a 6,000 
Notes!Payabler22tcea 3 ews seescosu: eq deri cuee uearerennes 30,000 


Purchased building from the MTA. Paid part 
cash; balance payable within 90 days. 
23 ifools‘andiEquipment: 25 .scanse sca ence veneers 13,800 
Accounts Payable restrcccawaraces-neseracoeue ree temas ecasesnrert eee 13,800 
Purchased tools and equipment on credit from 
Snappy Tools. Due in 60 days. 
24 AccountsiReceivable: ss. 8 eacaee at sis eee Se eke 1,800 
Toolstancd EqQuipimenteyevernecsces sere crrve vente eee sere eave 1,800 
Sold unused tools and equipment at cost to Ace 
Towing. 
26 GaSe eta satiate crvcsan sas neta ciatdnyarn sie tueneat ia charalagacs abesteceeareeens 600 
ACCOUNTS RECEIVADIG Me enrecssctset are ete eicpece ap eneaneroetene 600 
Collected part of account receivable from Ace 
Towing. 
27 AccoumtSiPayablezc acs scunwe ts ee ene tesca es 6,800 
GaSI A recy seers See eh Se pet eee eer ee Ee rE 6,800 


Made partial payment of the liability to 
Snappy Tools. 


After all of the journal entries in Exhibit 3-3 have been posted, Overnight’s ledger accounts 
appear as shown in Exhibit 3-4. The accounts are arranged in the same order as in the balance 
sheet—that is, assets first, followed by liabilities and owners’ equity accounts. Each ledger 
account is presented in what is referred to as a running balance format (as opposed to simple 
T accounts). You will notice that the running balance format does not indicate specifically 
whether a particular account has a debit or credit balance. This causes no difficulty, however, 
because we know that asset accounts normally have debit balances, and liability and owners’ 
equity accounts normally have credit balances. 

In the ledger accounts in Exhibit 3-4, we have not yet included any of Overnight’s revenue 
and expense transactions discussed in Chapter 2. All of the company’s revenue and expense 
transactions took place on January 31. Before we can discuss the debit and credit rules for 
revenue and expense accounts, a more in-depth discussion of net income is warranted. 


Ledger Accounts after Posting 


jae: 
Date Debit Credit Balance ae nee 
2011 
Jan. 20 80,000 80,000 
21 52,000 28,000 
22 6,000 22,000 
26 600 22,600 
27 6,800 15,800 


ACCOUNTS RECEIVABLE 


Date Debit Credit Balance 

2011 

Jan. 24 1,800 1,800 
26 600 1,200 

LAND 

Date Debit Credit Balance 

2011 

Jan. 21 52,000 52,000 

BUILDING 

Date Debit Credit Balance 

2011 

Jan. 22 36,000 36,000 


TOOLS AND EQUIPMENT 


Date Debit Credit Balance 

2011 

Jan. 23 13,800 13,800 
24 1,800 12,000 


NOTES PAYABLE 


Date Debit Credit Balance 
2011 
Jan. 22 30,000 30,000 


ACCOUNTS PAYABLE 


Date Debit Credit Balance 
2011 
Jan. 23 13,800 13,800 
PY 6,800 7,000 
CAPITAL STOCK 
Date Debit Credit Balance 
2011 


Jan. 20 80,000 80,000 
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What Is Net Income? 


As previously noted, net income is an increase in owners’ equity resulting from the profitable 
operation of the business. Net income does not consist of any cash or any other specific assets. 
Rather, net income is a computation of the overall effects of many business transactions on 
owners’ equity. The effects of net income on the basic accounting equation are illustrated as 
follows: 


Assets = Liabilities + Owners’ Equity 
Increase Increase 
OR... 
Decrease Increase 
As income is earned, Net income 


either an asset is always results in 


increased or a the increase of 


liability is decreased. Owners’ Equity. 


Our point is that net income represents an increase in owners’ equity and has no direct 
relationship to the types or amounts of assets on hand. Even a business operating at a profit 
may run short of cash. 

In the balance sheet, the changes in owners’ equity resulting from profitable or unprofit- 
able operations are reflected in the balance of the stockholders’ equity account, Retained 
Earnings. The assets and liabilities of the business that change as a result of income-related 
activities appear in their respective sections of the balance sheet. 


RETAINED EARNINGS 


As illustrated in Chapter 2, the Retained Earnings account appears in the stockholders’ equity 
section of the balance sheet. Earning net income causes the balance in the Retained Earn- 
ings account to increase. However, many corporations follow a policy of distributing to their 
stockholders some of the resources generated by profitable operations. Distributions of this 
nature are termed dividends, and they reduce both total assets and stockhold- 
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ers’ equity. The reduction in stockholders’ equity is reflected by decreasing the 
balance of the Retained Earnings account. 

The balance in the Retained Earnings account represents the total net 
income of the corporation over the entire lifetime of the business, less all 
of the dividends to its stockholders. In short, retained earnings represent 
the earnings that have been retained by the corporation to finance growth. 
Some of the largest corporations have become large by consistently retain- 
ing in the business most of the resources generated by profitable opera- 
tions. For instance, a recent annual report of Walmart Stores, Inc., shows 
total stockholders’ equity of $65 billion. Of this amount, retained earnings of 
nearly $64 billion account for over 98 percent of the company’s total equity. 


THE INCOME STATEMENT: A PREVIEW 


An income statement is a financial statement that summarizes the profitability of a business 
entity for a specified period of time. In this statement, net income is determined by comparing 
sales prices of goods or services sold during the period with the costs incurred by the business 
in delivering these goods or services. The technical accounting terms for these components of 
net income are revenue and expenses. Therefore, accountants say that net income is equal to 
revenue minus expenses. Should expenses exceed revenue, a net loss results. 

A sample income statement for Overnight Auto Service for the year ended December 31, 
2011, is shown in Exhibit 3-5. In Chapter 5, we show exactly how this income statement was 


What Is Net Income? 


developed from the company’s accounting records. For now, however, the illustration will 
assist us in discussing some of the basic concepts involved in measuring net income. 


OVERNIGHT AUTO SERVICE Exhibit 3-5 
INCOME STATEMENT A PREVIEW OF 
FOR THE YEAR ENDED DECEMBER 31, 2011 OVERNIGHT’S INCOME 
STATEMENT 

Revenue: 

Repainisemvice revenues vrscer- 2: rorenveresngnicusis sGasaceene vivo necuery- tot avovaenevewungeeeeers $172,000 

Rentrevenuieseanmed a6: cepegisecees nie tyenstececa cd orcetieie rye acueuearracetuaie arg aukeen ees 3,000 

motalinevenulcaweeis cent caee cote eeemen cae ee Ree oeeee ee choruses $175,000 

Expenses: 

AV ertiSin imuseectsaen nrc sccaar we ce etnies concen wae eter ey? $ 3,900 

salaries amdiwages: Sian saa es eee aernenee sin ean en ieee 58,750 

SUP PIGS ass derre sarcee, araycay oy sstunvene ey axec mesehey Syeustee oles) cam casvelal awhewens a) aha 7,500 

Depreciation: buIGING es ene nee ee Meee eee yen ne ne 1,650 

Depreciationstoolstandicquipmen terri ttir init rit eee 2,200 

Wilt Ses ee reese eee cee ose eee einen ce Sram ieee ee 19,400 

INSUFANCE ce tres oe cere ees Soy eee ee a eee ees 15,000 

INTERES tices eee nee cee wer seureeeeeee secre eee eee re meer nee eee ee 30 108,430 
Income'tbeforeiincome:taxeS a ase eae eee ee as $ 66,570 
IMGOMENT AXES 2 esse streets esse a rere ee er sss ek See eee Se oP Soe See nm 26,628 
IN lilinetel asta tenn ted Gn MAO ne eC AE han dem acoA seca ecaen $ 39,942 


Income Must Be Related to a Specified Period of Time Notice that our 
sample income statement covers a period of time—namely, the year 2011. A balance sheet 
shows the financial position of a business at a particular date. We cannot evaluate net income 
unless it is associated with a specific time period. For example, if an executive says, “My 
business earns a net income of $10,000,” the profitability of the business is unclear. Does it 
earn $10,000 per week, per month, or per year? 


CASE IN POINT 


The late J. Paul Getty, one of the world’s first billionaires, was once interviewed by a 
group of business students. One of the students asked Getty to estimate the amount of 
his income. As the student had not specified a time period, Getty decided to have some 
fun with his audience and responded, “About $11,000.” He paused long enough to allow 
the group to express surprise over this seemingly low amount, and then completed his 
sentence, “an hour.” (Incidentally, $11,000 per hour, 24 hours per day, amounts to about 
$100 million per year.) 


Accou nting Periods The period of time covered by an income statement is termed 
the company’s accounting period. To provide the users of financial statements with timely 
information, net income is measured for relatively short accounting periods of equal length. 
This concept, called the time period principle, is one of the underlying accounting prin- 
ciples that guide the interpretation of financial events and the preparation of financial 
statements. 

The length of a company’s accounting period depends on how frequently managers, inves- 
tors, and other interested people require information about the company’s performance. 
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Every business prepares annual income statements, and most businesses prepare quarterly and 
monthly income statements as well. (Quarterly statements cover a three-month period and are 
prepared by all large corporations for distribution to their stockholders.) 

The 12-month accounting period used by an entity is called its fiscal year. The fiscal year 
used by most companies coincides with the calendar year and ends on December 31. Some 
businesses, however, elect to use a fiscal year that ends on some other date. 

For example, The Walt Disney Company ends its fiscal year on September 30. Why? For 
one reason, September and October are relatively slow months at the company’s theme parks. 
Furthermore, September financial statements provide timely information about the preceding 
summer, which is the company’s busiest season. Most large retailers, such as Walmart and 
JCPenney, end their fiscal years at the end of January, after the rush of the holiday season. 
Many choose the last Saturday of January as their cutoff, which results in an exact 52-week 
reporting period approximately five out of every six years. 

Let us now explore the meaning of the accounting terms revenue and expenses in more 
detail. 


REVENUE 


Revenue is the price of goods sold and services rendered during a given accounting period. 
Earning revenue causes owners’ equity to increase. When a business renders services or sells 
merchandise to its customers, it usually receives cash or acquires an account receivable from 
the customer. The inflow of cash and receivables from customers increases the total assets of the 
company; on the other side of the accounting equation, owners’ equity increases to match the 
increase in total assets. Thus, revenue is the gross increase in owners’ equity resulting from 
operation of the business. 

Various account titles are used to describe different types of revenue. For example, a busi- 
ness that sells merchandise rather than services, such as Walmart or General Motors, uses 
the term Sales to describe its revenue. In the professional practices of physicians, CPAs, and 
attorneys, revenue usually is called Fees Earned. A real estate office, however, might call its 
revenue Commissions Earned. 

Overnight Auto Service’s income statement reveals that the company records its revenue 
in two separate accounts: (1) Repair Service Revenue and (2) Rent Revenue Earned. A profes- 
sional sports team might also have separate revenue accounts for Ticket Sales, Concessions 
Revenue, and Revenue from Television Contracts. Another type of revenue common to many 
businesses is Interest Revenue (or Interest Earned), stemming from the interest earned on 
bank deposits, notes receivable, and interest-bearing investments. 


The Realization Principle: When to Record Revenue When should revenue 
be recognized? In most cases, the realization principle indicates that revenue should be rec- 
ognized at the time goods are sold or services are rendered. At this point, the business has 
essentially completed the earnings process, and the sales value of the goods or services can be 
measured objectively. At any time prior to the sale, the ultimate value of the goods or services 
sold can only be estimated. After the sale, the only step that remains is to collect from the 
customer, usually a relatively certain event. 

To illustrate, assume that on July 25 a radio station contracts with a car dealership to air 
a series of one-minute advertisements during August. If all of the agreed-upon ads are aired 
in August, but payment for the ads is not received until September, in which month should 
the station recognize the advertising revenue? The answer is August, the month in which it 
rendered the services that earned the advertising revenue. In other words, revenue is recog- 
nized when it is earned, without regard to when a contract is signed or when cash payment for 
providing goods or services is received. 


EXPENSES 


Expenses are the costs of the goods and services used up in the process of earning rev- 
enue. Examples include the cost of employees’ salaries, advertising, rent, utilities, and the 


What Is Net Income? 


depreciation of buildings, automobiles, and office equipment. All these costs are neces- 
sary to attract and serve customers and thereby earn revenue. Expenses are often called the 
“costs of doing business,” that is, the cost of the various activities necessary to carry on a 
business. 

An expense always causes a decrease in owners’ equity. The related changes in the account- 
ing equation can be either (1) a decrease in assets or (2) an increase in liabilities. An expense 
reduces assets if payment occurs at the time that the expense is incurred. If the expense will 
not be paid until later, as, for example, the purchase of advertising services on account, the 
recording of the expense will be accompanied by an increase in liabilities. 


The Matching Principle: When to Record Expenses A significant relation- 
ship exists between revenue and expenses. Expenses are incurred for the purpose of produc- 
ing revenue. In the measurement of net income for a period, revenue should be offset by all 
the expenses incurred in producing that revenue. This concept of offsetting expenses against 
revenue on a basis of cause and effect is called the matching principle. 

Timing is an important factor in matching (offsetting) revenue with the related expenses. 
For example, in the preparation of monthly income statements, it is important to offset this 
month’s expenses against this month’s revenue. We should not offset this month’s expenses 
against last month’s revenue because there is no cause and effect relationship between the two. 

Assume that the salaries earned by a company’s marketing team for serving customers 
in July are not paid until early August. In which month should these salaries be regarded as 
expenses—July or August? The answer is July, because July is the month in which the mar- 
keting team’s services helped to produce revenue. Just as revenue and cash receipts are not 
one and the same, expenses and cash payments are not identical. In fact, the cash payment of 
an expense may occur before, after, or in the same period that revenue is earned. In deciding 
when to report an expense in the income statement, the critical question is, “In what period 
does the cash expenditure help to produce revenue?”—anort, “When does the payment of cash 
occur?” 


Expenditures Benefiting More than One Accounting Period Many expen- 
ditures made by a business benefit two or more accounting periods. Fire insurance policies, 
for example, usually cover a period of 12 months. If a company prepares monthly income 
statements, a portion of the cost of such a policy should be allocated to insurance expense 
each month that the policy is in force. In this case, apportionment of the cost of the policy 
by months is an easy matter. If the 12-month policy costs $2,400, for example, the insurance 
expense for each month amounts to $200 ($2,400 cost + 12 months). 

Not all transactions can be divided so precisely by accounting periods. The purchase of a 
building, furniture and fixtures, machinery, a computer, or an automobile provides benefits to 
the business over all the years in which such an asset is used. No one can determine in advance 
exactly how many years of service will be received from such long-lived assets. Nevertheless, 
in measuring the net income of a business for a period of one year or less, accountants must 
estimate what portion of the cost of the building and other long-lived assets is applicable to 
the current year. Since the allocations of these costs are estimates rather than precise measure- 
ments, it follows that income statements should be regarded as useful approximations of net 
income rather than as absolutely correct measurements. 

For some expenditures, such as those for employee training programs, it is not possible 
to estimate objectively the number of accounting periods over which revenue is likely to be 
produced. In such cases, generally accepted accounting principles require that the expenditure 
be charged immediately to expense. This treatment is based upon the accounting principle of 
objectivity and the concept of conservatism. Accountants require objective evidence that an 
expenditure will produce revenue in future periods before they will view the expenditure as 
creating an asset. When this objective evidence does not exist, they follow the conservative 
practice of recording the expenditure as an expense. Conservatism, in this context, means 
applying the accounting treatment that results in the /owest (most conservative) estimate of 
net income for the current period. 


Expenses always cause a 
decrease in owners’ equity 
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Exhibit 3-6 


CASH FLOW VERSUS 
INCOME STATEMENT 
RECOGNITION 
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INTERNATIONAL 


International financial reporting standards (IFRSs) differ significantly from U.S. GAAP 
with respect to costs that are expensed immediately and costs that are capitalized. For 
example, IFRS 38 allows development costs to be capitalized if certain criteria are met, 
but under U.S. GAAP these same costs would need to be expensed in the period in 
which they occur. Alternatively, idle capacity and spoilage costs need to be expensed 
immediately under IFRS 2, but U.S. GAAP allows these costs to be capitalized in inven- 
tory. The FASB and the IASB have made an agreement to work toward eliminating differ- 
ences between international accounting standards and GAAP over the next several years. 


THE ACCRUAL BASIS OF ACCOUNTING 


The policy of recognizing revenue in the accounting records when it is earned and recog- 
nizing expenses when the related goods or services are used is called the accrual basis of 
accounting. The purpose of accrual accounting is to measure the profitability of the economic 
activities conducted during the accounting period. 

The most important concept involved in accrual accounting is the matching principle. Rev- 
enue is offset with all of the expenses incurred in generating that revenue, thus providing a 
measure of the overall profitability of the economic activity. 

An alternative to the accrual basis is called cash basis accounting. Under cash basis 
accounting, revenue is recognized when cash is collected from the customer, rather than when 
the company sells goods or renders services. Expenses are recognized when payment is made, 
rather than when the related goods or services are used in business operations. The cash basis 
of accounting measures the amounts of cash received and paid out during the period, but it 
does not provide a good measure of the profitability of activities undertaken during the period. 

Exhibit 3-6 illustrates that, under the accrual basis of accounting, cash receipts or dis- 
bursements may occur prior to or after revenue is earned or an expense is incurred. 


Cash is received but ... 
or paid here 
OR 
The income statement but ... 


ee se 
reports revenue or 


expense here 


DEBIT AND CREDIT RULES FOR REVENUE AND EXPENSES 


We have stressed that revenue increases owners’ equity and that expenses decrease owners’ 
equity. The debit and credit rules for recording revenue and expenses in the ledger accounts 
are a natural extension of the rules for recording changes in owners’ equity. The rules previ- 
ously stated for recording increases and decreases in owners’ equity are as follows: 

e Increases in owners’ equity are recorded by credits. 

e Decreases in owners’ equity are recorded by debits. 


Recording Income Statement Transactions: An Illustration 


This rule is now extended to cover revenue and expense accounts: 


e Revenue increases owners’ equity; therefore, revenue is recorded by credits. 
e Expenses decrease owners’ equity; therefore, expenses are recorded by debits. 


A dividend is a distribution of assets (usually cash) by a corporation to its stockholders. In 
some respects, dividends are similar to expenses—they reduce both the assets and the owners’ 
equity in the business. However, dividends are not an expense, and they are not deducted from 
revenue in the income statement. The reason why dividends are not viewed as an expense is 
that these payments do not serve to generate revenue. Rather, they are a distribution of profits 
to the owners of the business. 

Since the declaration of a dividend reduces stockholders’ equity, the dividend could be 
recorded by debiting the Retained Earnings account. However, a clearer record is created if 
a separate Dividends account is debited for all dividends to stockholders. The reporting of 
dividends in the financial statements will be illustrated in Chapter 5. 

The debit—credit rules for revenue, expenses, and dividends are summarized below: 


Owners’ Equity 


Decreases recorded by Debits 
Expenses decrease owners’ equity 
Expenses are recorded by Debits 
Dividends reduce owners’ equity 
Dividends are recorded by Debits 


Increases recorded by Credits 
Revenue increases owners’ equity 
Revenue is recorded by Credits 


Recording Income Statement Transactions: 


An Illustration 


In Chapter 2, we introduced Overnight Auto Service, a small auto repair shop formed on 
January 20, 2011. Early in this chapter, we journalized and posted all of Overnight’s balance 
sheet transactions through January 27. At this point we will illustrate the manner in which 
Overnight’s January income statement transactions were handled and continue into February 
with additional transactions. 

Three transactions involving revenue and expenses were recorded by Overnight on January 
31, 2011. The following illustrations provide an analysis of each transaction. 


Jan. 31 Recorded revenue of $2,200, all of which was received in cash. 


ANALYSIS The asset Cash is increased. 


Revenue has been earned. 
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Debit-credit rules related 
to effect on owners’ equity 


Learning Objective 
Understand how revenue 

and expense transactions 9g 
are recorded in an 

accounting system. 


Revenue earned and 
collected 
Owners’ 


Assets = Liabilities + Equity 


+$2,200 +$2,200 


Jan.31 Paid employees’ wages earned in January, $1,200. 


| SS 


Incurred an expense, 
paying cash 


rs Owners’ 
Assets = Liabilities + Equity 


—$1,200 —$1,200 


JOURNAL Jan. 31 Wages Expense .............. 1,200 
ENTRY Cashin insk yews eis ae nee 1,200 
ENTRIES IN Wages Expense Cash 
LEDGER 
ACCOUNTS 1/31 1,200 1/27 Bal. 15,800 1/31 1,200 
1/31 2,200 


Jan. 31 Paid for utilities used in January, $200. 


Incurred an expense, ANALYSIS 
paying cash 
Owners’ y 


Assets = Liabilities + Equity 
—$200 —$200 


JOURNAL Jan. 31 UtilitiesiExpense fas. 2.42 2 sees: 200 
ENTRY GaSe Ne rae an eaters sis amen ners 200 
ENTRIES IN Utilities Expense Cash 
LEDGER 
ACCOUNTS 1/31 200 1/27 Bal. 15,800 1/31 1,200 
1/31 2,200 1/31 200 


Having analyzed and recorded all of Overnight’s January transactions, next we focus upon 


the company’s February activities. Overnight’s February transactions are described, analyzed, 
and recorded as follows: 


Feb. 1 Paid Daily Tribune $360 cash for newspaper advertising to be run during February. 


Incurred an expense, paying ANALYSIS | 
cash oy 


Owners’ 


Assets = Liabilities + Equity 
—$360 —$360 


JOURNAL Feb. 1 (NOMELMISTING) IEXOCMISS) on ocacconeansas 360 
ENTRY Cashitetecrie seven ram cuonneceeeesentcs renee 360 
ENTRIES IN Advertising Expense Cash 
LEDGER 
102 ACCOUNTS 2/1 360 1/31 Bal. 16,600 2/1 360 
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Feb. 2 — Purchased radio advertising from KRAM to be aired in February. The cost was 
$470, payable within 30 days. 


Incurred an expense to be 
paid later 


Owners’ 
Assets = Liabilities + Equity 


+$470 —$470 


Feb.4 — Purchased various shop supplies (such as grease, solvents, nuts, and bolts) from 
CAPA Auto Parts; the cost was $1,400, due in 30 days. These supplies are expected 
to meet Overnight’s needs for three or four months. 


ANALYSIS When a purchase clearly 
es benefits future accounting 
periods, it’s an asset, not an 
J expense 


Owners’ 
Assets = Liabilities + Equity 


= eens — 


‘Tf the supplies are expected to be used within the current accounting period, their cost may be debited 
directly to the Supplies Expense account, rather than to an asset account. 
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Feb. 15 Collected $4,980 cash for repairs made to vehicles of Airport Shuttle Service. 


Revenue earned and 
collected 


Owners’ 
Assets = Liabilities + Equity 


+$4,980 +$4,980 


Feb. 28 Billed Harbor Cab Co. $5,400 for maintenance and repair services Overnight 
provided in February. The agreement with Harbor Cab calls for payment to be 


received by March 10. 


Revenue earned but not yet 
collected 


y 


Owners’ 


Assets = Liabilities + Equity 
- ” = a S| 


Recording Income Statement Transactions: An Illustration 


Feb. 28 Paid employees’ wages earned in February, $4,900. 


You as Overnight 
Auto Service’s Accountant 


YOUR TURN 


Your good friend, Fred Jonas, is the manager of Harbor Cab Co. Your family and Fred’s 
family meet frequently outside of your respective workplaces for fun. At a recent barbe- 
cue, Fred asked you about the amount of repair services rendered by Overnight Auto to 
Airport Shuttle Services in February. Airport Shuttle Services competes with Harbor Cab 
Co. for fares to and from the airport. What should you say to Fred? 


(See our comments on the Online Learning Center Web site.) 
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Incurred an expense, paying 
cash 


Owners’ 
Assets = Liabilities + Equity 


—$4,900 —$4,900 
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Feb. 28 Recorded $1,600 utility bill for February. The entire amount is due March 15. 


Incurred an expense to be 
paid later 


Owners’ 
Assets = Liabilities + Equity 


+$1,600 —$1,600 


Feb. 28 Overnight Auto Services declares and pays a dividend of 40 cents per share to the 
owners of its 8,000 shares of capital stock—a total of $3,200.? 


A Dividends account 
signifies a reduction in 
owners’ equity—but it is 
not an expense 

Owners’ 
Assets = Liabilities + Equity 


—$3,200 —$3,200 


? As explained earlier, dividends are not an expense. In Chapter 5, we will show how the balance in the 
Dividends account eventually reduces the amount of Retained Earnings reported in the owners’ equity 
section of the balance sheet. 
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THE JOURNAL 


In our illustration, journal entries were shown in a very abbreviated form. The actual entries 
made in Overnight’s journal appear in Exhibit 3-7. Notice that these formal journal entries 
include short explanations of the transactions, which include such details as the terms of 
credit transactions and the names of customers and creditors. 


OVERNIGHT AUTO SERVICE 


GENERAL JOURNAL 
JANUARY 31-FEBRUARY 28, 2011 


Exhibit 3-7 
GENERAL JOURNAL 
ENTRIES: JANUARY 31 


THROUGH FEBRUARY 28 


Date Account Titles and Explanation Credit 


2011 
Jan. 31 


(OFEV/ Alea chee Pace Gee a Ee o. cin emt eee Garb caeiranie eS ee ere cae ines 2,200 
Repain SemiceiRevenle 2.52. ces eee tee eee 

Repair services rendered to various customers. 

31 Wages: EXDeNnSeie sccctnc ncateyo cee sprere na aenceeere usenet 1,200 


2,200 Journal entries contain 
more information than just rs 


dollar amounts 


1,200 


31 UtilitiesiEXpemse cre coee oes pecensenge soe tco-eeceaeeepeny aoe veeneeee eee ee 200 
GaSe srsscibcs wee cheese agsantaeey scans MecleagGeucaey Areneeteie aut 200 


CEES) a ree een cess eee ee eee ea ern eRe Po 360 
Purchased newspaper advertising from 
Daily Tribune to run in February. 
2 ACVGItISINGHEXD ONS Sissi act ay cea orate tears csdeeeeetertns sie cease msec amet uece 470 
ACCOUNTS! Payable serra: tyvewn a: ae sence merrier sare eaacsereeneratrs 470 
Purchased radio advertising on account 
from KRAM; payment due in 30 days. 
4 Shop: SupplieSi sc sass vereeasserese vce sesu neem ae wee ee recurs 1,400 
AccountsiPavyable wisncisnsele cause eee eee 
Purchased shop supplies on account 
from CAPA; payment due in 30 days. 
15 Gas hitecer sree rare citrate eee A ence en pn Nye aie Seeeenee pune 4,980 
Repair Service Revenue .............-..--+ee ee ees 
Repair services rendered to Airport 
Shuttle Service. 
28 (Accounts: Receivables. : sweats ese: cet sein ase ce eee wee 5,400 
Repair Senvice' Revenue oi. oss. ce so gcse acer ee 
Billed Harbor Cab for services rendered in 
February. 
28 WagesiEXDGNnS@iistacecccususuc aru ot eusarnsnysie eines ts sueetcnniye 4,900 


1,400 


4,980 


5,400 


4,900 
Paid all wages for February. 
28 Wiilities IEXPENSC iS e-7 es ee oe eros ie ee renee ne 1,600 
ACCOUMIS! Payable va cwcdey ove aeehetretereeteieeo ute seen reseseoar eis 
Recorded utility bill for February. 
28 [DNAs Velo is eecerentace terecened-cechcnny Sentara ceeececececic tay enema eeecroeeece aes 3,200 


1,600 


3,200 
Paid cash dividend of 40 cents per share 

on 8,000 shares of capital stock owned by 

the McBryan family. 


February’s Ledger Balances 


After posting all of the January and February transactions, Overnight’s ledger accounts appear 
as shown in Exhibit 3-8. To conserve space, we have illustrated the ledger in T account form 
and have carried forward each account’s summary balance from January 31. For convenience, 
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The Trial Balance 


we show in red the February 28 balance of each account (debit balances appear to the left of 
the account; credit balances appear to the right). 

The accounts in this illustration appear in financial statement order—that is, balance 
sheet accounts first (assets, liabilities, and owners’ equity), followed by the income statement 
accounts (revenue and expenses). 


The Trial Balance 


Since equal dollar amounts of debits and credits are entered in the accounts for every transac- 
tion recorded, the sum of all the debits in the ledger must be equal to the sum of all the credits. 
If the computation of account balances has been accurate, it follows that the total of the 
accounts with debit balances must be equal to the total of the accounts with credit balances. 
Before using the account balances to prepare a balance sheet, it is desirable to prove that 
the total of accounts with debit balances is in fact equal to the total of accounts with credit 
balances. This proof of the equality of debit and credit balances is called a trial balance. A 
trial balance is a two-column schedule listing the names and balances of all the accounts in the 
order in which they appear in the ledger; the debit balances are listed in the left-hand column 
and the credit balances in the right-hand column. The totals of the two columns should agree. A 
trial balance taken from Overnight Auto’s ledger accounts on page 108 is shown in Exhibit 3-9. 


OVERNIGHT AUTO SERVICE 
TRIAL BALANCE 
FEBRUARY 28, 2011 


[hear Serer tee ence tec se tare ae at nano creme Cer entry oe aarr ae Petey ts 52,000 
BUG GiecreicsstcarnctrtemayOrocaeney ate rarhatoRes elon cgeneyn vateaschs ie, APD icy snr see ea saa 36,000 
Mools:andiequipmMentes eves ace ress eheke cues rarstoiene aia sare 12,000 
Notes: payiallole ir cesrcnccteces cteutre soniye stasusintencystnusnetsnsasee: suancwetey aisucos ene $ 30,000 
Accountsipayablesi22.2 eters nae sss accu a crater semi eee) a wesientanne sean ees 10,470 
GapitaliStoGk: sister ve concit ae ecece tie ctah eve iB Sta hoe ade eeetee lens aan coe eanene 80,000 
Retained earnings: -atevcsnsrci oes caeteecnrmnensicesies at oieeesneta enter oe see 0 
LOT Ate (=YnVe eer eate nce eter scumary aaek er cattits ceca ty et cones eater Gucramn aa 3,200 
Repallle SOMMICE FEVEMUC cece se tccesctaearacccy = peetenc eee cos ceneatarece a rantenovseens aoa 12,580 
AAVeEmtiSINGFEXPEMSE. ssie dius csp aeeneuns ele ieunaen evcceeennecie wey ween 830 


WAGES OXPOMSOM aes -nsen pcos cseecsdnat iaeae eg veep nadeamn meee fey ceirpeunecuna ai sas 6,100 
WHilitteStOXPOMSCieeicn creer trees tenes ticenya teen ens tant aserpertn re mrenaeneres 1,800 
$133,050 $133,050 


This trial balance proves the equality of the debit and credit entries in the company’s account- 
ing system. Notice that the trial balance contains both balance sheet and income statement 
accounts. Note also that the Retained Earnings balance is zero. It is zero because no debit or 
credit entries were made to the Retained Earnings account in January or February. Over- 
night, like most companies, updates its Retained Earnings balance only once each year. In 
Chapter 5, we will show how the Retained Earnings account is updated to its proper balance 
at year-end on December 31.7 


3 The balance of $0 in the Retained Earnings account is a highly unusual situation. Because the company is 
still in its first year of operations, no entries have ever been made to update the account’s balance. In any trial 
balance prepared after the first year of business activity, the Retained Earnings account may be expected to 
have a balance other than $0. 
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Learning Objective 


Prepare a trial balance 
and explain its uses and 
limitations. 


Exhibit 3-9 
OVERNIGHT AUTO 


SERVICE’S TRIAL 
BALANCE 


A trial balance proves 
the equality of debits and 
credits—but it also gives 


you a feel for how the 


business stands; but wait— 


there’s more to consider 


Log 
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Learning Objective 


L010 


Distinguish between 
accounting cycle 
procedures and the 
knowledge of accounting. 
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USES AND LIMITATIONS OF THE TRIAL BALANCE 


The trial balance provides proof that the ledger is in balance. The agreement of the debit and 
credit totals of the trial balance gives assurance that: 


1. Equal debits and credits have been recorded for all transactions. 
2. The addition of the account balances in the trial balance has been performed correctly. 


Suppose that the debit and credit totals of the trial balance do not agree. This situation 
indicates that one or more errors have been made. Typical of such errors are (1) the posting 
of a debit as a credit, or vice versa; (2) arithmetic mistakes in determining account balances; 
(3) clerical errors in copying account balances into the trial balance; (4) listing a debit balance 
in the credit column of the trial balance, or vice versa; and (5) errors in addition of the trial 
balance. 

The preparation of a trial balance does not prove that transactions have been correctly ana- 
lyzed and recorded in the proper accounts. If, for example, a receipt of cash were erroneously 
recorded by debiting the Land account instead of the Cash account, the trial balance would 
still balance. Also, if a transaction were completely omitted from the ledger, the error would 
not be disclosed by the trial balance. In brief, the trial balance proves only one aspect of the 
ledger, and that is the equality of debits and credits. 


Concluding Remarks 


THE ACCOUNTING CYCLE IN PERSPECTIVE 


We view the accounting cycle as an efficient means of introducing basic accounting terms, 
concepts, processes, and reports. This is why we introduce it early in the course. As we con- 
clude the accounting cycle in Chapters 4 and 5, please don’t confuse your familiarity with 
this sequence of procedures with a knowledge of accounting. The accounting cycle is but one 
accounting process—and a relatively simple one at that. 

Computers now free accountants to focus upon the more analytical aspects of their disci- 
pline. These include, for example: 


¢ Determining the information needs of decision makers. 

e Designing systems to provide the information quickly and efficiently. 

e Evaluating the efficiency of operations throughout the organization. 

e Assisting decision makers in interpreting accounting information. 

e Auditing (confirming the reliability of accounting information). 

¢ Forecasting the probable results of future operations. 

e Tax planning. 

We will emphasize such topics in later chapters of this text. But let us first repeat a very basic 
point from Chapter 1: The need for some familiarity with accounting concepts and proc- 
esses 1s not limited to individuals planning careers in accounting. Today, an understanding of 


accounting information and of the business world go hand in hand. You cannot know much 
about one without understanding quite a bit about the other. 


Concluding Remarks 


As discussed in Chapter 2, the Sarbanes-Oxley Act (SOX) 
substantially increases the civil and criminal penalties 
associated with securities fraud, including fraudulent 
financial reporting. The increased penalties are intended 
to reduce illegal behaviors. Even prior to SOX, the penal- 
ties available to the government and the Securities and 
Exchange Commission for prosecuting securities fraud were 
substantial. For example, Andrew Fastow, Enron’s former 
chief financial officer, and primary architect of Enron’s 
fraudulent actions, pled guilty to a number of fraud-related 
criminal charges and has received a 10-year prison sentence. 
Former chief executive officer of Enron, Jeffrey Skilling, 
also was convicted of numerous criminal charges related to 
his role at Enron. 

Businesspeople are sometimes told by their superiors to 
commit actions that are unethical and in some instances even 
illegal. The clear message of management is “participate in 
this behavior or find a job elsewhere.” Management pressure 
and intimidation can make it difficult to resist demands to en- 
gage in unethical behavior. Employees sometimes believe that 
they are insulated from responsibility and liability because 
“they were just following orders.” 

As you encounter ethical dilemmas during your business 
career, remember that obeying orders from your superiors that 
are unethical, and certainly those that are illegal, may expose 
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you to serious consequences, including criminal prosecution 
and incarceration. 


END-OF-CHAPTER REVIEW 


Identify the steps in the accounting cycle and 
L01_ discuss the role of accounting records in an 
organization. The accounting cycle generally consists 
of eight specific steps: (1) journalizing (recording) transactions, 
(2) posting each journal entry to the appropriate ledger accounts, 
(3) preparing a trial balance, (4) making end-of-period 
adjustments, (5) preparing an adjusted trial balance, 
(6) preparing financial statements, (7) journalizing and posting 
closing entries, and (8) preparing an after-closing trial balance. 
Accounting records provide the information that is 
summarized in financial statements, income tax returns, and 
other accounting reports. In addition, these records are used by 
the company’s management and employees for such purposes as: 


¢ Establishing accountability for assets and transactions. 

¢ Keeping track of routine business activities. 

¢ Obtaining details about specific transactions. 

e Evaluating the performance of units within the business. 


e Maintaining a documentary record of the business’s activi- 
ties. (Such a record is required by tax laws and is useful for 
many purposes, including audits.) 


Describe a ledger account and a ledger. A ledger 

102 account is a device for recording the increases or decreases 

in one financial statement item, such as a particular asset, 

a type of liability, or owners’ equity. The general ledger is an 

accounting record that includes all the ledger accounts—that is, a 

separate account for each item included in the company’s financial 
statements. 


Understand how balance sheet accounts are 
108 increased or decreased. Increases in assets are 
recorded by debits and decreases are recorded by credits. 
Increases in liabilities and in owners’ equity are recorded by 
credits and decreases are recorded by debits. Notice that the debit 
and credit rules are related to an account’s location in the balance 
sheet. If the account appears on the /eft side of the balance sheet 
(asset accounts), increases in the account balance are recorded by 
left-side entries (debits). If the account appears on the right side 
of the balance sheet (liability and owners’ equity accounts), 
increases are recorded by right-side entries (credits). 


Explain the double-entry system of accounting. The 

104 double-entry system of accounting takes its name from 

the fact that every business transaction is recorded by 

two types of entries: (1) debit entries to one or more accounts 

and (2) credit entries to one or more accounts. In recording any 

transaction, the total dollar amount of the debit entries must 
equal the total dollar amount of the credit entries. 


Explain the purpose of a journal and _ its 
105 relationship to the ledger.The journal is the 
accounting record in which business transactions are 


initially recorded. The entry in the journal shows which ledger 
accounts have increased as a result of the transaction and which 
have decreased. After the effects of the transaction have been 
recorded in the journal, the changes in the individual ledger 
accounts are then posted to the ledger. 


Explain the nature of net income, revenue, and 

L06 expenses. Net income is an increase in owners’ equity 

that results from the profitable operation of a business 

during an accounting period. Net income also may be defined as 

revenue minus expenses. Revenue is the price of goods sold and 

services rendered to customers during the period, and expenses 

are the costs of the goods and services used up in the process of 
earning revenue. 


Apply the realization and matching principles in 

107. recording revenue and expenses. The realization 

principle indicates that revenue should be recorded in 

the accounting records when it is earned—that is, when goods 

are sold or services are rendered to customers. The matching 

principle indicates that expenses should be offset against revenue 

on the basis of cause and effect. Thus, an expense should be 

recorded in the period in which the related good or service is 
consumed in the process of earning revenue. 


Understand how revenue and expense transac- 

L08 tions are recorded in an accounting system. The 

debit and credit rules for recording revenue and expenses 

are based on the rules for recording changes in owners’ equity. 

Earning revenue increases owners’ equity; therefore, revenue is 

recorded with a credit entry. Expenses reduce owners’ equity and 
are recorded with debit entries. 


Prepare a trial balance and explain its uses and 
408 limitations. In a trial balance, separate debit and credit 
columns are used to list the balances of the individual 
ledger accounts. The two columns are then totaled to prove the 
equality of the debit and credit balances. This process provides 
assurance that (1) the total of the debits posted to the ledger was 
equal to the total of the credits and (2) the balances of the individual 
ledger accounts were correctly computed. While a trial balance 
proves the equality of debit and credit entries in the ledger, it does 
not detect such errors as failure to record a business transaction, 
improper analysis of the accounts affected by the transaction, or 
the posting of debit or credit entries to the wrong accounts. 


Distinguish between accounting cycle procedures 

L010 and the knowledge of accounting. Accounting 

procedures involve the steps and processes necessary to 

prepare accounting information. A knowledge of the discipline 

enables one to use accounting information in evaluating 

performance, forecasting operations, and making complex 
business decisions. 


Summary of Learning Objectives 


Key Terms Introduced or 


Emphasized in Chapter 3 


account (p. 86) A record used to summarize all increases and 
decreases in a particular asset, such as cash, or any other type of 
asset, liability, owners’ equity, revenue, or expense. 


accountability (p. 86) The condition of being held responsible 
for one’s actions by the existence of an independent record of 
those actions. Establishing accountability is a major goal of 
accounting records and of internal control procedures. 


accounting cycle (p. 86) The sequence of accounting 
procedures used to record, classify, and summarize accounting 
information. The cycle begins with the initial recording of 
business transactions and concludes with the preparation of 
formal financial statements. 


accounting period (p. 97) The span of time covered by 
an income statement. One year is the accounting period for 
much financial reporting, but financial statements are also 
prepared by companies for each quarter of the year and for 
each month. 


accrual basis of accounting (p. 100) Calls for recording 
revenue in the period in which it is earned and recording 
expenses in the period in which they are incurred. The 
effect of events on the business is recognized as services are 
rendered or consumed rather than when cash is received or 
paid. 


conservatism (p. 99) The traditional accounting practice of 
resolving uncertainty by choosing the solution that leads to the 
lower (more conservative) amount of income being recognized 
in the current accounting period. This concept is designed to 
avoid overstatement of financial strength or earnings. 


credit (p. 87) An amount entered on the right side of a ledger 
account. A credit is used to record a decrease in an asset or an 
increase in a liability or in owners’ equity. 


debit (p. 87) An amount entered on the left side of a ledger 
account. A debit is used to record an increase in an asset or a 
decrease in a liability or in owners’ equity. 


dividends (p. 96) A distribution of resources by a corporation 
to its stockholders. The resource most often distributed is cash. 


double-entry accounting (p. 89) A system of recording every 
business transaction with equal dollar amounts of both debit 
and credit entries. As a result of this system, the accounting 
equation always remains in balance; in addition, the system 
makes possible the measurement of net income and also the use 
of error-detecting devices such as a trial balance. 


expenses (p. 96) The costs of the goods and services used up 
in the process of obtaining revenue. 


fiscal year (p. 98) Any 12-month accounting period adopted 
by a business. 


income statement (p. 96) A financial statement summarizing 
the results of operations of a business by matching its revenue 
and related expenses for a particular accounting period. Shows 
the net income or net loss. 


journal (p. 89) A chronological record of transactions, 
showing for each transaction the debits and credits to be entered 
in specific ledger accounts. The simplest type of journal is called 
a general journal. 


matching principle (p. 99) The generally accepted 
accounting principle that determines when expenses should be 
recorded in the accounting records. The revenue earned during 
an accounting period is matched (offset) with the expenses 
incurred in generating that revenue. 


net income (p. 96) An increase in owners’ equity resulting 
from profitable operations. Also, the excess of revenue earned 
over the related expenses for a given period. 


net loss (p. 96) A decrease in owners’ equity resulting from 
unprofitable operations. 


objectivity (p. 99) Accountants’ preference for using dollar 
amounts that are relatively factual—as opposed to merely matters 
of personal opinion. Objective measurements can be verified. 


posting (p.90) The process of transferring information from 
the journal to individual accounts in the ledger. 


realization principle (p. 98) The generally accepted 
accounting principle that determines when revenue should be 
recorded in the accounting records. Revenue is realized when 
services are rendered to customers or when goods sold are 
delivered to customers. 


retained earnings (p. 96) That portion of stockholders’ 
(owners’) equity resulting from profits earned and retained in 
the business. 


revenue (p. 96) The price of goods and services charged to 
customers for goods and services rendered by a business. 


time period principle (p.97) To provide the users of financial 
statements with timely information, net income is measured for 
relatively short accounting periods of equal length. The period 
of time covered by an income statement is termed the company’s 
accounting period. 


trial balance (p. 109) A two-column schedule listing the 
names and the debit or credit balances of all accounts in the 
ledger. 


114 Chapter 3 The Accounting Cycle: Capturing Economic Events 


Demonstration Problem 


Epler Consulting Services, Inc., opened for business on January 25, 2011. The company maintains 
the following ledger accounts: 


Cash Capital Stock 
Accounts Receivable Retained Earnings 
Office Supplies Consulting Revenue 
Office Equipment Rent Expense 
Accounts Payable Utilities Expense 


The company engaged in the following business activity in January: 


Jan. 20 Issued 5,000 shares of capital stock for $50,000. 
Jan. 20 Paid $400 office rent for the remainder of January. 


Jan. 21 Purchased office supplies for $200. The supplies will last for several months, 
and payment is not due until February 15. 


Jan. 22 Purchased office equipment for $15,000 cash. 


Jan. 26 Performed consulting services and billed clients $2,000. The entire amount 
will not be collected until February. 


Jan. 31 Recorded $100 utilities expense. Payment is not due until February 20. 


Instructions 

a. Record each of the above transactions in general journal form. 

b. Post each entry to the appropriate ledger accounts. 

c. Prepare a trial balance dated January 31, 2011. 

d. Explain why the Retained Earnings account has a zero balance in the trial balance. 


Solution to the Demonstration Problem 


a. 
EPLER CONSULTING SERVICES, INC. 
GENERAL JOURNAL 
Date Account Titles and Explanation Debit Credit 
2011 
Jan. 20 ASW... Fe 25d chic Soh feel Sok doh enle hook AOR, el LS claves Roh ele heen ed 50,000 
Capital Stock 2.00 secede ed eked eee eee bee eee 50,000 


To record the issue of 5,000 shares of capital 
stock at $10 per share. 


20 Flent EXDense nis eco ee eating each na enlace pe wb cecenceres 400 
Cash) westekeri ei dtkeda wide te thitedunkewe ete 400 
To record payment of January rent expense. 
21 Office: Supplie€S 2.54... ei Gewecke tee ei aS Gk bee 200 
Accounts Payable: is eccrsviatanans awaneues tama’ 200 
To record purchase of office supplies on account. 
22 Office Equipment 3... esc nc eee theca weeny swears 15,000 
Oe 9 ee er 15,000 
To record the purchase of office equipment. 
26 Accounts Receivable .............0 000 e cence eee eee 2,000 
Consulting Revenue .................00000 20 ee 2,000 
Billed clients for consulting services rendered. 
31 Utilities Expense .......... 0.0.0.0. 100 
ACCOUNTS: PAVADIE® sec: ca dais ged: o -seade che aide lauds, eenecmtavess 100 
To record January utilities expense due in February. 
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EPLER CONSULTING SERVICES, INC. 


TRIAL BALANCE 


JANUARY 31, 2011 


Office: supplies: .-cc8ct2drsaees tied ar aes Hee boe awa 4 eats 
Office-equipmMent .. occece caked ee acy ed wae ad oa bee aaa hee 
Accounts payable... .. 1... ects $ 
Capital StOCk:..c ..ccc4ccc¢a3 1 Miladsdediet dileseheee he aida 


Retained earnings 
Consulting revenue 


RENTOXPENSC ee osscs, cape a epanenave ce wince, diacdserldvaiisguin te oe yecn Abed a avalengun etl mapa 
Utilities expense... 6... 2. eee ees 


$34,600 
2,000 
200 
15,000 
300 
50,000 
g avedienstarislacates nthe ey nat a atates nee ta. eneee Ayoaneata isiasate, atime 0 
bib te dents ee gO edd Meee th ak Aad Rees dene eda 2,000 
400 
100 
$52,300 $52,300 


d. Epler’s Retained Earnings account balance is zero because the company has been in business 
for only one week and has not yet updated the Retained Earnings account for any revenue or 
expense activities. The periodic adjustment needed to update the Retained Earnings account is 


discussed in Chapter 5. 


Self-Test Questions 


The answers to these questions appear on page 137. 


1. According to the rules of debit and credit for balance sheet 
accounts: 


a. Increases in asset, liability, and owners’ equity accounts 
are recorded by debits. 


b. Decreases in asset and liability accounts are recorded by 
credits. 


c. Increases in asset and owners’ equity accounts are 
recorded by debits. 


d. Decreases in liability and owners’ equity accounts are 
recorded by debits. 


2. Sunset Tours has a $3,500 account receivable from the Del 
Mar Rotary. On January 20, the Rotary makes a partial pay- 
ment of $2,100 to Sunset Tours. The journal entry made 
on January 20 by Sunset Tours to record this transaction 
includes: 


a. A debit to the Cash Received account of $2,100. 

b. A credit to the Accounts Receivable account of $2,100. 
c. A debit to the Cash account of $1,400. 

d. A debit to the Accounts Receivable account of $1,400. 


3. Indicate all of the following statements that correctly 
describe net income. Net income: 


a. Is equal to revenue minus expenses. 


b. Is equal to revenue minus the sum of expenses and 
dividends. 


c. Increases owners’ equity. 


d. Is reported by a company for a specific period of time. 


4. 


Which of the following is provided by a trial balance in 
which total debits equal total credits? 


a. Proof that no transaction was completely omitted from 
the ledger during the posting process. 


b. Proof that the correct debit or credit balance has been 
computed for each account. 


c. Proof that the ledger is in balance. 


d. Proof that transactions have been correctly analyzed and 
recorded in the proper accounts. 


Which of the following explains the debit and credit rules 
relating to the recording of revenue and expenses? 


a. Expenses appear on the left side of the balance sheet and 
are recorded by debits; revenue appears on the right side 
of the balance sheet and is recorded by credits. 


b. Expenses appear on the left side of the income state- 
ment and are recorded by debits; revenue appears on the 
right side of the income statement and is recorded by 
credits. 


c. The effects of revenue and expenses on owners’ equity. 
d. The realization principle and the matching principle. 


Which of the following is not considered an analytical 
aspect of the accounting profession? 


a. Evaluating an organization’s operational efficiency. 
b. Forecasting the probable results of future operations. 


c. Designing systems that provide information to decision 
makers. 


d. Journalizing and posting business transactions. 


Brief Exercises 


Tk 


Indicate all correct answers. In the accounting cycle: 
a. Transactions are posted before they are journalized. 


b. A trial balance is prepared after journal entries have been 
posted. 


c. The Retained Earnings account is not shown as an up-to- 
date figure in the trial balance. 


d. Journal entries are posted to appropriate ledger accounts. 


8. 
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Indicate all correct answers. Dividends: 

a. Decrease owners’ equity. 

b. Decrease net income. 

c. Are recorded by debiting the Dividend account. 
d. 


. Are a business expense. 


SS Discussion Questions 


1. Baker Construction is a small corporation owned and managed = 8. ~ What is the meaning of the term revenue? Does the receipt 
by Tom Baker. The corporation has 21 employees, few cred- of cash by a business indicate that revenue has been earned? 
itors, and no investor other than Tom Baker. Thus, like many Explain. 
small businesses, it has no obligation to issue financial state- 9. What is the meaning of the term expenses? Does the pay- 
ments to creditors or investors. Under these circumstances, ment of cash by a business indicate that an expense has been 
is there any reason for this corporation to maintain account- incurred? Explain. 

i 9 
ae recor! bale ae 10. When do accountants consider revenue to be realized? 

2. What relationship exists between the position of an account What basic question about recording revenue in accounting 
in the balance sheet equation and the rules for recording records is answered by the realization principle? 
increases in that account? : : ; Pee etree 

; ; . . 11. In what accounting period does the matching principle indi- 

3. State Hee the sins . a and nies: as ee to asset cate that an expense should be recognized? 

accounts and as applied to liability and owners’ equity accounts. 
ae ; v ae : 12. Explain the rules of debit and credit with respect to transac- 

4. Does the term debit mean increase and the term credit mean tions recorded in revenue and expense accounts. 
decrease? Explain. pas, . 

: ae . 13. What are some of the limitations of a trial balance? 

5. What requirement is imposed by the double-entry system in . : Sas 
the recording of any business transaction? 14. mae do dividends eae ae equity? Are they treated as 

a business expense? Explain. 

6. Explain the effect of operating profitably on the balance ; 2 : ; : 
sheet of a business entity. 15. mee some es the more analytical functions performed by 

tants. 

7. Does net income represent a supply of cash that could be dis- Pear Tangs gee cione 
tributed to stockholders in the form of dividends? Explain. 

i i m comect 
Brief Exercises NEC 
101 BRIEF Listed below in random order are the eight steps comprising a complete accounting cycle: 
EXERCISE 3.1 Prepare a trial balance. 
Log ‘The Accounting Journalize and post the closing entries. 
Cycle Prepare financial statements. 
Post transaction data to the ledger. 
LOS Prepare an adjusted trial balance. 
Make end-of-period adjustments. 
109 Journalize transactions. 
Prepare an after-closing trial balance. 
a. List these steps in the sequence in which they would normally be performed. (A detailed 
L010 understanding of these eight steps is not required until Chapters 4 and 5.) 
b. Describe ways in which the information produced through the accounting cycle is used by a 
company’s management and employees. 
03. BRIEF Record the following selected transactions in general journal form for Sun Orthopedic Clinic, Inc. 
EXERCISE 3.2 Include a brief explanation of the transaction as part of each journal entry. 
through : 
aoc aad : Oct. 1 The clinic issued 4,000 additional shares of capital stock to Doctor Soges at $50 per 
Transactions in 
LO5 i share. 
a Journa 
Oct. 4 The clinic purchased diagnostic equipment. The equipment cost $75,000, of which 


$25,000 was paid in cash; a note payable was issued for the balance. 
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LO7 


LOS 


LO3 


LO8 


LO3 


LOG 


LOG 


LO7 


LOG 


LO7 


BRIEF 
EXERCISE 3.3 
Recording 
Transactions 


BRIEF 
EXERCISE 3.4 
Debit and Credit 
Rules 


BRIEF 

EXERCISE 3.5 
Changes in Retained 
Earnings 


BRIEF 
EXERCISE 3.6 
Realization and 
Matching Principles 


BRIEF 
EXERCISE 3.7 
When Is Revenue 
Realized? 
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Oct.12 Issued a check for $9,000 in full payment of an account payable to Zeller 
Laboratories. 

Oct.19 Purchased surgical supplies for $2,600. Payment is not due until November 28. 

Oct. 25 Collected a $24,000 account receivable from Health One Insurance Company. 

Oct.30 Declared and paid a $300,000 cash dividend to stockholders. 


Brown Consulting Services organized as a corporation on January 18 and engaged in the following 
transactions during its first two weeks of operation: 


Jan. 18 — Issued capital stock in exchange for $30,000 cash. 

Jan. 22 Borrowed $20,000 from its bank by issuing a note payable. 

Jan. 23 Paid $100 for a radio advertisement aired on January 24. 

Jan. 25 Provided $1,000 of services to clients for cash. 

Jan. 26 Provided $2,000 of services to clients on account. 

Jan. 31 Collected $800 cash from clients for the services provided on January 26. 


a. Record each of these transactions. 


b. Determine the balance in the Cash account on January 31. Be certain to state whether the bal- 
ance is debit or credit. 


Five account classifications are shown as column headings in the table below. For each account 
classification, indicate the manner in which increases and decreases are recorded (i.e., by debits or 
by credits). 


Owners’ 


Revenue Expenses _ Assets Liabilities Equity 


Increases recorded by: 


Decreases recorded by: 


Jackson Corporation’s Retained Earnings account balance was $75,000 on January 1. During 
January, the company recorded revenue of $100,000, expenses of $60,000, and dividends of $5,000. 
The company also purchased land during the period for $20,000 cash. 

Determine the company’s Retained Earnings account balance on January 31. 


On May 26, Breeze Camp Ground paid KPRM Radio $500 cash for ten 30-second advertisements. 
Two of the ads were aired in May, seven in June, and one in July. 


a. Apply the realization principle to determine how much advertising revenue KPRM Radio 
earned from Breeze Camp Ground in May, June, and July. 

b. Apply the matching principle to determine how much advertising expense Breeze Camp 
Ground incurred in May, June, and July. 


The following transactions were carried out during the month of May by M. Palmer and Company, 
a firm of design architects. For each of the five transactions, you are to state whether the transac- 
tion represented revenue to the firm during the month of May. Give reasons for your decision in 
each case. 
a. M. Palmer and Company received $25,000 cash by issuing additional shares of capital stock. 
b. Collected cash of $2,400 from an account receivable. The receivable originated in April from 
services rendered to a client. 
c. Borrowed $12,800 from Century Bank to be repaid in three months. 
Earned $83 interest on a company bank account during the month of May. No withdrawals 
were made from this account in May. 


e. Completed plans for guesthouse, pool, and spa for a client. The $5,700 fee for this project was 
billed to the client in May, but will not be collected until June 25. 
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Log 4 BRIEF During March, the activities of Evergreen Landscaping included the following transactions and 
EXERCISE 3.8 events, among others. Which of these items represented expenses in March? Explain. 
ii When Are Expenses a. Purchased a copying machine for $2,750 cash. 
peunoe? b. Paid $192 for gasoline purchases for a delivery truck during March. 
c. Paid $2,280 salary to an employee for time worked during March. 
d. Paid an attorney $560 for legal services rendered in January. 
e. Declared and paid an $1,800 dividend to shareholders. 
L066 BRIEF Up & Away Airlines has provided the following information regarding cash received for ticket 
EXERCISE 3.9 sales in September and October: 
107 Realization Principle Cash received in September for October flights $500,000 
Cash received in October for October flights 300,000 
Cash received in October for November flights 400,000 
Apply the realization principle to determine how much revenue Up & Away Airlines should report 
in its October income statement. 
Lo6 BRIEF Wilson Consulting has provided the following information regarding cash payments to its employ- 
EXERCISE 3.10 ees in May and June: 
107 Matching Principle Salary payments in May for work performed by employees in April  $ 8,000 
Salary payments in May for work performed by employees in May 15,000 
Salary payments in June for work performed by employees in May 9,000 
Apply the matching principle to determine how much salary expense Wilson Consulting should 
report in its May income statement. 
i @comect" 
E Xe rc I S e S [ACCOUNTING 
101 EXERCISE 3.1 Listed below are eight technical accounting terms introduced in this chapter: 
through PeCOUnUING Realization principle Credit 
Terminology : : Nace : : 
1010 Time period principle Accounting period 
Matching principle Expenses 
Net income Accounting cycle 
Each of the following statements may (or may not) describe one of these technical terms. For 
each statement, indicate the term described, or answer “None” if the statement does not correctly 
describe any of the terms. 
a. The span of time covered by an income statement. 
b. The sequence of accounting procedures used to record, classify, and summarize accounting 
information. 
c. The traditional accounting practice of resolving uncertainty by choosing the solution that 
leads to the lowest amount of income being recognized. 
d. An increase in owners’ equity resulting from profitable operations. 
The underlying accounting principle that determines when revenue should be recorded in the 
accounting records. 
f. The type of entry used to decrease an asset or increase a liability or owners’ equity account. 
g. The underlying accounting principle of offsetting revenue earned during an accounting period 
with the expenses incurred in generating that revenue. 
h. The costs of the goods and services used up in the process of generating revenue. 
L06 EXERCISE 3.2 The purpose of this exercise is to demonstrate the matching principle in a familiar setting. Assume 
The Matching that you own a car that you drive about 15,000 miles each year. 
107 Principle: You as a a. List the various costs to you associated with owning and operating this car. Make an estimate 
Driver of the total annual cost of owning and operating the car, as well as the average cost-per-mile 


that you drive. 
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b. Assume also that you have a part-time job. You usually do not use your car in this job, but 
today your employer asks you to drive 100 miles (round-trip) to deliver some important docu- 
ments. Your employer offers to “reimburse you for your driving expenses.” 


You already have a full tank of gas, so you are able to drive the whole 100 miles without 


stopping and you don’t actually spend any money during the trip. Does this mean that you 
have incurred no “expenses” for which you should be reimbursed? Explain. 


02 EXERCISE 3.3 
Relationship between 
Journal and Ledger 

L095 Accounts 


Transactions are first journalized and then posted to ledger accounts. In this exercise, however, 
your understanding of the relationship between the journal and the ledger is tested by asking you to 
study some ledger accounts and determine the journal entries that probably were made to produce 
these ledger entries. The following accounts show the first six transactions of Avenson Insurance 
Company. Prepare a journal entry (including a written explanation) for each transaction. 


through 


Cash Vehicles 
Nov. 1 120,000 Nov.8 33,600 Nov. 30 9,400 
Nov. 25 12,000 
Nov. 30 1,400 
Land Notes Payable 
Nov. 8 70,000 Nov. 25 12,000 Nov. 8 95,000 
Nov. 30 8,000 
Building Accounts Payable 
Nov. 8 58,600 Nov. 21 480 Nov. 15 3,200 
Office Equipment Capital Stock 
Nov. 15 3,200 Nov. 21 480 Nov. 1 120,000 


L089. EXERCISE 3.4 
Preparing a Trial 
Balance 


Using the information in the ledger accounts presented in Exercise 3.3, prepare a trial balance for 
Avenson Insurance Company dated November 30. 


LOG EXERCISE 3.5 
Relationship between 


The following information came from a recent balance sheet of Apple Computer, Inc.: 


Los Net Income and End of Year Beginning of Year 
Equit 
pices Oe $53.9 billion $39.6 billion 
Liabiliti€S.. 2. .oa0 chee eit pireedebeudeet ade deeda dd $26.0 billion 2 
Owners’ Equity sc5..2% 2. sede Paeee ee ne ee ee doee 2 $21.0 billion 


a. Determine the amount of total liabilities reported in Apple Computer’s balance sheet at the 
beginning of the year. 

b. Determine the amount of total owners’ equity reported in Apple Computer’s balance sheet at 
the end of the year. 

c. Retained earnings was reported in Apple Computer’s year-end balance sheet at $19.5 billion. 
If retained earnings was $13.8 billion at the beginning of the year, determine net income for 
the year if no dividends were declared. 


L02. EXERCISE 3.6 
Effects of 
through Zs 
Transactions on the 
Log Accounting Equation 


Satka Fishing Expeditions, Inc., recorded the following transactions in July: 


1. Provided an ocean fishing expedition for a credit customer; payment is due August 10. 


2. Paid Marine Service Center for repairs to boats performed in June. (In June, Satka Fishing 
Expeditions, Inc., had received and properly recorded the invoice for these repairs.) 


Exercises 


L02. EXERCISE 3.7 
Effects of 

Transactions on the 

LOG Accounting Equation 


throug 


L044. EXERCISE 3.8 
Preparing Journal 
LOG Entries for Revenue, 
Expenses, and 
through Dividends 


LO8 


6. 
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Collected the full amount due from a credit customer for a fishing expedition provided in 
June. 


. Received a bill from Baldy’s Bait Shop for bait purchased and used in July. Payment is due 


August 3. 


Purchased a new fishing boat on July 28, paying part cash and issuing a note payable for the 
balance. The new boat is first scheduled for use on August 5. 


Declared and paid a cash dividend on July 31. 


Indicate the effects that each of these transactions will have upon the following six total amounts 
in the company’s financial statements for the month of July. Organize your answer in tabular form, 
using the column headings shown, and use the code letters | for increase, D for decrease, and NE 
for no effect. The answer to transaction 1 is provided as an example. 


Income Statement Balance Sheet 


Transaction Revenue — Expenses = NetIncome Assets = Liabilities -- Owners’ Equity 


1 I NE I I NE I 


A number of transactions of Claypool Construction are described below in terms of accounts 
debited and credited: 


1. 


eI Am eR wh 


Debit Wages Expense; credit Wages Payable. 

Debit Accounts Receivable; credit Construction Revenue. 
Debit Dividends; credit Cash. 

Debit Office Supplies; credit Accounts Payable. 

Debit Repairs Expense; credit Cash. 

Debit Cash; credit Accounts Receivable. 

Debit Tools and Equipment; credit Cash and Notes Payable. 
Debit Accounts Payable; credit Cash. 


Indicate the effects of each transaction upon the elements of the income statement and the bal- 
ance sheet. Use the code letters | for increase, D for decrease, and NE for no effect. Organize 
your answer in tabular form using the column headings shown below. The answer for transac- 
tion 1 is provided as an example. 


Income Statement Balance Sheet 


Transaction Revenue — Expenses = NetIncome _ Assets = Liabilities + Owners’ Equity 


1 NE I D NE I D 


b. Write a one-sentence description of each transaction. 


Shown below are selected transactions of the architectural firm of Baxter, Claxter, and Stone, Inc. 


a. 
b. 


April 5 Prepared building plans for Spangler Construction Company. Sent Spangler an invoice 


for $900 requesting payment within 30 days. (The appropriate revenue account is 
entitled Drafting Fees Earned.) 


May 17 Declared a cash dividend of $5,000. The dividend will not be paid until June 25. 
May 29 Received a $2,000 bill from Bob Needham, CPA, for accounting services performed 


during May. Payment is due by June 10. (The appropriate expense account is entitled 
Professional Expenses.) 


June 4 Received full payment from Spangler Construction Company for the invoice sent on 


April 5. 


June 10 Paid Bob Needham, CPA, for the bill received on May 29. 
June 25 Paid the cash dividend declared on May 17. 


Prepare journal entries to record the transactions in the firm’s accounting records. 


Identify any of the above transactions that will not result in a change in the company’s net 
income. 
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L083 EXERCISE 3.9 Listed below are eight transactions the Foster Corporation made during November: 
Effects of a. Issued stock in exchange for cash. 
LOG Taps euilils onl hie b. Purchased land. Made partial payment with cash and issued a note payable for the remaining 


Financial Statements balance 


Recorded utilities expense for November. Payment is due in mid-December. 


LO7 


Purchased office supplies with cash. 

Paid outstanding salaries payable owed to employees for wages earned in October. 
Declared a cash dividend that will not be paid until late December. 

Sold land for cash at an amount equal to the land’s historical cost. 


Smo m fo & 


Collected cash on account from customers for services provided in September and October. 
Indicate the effects of the above transactions on each of the financial statement elements shown 


in the column headings below. Use the following symbols: | = Increase, D = Decrease, and 
NE = no effect. 


Transaction Net Income Assets Liabilities Equity 


senmopaos 


Trafflet Enterprises incorporated on May 3, 2011. The company engaged in the following transac- 
tions during its first month of operations: 


A partial list of the account titles used by the company includes: 


Cash Dividends Payable 
Accounts Receivable Dividends 

Office Supplies Capital Stock 

Office Equipment Client Revenue 
Vehicles Office Rent Expense 
Notes Payable Salary Expense 


Accounts Payable Utilities Expense 
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a. Prepare journal entries, including explanations, for the above transactions. 


b. Post each entry to the appropriate ledger accounts (use the T account format illustrated in 
Exhibit 3-8 on page 108). 


c. Prepare a trial balance dated May 31, 2011. Assume accounts with zero balances are not 
included in the trial balance. 


The McMillan Corporation incorporated on September 2, 2011. The company engaged in the 
following transactions during its first month of operations: 


A partial list of the account titles used by the company includes: 


Cash Notes Payable 
Accounts Receivable Accounts Payable 
Office Supplies Capital Stock 
Land Client Revenue 
Building Salary Expense 


a. Prepare journal entries, including explanations, for the above transactions. 


b. Post each entry to the appropriate ledger accounts (use the T account format illustrated in 
Exhibit 3—8 on page 108). 


c. Prepare a trial balance dated September 30, 2011. Assume accounts with zero balances are not 
included in the trial balance. 


Herrold Consulting incorporated on February 1, 2011. The company engaged in the following 
transactions during its first month of operations: 
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A partial list of the account titles used by the company includes: 


Cash Notes Payable 
Accounts Receivable Accounts Payable 
Office Supplies Capital Stock 

Land Client Service Revenue 
Building Advertising Expense 


Office Equipment Salaries Expense 


a. Prepare journal entries, including explanations, for the above transactions. 


b. Post each entry to the appropriate ledger accounts (use the T account format as illustrated in 
Exhibit 3-8 on page 108). 


c. Prepare a trial balance dated February 28, 2011. Assume accounts with zero balances are not 
included in the trial balance. 


L083 EXERCISE 3.13 Listed below are descriptions of six transactions, followed by a table listing six unique combina- 
Analyzing tions of financial statement effects (I is for increase, D is for decrease, and NE is for no effect). 
Transactions In the blank space to the left of each transaction description, place the appropriate letter from 

LO6 the table that indicates the effects of that transaction on the various elements of the financial 

statements. 

LO8 1. _____ Purchased machinery for $5,000, paying $1,000 cash and issuing a $4,000 note pay- 

able for the balance. 
2. _____ Billed clients $16,000 on account. 
3. ______ Recorded a $500 maintenance expense of which $100 was paid in cash and the 
remaining amount was due in 30 days. 
4, ______ Paid an outstanding account payable of $400. 
5. _______ Recorded monthly utilities costs of $300. The entire amount is due in 20 days. 
6. _____ Declared a $40,000 dividend to be distributed in 60 days. 
Transaction Revenue Expenses Assets Liabilities Owners’ Equity 
a NE NE D D NE 
b NE | D | D 
c NE NE NE | D 
d NE | NE | D 
e NE NE | I N 
f | NE I NE | 

L083 EXERCISE 3.14 Listed below are descriptions of six transactions, followed by a table listing six unique combina- 
Analyzing tions of financial statement effects (I is for increase, D is for decrease, and NE is for no effect). 
Transactions In the blank space to the left of each transaction description, place the appropriate letter from 

LOG the table that indicates the effects of that transaction on the various elements of the financial 

statements. 

Log 1. Issued capital stock in exchange for $50,000 cash. 

2. Billed clients $20,000 on account. 

3: Placed a $300 advertisement in the local newspaper. The entire amount is due in 
30 days. 

4. ______ Collected $100 on account from clients. 

5. ______ Recorded and paid a $12,000 dividend. 


Recorded and paid salaries of $15,000. 
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Transaction Revenue Expenses Assets Liabilities Owners’ Equity 
a. NE I NE | D 
b NE I D NE D 
c NE NE D NE D 
d NE NE I NE I 
e | NE I NE I 
f NE NE NE NE NE 
101 : ? : : 
EXERCISE 3.15 Throughout this text, we have many assignments based on the financial statements of Home 
through Using the Financial Depot, Inc., in Appendix A. Refer to the financial statements to respond to the following items: 
LO3 Statements of a. Does the company’s fiscal year end on December 31? How can you tell? 
Home Depot, Inc. ; 
b. State the company’s most recent balance sheet in terms of A = L + E. 
107 SK c. Did the company post more debits to the Cash account during the year than credits? How can 
Ro you tell? 
L010 


Problem Set A saconnect 


‘L038 PROBLEM 3.1A Glenn Grimes is the founder and president of Heartland Construction, a real estate development 
Journalizing. venture. The business transactions during February while the company was being organized are 
“revs Transactions 


listed below. 
WS eXel 


Instructions 
a. Prepare journal entries to record the above transactions. Select the appropriate account titles 
from the following chart of accounts: 
Cash Land 
Accounts Receivable Office Building 
Office Supplies Notes Payable 
Office Furnishings Accounts Payable 
Computer Systems Capital Stock 
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b. Indicate the effects of each transaction on the company’s assets, liabilities, and owners’ equity 
for the month of February. Organize your analysis in tabular form as shown for the February 1 
transaction: 


Transaction Assets = Liabilities + Owners’ Equity 
Feb. 1 +$500,000 (Cash) $0 +$500,000 (Capital Stock) 


03 PROBLEM 3.2A Environmental Services, Inc., performs various tests on wells and septic systems. A few of the 
through ANalyzing and company’s business transactions occurring during August are described below: 
Journalizing 1. On August 1, the company billed customers $2,500 on account for services rendered. Custom- 
L08 Transactions ers are required to make full payment within 30 days. 

2. On August 3, the company purchased testing supplies costing $3,800, paying $800 cash and 
charging the remainder on the company’s 30-day account at Penn Chemicals. The testing sup- 
plies are expected to last several months. 

3. On August 5, the company returned to Penn Chemicals $100 of testing supplies that were not 
needed. The return of these supplies reduced by $100 the amount owed to Penn Chemicals. 

4. On August 17, the company issued an additional 2,500 shares of capital stock at $8 per share. 
The cash raised will be used to purchase new testing equipment in September. 

5. On August 22, the company received $600 cash from customers it had billed on August 1. 

6. On August 29, the company paid its outstanding account payable to Penn Chemicals. 

7. On August 30, a cash dividend totaling $6,800 was declared and paid to the company’s 
stockholders. 


Instructions 


a. Prepare an analysis of each of the above transactions. Transaction | serves as an example of 
the form of analysis to be used. 


1. (a) The asset Accounts Receivable was increased. Increases in assets are recorded by 
debits. Debit Accounts Receivable $2,500. 


(b) Revenue has been earned. Revenue increases owners’ equity. Increases in owners’ 
equity are recorded by credits. Credit Testing Service Revenue $2,500. 


b. Prepare journal entries, including explanations, for the above transactions. 


How does the realization principle influence the manner in which the August | billing to cus- 
tomers is recorded in the accounting records? 


d. How does the matching principle influence the manner in which the August 3 purchase of 
testing supplies is recorded in the accounting records? 


08 PROBLEM 3.3A Weida Surveying, Inc., provides land surveying services. During September, its transactions inclu- 
, Analyzing and ded the following: 


Journalizing Sept. 1 Paid rent for the month of September, $4,400. 
Log Transactions 


throug 


Sept. 3 Billed Fine Line Homes $5,620 for surveying services. The entire amount is due on 
eXcel or before September 28. (Weida uses an account entitled Surveying Revenue when 
billing clients.) 
Sept. 9 Provided surveying services to Sunset Ridge Developments for $2,830. The entire 
amount was collected on this date. 


Sept. 14 Placed a newspaper advertisement in the Daily Item to be published in the 
September 20 issue. The cost of the advertisement was $165. Payment is due in 
30 days. 


Sept. 25 Received a check for $5,620 from Fine Line Homes for the amount billed on 
September 3. 

Sept. 26 Provided surveying services to Thompson Excavating Company for $1,890. 
Weida collected $400 cash, with the balance due in 30 days. 

Sept. 29 Senta check to the Daily Item in full payment of the liability incurred on 
September 14. 


Sept. 30 Declared and paid a $7,600 cash dividend to the company’s stockholders. 


Problem Set A 


through Journalizing, Posting, 


1010 Balance 
eXcel 
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Instructions 

a. Analyze the effects that each of these transactions will have on the following six components 
of the company’s financial statements for the month of September. Organize your answer in 
tabular form, using the column headings shown. Use | for increase, D for decrease, and NE for 
no effect. The September | transaction is provided for you: 


Income Statement Balance Sheet 


Transaction Revenue — Expenses = NetIncome Assets = Liabilities + Owners’ Equity 
Sept. 1 NE I D D NE D 


b. Prepare a journal entry (including explanation) for each of the above transactions. 


Three of September’s transactions involve cash payments, yet only one of these transactions is 
recorded as an expense. Describe three situations in which a cash payment would not involve 
recognition of an expense. 


In June 2011, Wendy Winger organized a corporation to provide aerial photography services. The 
company, called Aerial Views, began operations immediately. Transactions during the month of 
June were as follows: 


The account titles used by Aerial Views are: 


Cash Retained Earnings 

Accounts Receivable Dividends 

Aircraft Aerial Photography Revenue 
Notes Payable Maintenance Expense 
Accounts Payable Fuel Expense 

Dividends Payable Salaries Expense 

Capital Stock Rent Expense 


Instructions 

a. Analyze the effects that each of these transactions will have on the following six components 
of the company’s financial statements for the month of June. Organize your answer in tabular 
form, using the column headings shown. Use I for increase, D for decrease, and NE for no 
effect. The June 1 transaction is provided for you: 


Income Statement Balance Sheet 


Transaction Revenue — Expenses = Net Income Assets = Liabilities + Owners’ Equity 
June 1 NE NE NE I NE I 
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b. Prepare journal entries (including explanations) for each transaction. 

c. Post each transaction to the appropriate ledger accounts (use a running balance format as 
illustrated in Exhibit 3-4 on page 95). 

d. Prepare a trial balance dated June 30, 2011. 

e. Using figures from the trial balance prepared in part d, compute total assets, total liabilities, 
and owners’ equity. Are these the figures that the company will report in its June 30 balance 
sheet? Explain your answer briefly. 


Dr. Schekter, DVM, opened a veterinary clinic on May 1, 2011. The business transactions for May 


are shown below: 
through 


L010 


A partial list of account titles used by Dr. Schekter includes: 


Cash Notes Payable 

Accounts Receivable Accounts Payable 

Office Supplies Capital Stock 

Medical Instruments Veterinary Service Revenue 
Office Fixtures and Equipment Advertising Expense 

Land Salary Expense 

Building 


Instructions 


a. Analyze the effects that each of these transactions will have on the following six components 
of the company’s financial statements for the month of May. Organize your answer in tabular 
form, using the column headings shown below. Use I for increase, D for decrease, and NE for 
no effect. The May | transaction is provided for you: 


Income Statement Balance Sheet 


Transaction Revenue — Expenses = NetIncome Assets = Liabilities + Owners’ Equity 
May 1 NE NE NE I NE I 


b. Prepare journal entries (including explanations) for each transaction. 


Post each transaction to the appropriate ledger accounts (use the T account format illustrated 
in Exhibit 3-8 on page 108). 


d. Prepare a trial balance dated May 31, 2011. 


Using figures from the trial balance prepared in part d, compute total assets, total liabilities, 
and owners’ equity. Did May appear to be a profitable month? 
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‘LO7 PROBLEM 3.6A Donegan’s Lawn Care Service began operations in July 2011. The company uses the following 
Pid ‘Short Comprehensive _ general ledger accounts: 
109 Problem Cash Capital Stock 
Accounts Receivable Retained Earnings 
Office Supplies Mowing Revenue 
Mowing Equipment Salaries Expense 
Accounts Payable Fuel Expense 
Notes Payable 


The company engaged in the following transactions during its first month of operations: 


a. Record each of the above transactions in general journal form. Include a brief explanation of 
the transaction as part of each journal entry. 
b. Post each entry to the appropriate ledger accounts (use the T account format illustrated in 


Exhibit 3-8 on page 108). 
c. Prepare a trial balance dated July 31, 2011. 
d. Explain why the Retained Earnings account has a zero balance in the trial balance. 


L083 PROBLEM 3.7A Sanlucas, Inc., provides home inspection services to its clients. The company’s trial balance dated 
Short Comprehensive June J, 2011, is shown below: 
through 
Problem 


Los SANLUCAS, INC. 
TRIAL BALANCE 


JUNE 1, 2011 


MASI Ai 2 create Bick age hebeclada land ol can dactlan cesarean deal $ 5,100 
Accounts receivable ......... 0... cee eee 2,600 
Inspection supplies ......... 00... eee ees 800 
Accounts payable ..... 0... . 0 eect ett $ 850 
Notes payable: 2 5-.h.0 566d did a tedeled db alee dededue dated gitie debe a 2,000 
DIVIDCNdS) e014 ci cit ao ceaes bos Bedwas bu Peewee bea wees 600 
CapitaliStoCK: 24 4ateceatcochin bate ieethta ta ca bigest sAakied 3,000 
Retained Caring: :.2ic6ccevicd sees Sate ee eds eee eae seed abe 1,800 
Inspection fEVenUe: s-2.2¢cccsedae drdeieds tank o ndaaee haces 8,350 
SalarieS Cxpense. sc: cc seqesbhoctud deaethet outed heres eeew esa 4,900 
Advertising: expense: iscsi sone pee nee ea eee EEE ees 300 
Testing expense ........... ete eee 1,700 


$16,000 $16,000 


Sanlucas engaged in the following transactions in June: 
June 4 Borrowed cash from Community Bank by issuing a $1,500 note payable. 


June 9 Collected a $1,600 account receivable from Nina Lesher. 
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June 10 Purchased $150 of inspection supplies on account. 

June 17 Billed home owners $1,650 for inspection services. The entire amount is due on July 17. 
June 25 Paid WLIR Radio $200 for ads to be aired on June 27. 

June 28 Recorded and paid $1,300 for testing expenses incurred in June. 

June 30 Recorded and paid June salaries of $1,100. 


Instructions 


a. Record the company’s June transactions in general journal form. Include a brief explanation 
of the transaction as part of each journal entry. 

b. Post each entry to the appropriate ledger accounts (use the T account format illustrated in 
Exhibit 3-8 on page 108). 

c. Prepare a trial balance dated June 30, 2011. (Hint: Retained Earnings will be reported at the 
same amount as on June 1. Accounting for changes in the Retained Earnings account resulting 
from revenue, expense, and dividend activities is discussed in Chapter 5.) 


d. Has the company paid all of the dividends that it has declared? Explain. 


08 PROBLEM 3.8A Home Team Corporation recently hired Steve Willits as its bookkeeper. Mr. Willits is somewhat 
Analyzing the Effects inexperienced and has made numerous errors recording daily business transactions. 
108 of Accounting Errors Indicate the effects of the errors described below on each of the financial statement elements 


shown in the column headings. Use the following symbols: O for overstated; U for understated, 
and NE for no effect. 


Net Total Total Owners’ 
Error Income’ Assets Liabilities Equity 


Recorded the issuance of capital stock by 
debiting Capital Stock and crediting Service 
Revenue. 


Recorded the declaration and payment of 
a dividend by debiting Capital Stock and 
crediting Cash. 


Recorded the payment of an account payable 
by debiting Cash and crediting Rent Expense. 


Recorded the collection of an outstanding 
account receivable by debiting Cash and 
crediting Service Revenue. 


Recorded client billings on account by 
debiting Accounts Receivable and crediting 
Advertising Expense. 

Recorded the cash purchase of land by 
debiting Supplies Expense and crediting 
Notes Payable. 


Recorded the purchase of a building on 
account by debiting Cash and crediting 
Dividends Payable. 


Problem Set B 


‘03 PROBLEM 3.1B. Chris North is the founder and president of North Enterprises, a real estate development venture. 
ano%, Journalizing The business transactions during April while the company was being organized are listed below. 
roug . . . 


the sh in the business 1 
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Apr.12 Office furnishings were purchased from Sam’s Furniture at a cost of $12,000. 
A $1,000 cash payment was made at the time of purchase, and an agreement was 
made to pay the remaining balance in two equal installments due May | and June 1. 
Sam’s Furniture did not require that North sign a promissory note. 


Apr. 20 Office supplies were purchased from Office Space for $750 cash. 


Apr. 25 North discovered that it paid too much for a computer printer purchased on April 10. 
The unit should have cost only $600, but North was charged $800. Comp Central 
promised to refund the difference within seven days. 


Apr. 28 Mailed Sam’s Furniture the first installment due on the account payable for office 
furnishings purchased on April 12. 


Apr. 29 Received $200 from Comp Central in settlement of the account receivable created 
on April 25. 


Instructions 
a. Prepare journal entries to record the above transactions. Select the appropriate account titles 
from the following chart of accounts: 
Cash Land 
Accounts Receivable Office Building 
Office Supplies Notes Payable 
Office Furnishings Accounts Payable 
Computer Systems Capital Stock 


b. Indicate the effects of each transaction on the company’s assets, liabilities, and owners’ equity 
for the month of April. Organize your analysis in tabular form as shown below for the April 1 


transaction: 
Transaction Assets = Liabilities + Owners’ Equity 
Apr. 1 +$650,000 (Cash) = $0 +$650,000 (Capital Stock) 
403 PROBLEM 3.2B Lyons, Inc., provides consulting services. A few of the company’s business transactions occurring 
prougn ANalyzing and during June are described below: 
throu 
: Journalizing 1. On June 1, the company billed customers $5,000 on account for consulting services rendered. 
log Transactions Customers are required to make full payment within 30 days. 


2. On June 3, the company purchased office supplies costing $3,200, paying $800 cash and 
charging the remainder on the company’s 30-day account at Office Warehouse. The supplies 
are expected to last several months. 


3. On June 5, the company returned to Office Warehouse $100 of supplies that were not needed. 
The return of these supplies reduced by $100 the amount owed to Office Warehouse. 


4. On June 17, the company issued an additional 1,000 shares of capital stock at $5 per share. 
The cash raised will be used to purchase new equipment in September. 


5. On June 22, the company received $1,200 cash from customers it had billed on June 1. 
6. On June 29, the company paid its outstanding account payable to Office Warehouse. 


7. On June 30, a cash dividend totaling $1,800 was declared and paid to the company’s 
stockholders. 


Instructions 
a. Prepare an analysis of each of the above transactions. Transaction | serves as an example of 
the form of analysis to be used. 
1. (a) The asset Accounts Receivable was increased. Increases in assets are recorded by 
debits. Debit Accounts Receivable $5,000. 
(b) Revenue has been earned. Revenue increases owners’ equity. Increases in owners’ 
equity are recorded by credits. Credit Consulting Revenue $5,000. 


b. Prepare journal entries, including explanations, for the above transactions. 


132 Chapter 3 The Accounting Cycle: Capturing Economic Events 


c. How does the realization principle influence the manner in which the June | billings to cus- 
tomers are recorded in the accounting records? 

d. How does the matching principle influence the manner in which the June 3 purchase of sup- 
plies is recorded in the accounting records? 


03 PROBLEM 3.3B Dana, Inc., provides civil engineering services. During October, its transactions included the 
Preor' Analyzing and following: 
Journalizing Oct. 1 Paid rent for the month of October, $4,000. 


L08 Transactions ; ; : : : 
Oct. 4 Billed Milton Hotels $8,500 for services. The entire amount is due on or before 


October 28. (Dana uses an account entitled Service Revenue when billing clients.) 


Oct. 8 Provided services to Dirt Valley Development for $4,700. The entire amount was 
collected on this date. 


Oct.12 Placed a newspaper advertisement in the Daily Reporter to be published in the 
October 25 issue. The cost of the advertisement was $320. Payment is due in 30 days. 


Oct. 20 Received a check for $8,500 from Milton Hotels for the amount billed on October 4. 


Oct.24 Provided services to Dudley Company for $3,600. Dana collected $300 cash, with the 
balance due in 30 days. 


Oct.25 Sent acheck to the Daily Reporter in full payment of the liability incurred on 
October 12. 


Oct. 29 Declared and paid a $2,600 cash dividend to the company’s stockholders. 


Instructions 


a. Analyze the effects that each of these transactions will have on the following six components 
of the company’s financial statements for the month of October. Organize your answer in 
tabular form, using the column headings shown below. Use | for increase, D for decrease, and 
NE for no effect. The October 1 transaction is provided for you: 


Income Statement Balance Sheet 


Transaction Revenue — Expenses = NetIncome Assets = Liabilities -- Owners’ Equity 
Oct. 1 NE l D D NE D 


b. Prepare a journal entry (including explanation) for each of the above transactions. 


c. Three of October’s transactions involve cash payments, yet only one of these transactions is 
recorded as an expense. Describe three situations in which a cash payment would not involve 
recognition of an expense. 


101 PROBLEM 3.4B In March 2011, Mary Tone organized a corporation to provide package delivery services. The com- 
The Accounting Cycle: pany, called Tone Deliveries, Inc., began operations immediately. Transactions during the month 
through Journalizing, Posting, of March were as follows: 


Loig and Preparing a Trial Mar. 2 The corporation issued 40,000 shares of capital stock to Mary Tone in exchange 
Balance for $80,000 cash. 


Mar. 4 Purchased a truck for $45,000. Made a $15,000 cash down payment and issued 
a note payable for the remaining balance. 


Mar. 5 Paid Sloan Properties $2,500 to rent office space for the month. 

Mar. 9 Billed customers $11,300 for services for the first half of March. 

Mar.15 Paid $7,100 in salaries earned by employees during the first half of March. 

Mar. 19 Paid Bill’s Auto $900 for maintenance and repair services on the company truck. 
Mar. 20 Collected $3,800 of the amounts billed to customers on March 9. 

Mar. 28 Billed customers $14,400 for services performed during the second half of the month. 
Mar. 30 Paid $7,500 in salaries earned by employees during the second half of the month. 


Mar. 30 Received an $830 bill from SY Petroleum for fuel purchased in March. The entire 
amount is due by April 15. 


Mar. 30 Declared a $1,200 dividend payable on April 30. 
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The account titles used by Tone Deliveries are: 


Cash Retained Earnings 
Accounts Receivable Dividends 

Truck Service Revenue 
Notes Payable Maintenance Expense 
Accounts Payable Fuel Expense 


Dividends Payable Salaries Expense 
Capital Stock Rent Expense 


Instructions 

a. Analyze the effects that each of these transactions will have on the following six components 
of the company’s financial statements for the month of March. Organize your answer in tabu- 
lar form, using the column headings shown below. Use | for increase, D for decrease, and NE 
for no effect. The March 2 transaction is provided for you: 


Income Statement Balance Sheet 


Transaction Revenue — Expenses = NetIncome Assets = Liabilities + Owners’ Equity 
Mar. 2 NE NE NE I NE I 


b. Prepare journal entries (including explanations) for each transaction. 
Post each transaction to the appropriate ledger accounts (use a running balance format as 
shown in Exhibit 3-4, page 95). 

d. Prepare a trial balance dated March 31, 2011. 

e. Using figures from the trial balance prepared in part d, compute total assets, total liabilities, 
and owners’ equity. Are these the figures that the company will report in its March 31 balance 
sheet? Explain your answer briefly. 


Dr. Cravati, DMD., opened a dental clinic on August 1, 2011. The business transactions for August 
are shown below: 


A partial list of account titles used by Dr. Cravati includes: 


Cash Office Fixtures and Equipment 
Accounts Receivable Land 

Office Supplies Building 

Notes Payable Service Revenue 

Accounts Payable Advertising Expense 

Capital Stock Salary Expense 


Medical Instruments 
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Instructions 


a. Analyze the effects that each of these transactions will have on the following six components 
of the company’s financial statements for the month of August. Organize your answer in tabu- 
lar form, using the column headings shown below. Use I for increase, D for decrease, and NE 
for no effect. The August | transaction is provided for you: 


Income Statement Balance Sheet 


Transaction Revenue — Expenses = NetIncome Assets = Liabilities + Owners’ Equity 
Aug. 1 NE NE NE I NE I 


b. Prepare journal entries (including explanations) for each transaction. 


Post each transaction to the appropriate ledger accounts (use the T account format as illus- 
trated in Exhibit 3-8 on page 108). 


d. Prepare a trial balance dated August 31, 2011. 


e. Using figures from the trial balance prepared in part d, compute total assets, total liabilities, 
and owners’ equity. Did August appear to be a profitable month? 


Clown Around, Inc., provides party entertainment for children of all ages. The company’s trial bal- 
ance dated February 1, 2011, is shown below. 


CLOWN AROUND, INC. 
TRIAL BALANCE 
FEBRUARY 1, 2011 


Accounts payable: is. cc.cs cece se be eme egies Heed ea $ 800 
Capital StOCK: siccxscd dd... actus ee wieisie de acs tata xia pacha arated ania ack 2,000 
Retained earnings .......... 2.0... eens 750 
DIVIGORMOS soc. seis to esate aie Siceans tenon een alee Beas ausde saw ei diend BdueeteanGyas _ 

Patty revenue n.occ406¢04 dace Stand bg heeled atta dee di donned 1,350 
SalanleSOxpPenSe: is sscsiac ue qalvlakond dataatee a aiyacangc ahaa bie amulet act 830 

Party fo0d:-expense vs. i.0s citededew dae eed cu eho ee oie a acnes 240 

TrAVEl OXPCNSCs onkus i eda wae ek RG LE A tee keg de op ee ee Oe 80 


$4,900 $4,900 


Clown Around engaged in the following transactions in February: 


a. Record the company’s February transactions in general journal form. Include a brief explana- 


tion of the transaction as part of each journal entry. 


b. Post each entry to the appropriate ledger accounts (use the T account format as illustrated in 


Exhibit 3-8 on page 108). 
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c. Prepare a trial balance dated February 28, 2011. (Hint: Retained Earnings will be reported 
at the same amount as it was on February 1. Accounting for changes in the Retained 
Earnings account resulting from revenue, expense, and dividend activities is discussed in 
Chapter 5.) 


d. Will the $100 dividend paid February 28 decrease the company’s income? Explain. 


03 PROBLEM 3.7B Ahuna, Inc., provides in-home cooking lessons to its clients. The company’s trial balance dated 
Short Comprehensive March 1, 2011, is shown below: 
through 
Problem 
L093 


AHUNA, INC. 
TRIAL BALANCE 
MARCH 1, 2011 


Cooking supplies ........... 0... cee eee eee 800 
Accounts payable weikie sian daoeaihia divide aeaeia denis aoe $ 300 
Dividends payable: cas cs cccewen cabs eewen bene a8 od bee meee He 500 
Dividends? i s.002 ender dagnare Pra erae aaa dementias donned pee 500 
GabpitaliStOCk insndncc en dina added as hited ee alae gated ee we 6,000 
Retained earings: cccisacicrcrncei gear aa aew need ea kao Pw 1,400 
Gent FeVeNUC is). ont et ea ede abe Seda he One eRe ES 5,800 
Salaries expense ......... 0... eee eens 3,100 
TraveliexpenS? 22s cic ea Pade pease See eee EMO AEG Slee 1,500 
Printing expense ......... 0... eee eee 600 


$14,000 $14,000 


Ahuna engaged in the following transactions in March: 


Mar. 3 Collected a $1,200 account receivable from Kim Mitchell. 

Mar.11 Purchased cooking supplies for $700 cash. 

Mar. 15 Paid $200 of outstanding accounts payable. 

Mar. 20 Issued additional shares of capital stock for $4,000 cash. 

Mar. 24 Recorded $6,200 of client revenue on account. 

Mar. 27 Paid March salaries of $900. 

Mar. 30 Recorded and paid March travel expenses of $400. 

Mar. 31 Recorded $300 in printing expenses for recipe books. Payment is due April 12. 


Instructions 
a. Record the company’s March transactions in general journal form. Include a brief explanation 
of the transaction as part of each journal entry. 


b. Post each entry to the appropriate ledger accounts (use the T account format illustrated in 
Exhibit 3-8 on page 108). 

c. Prepare a trial balance dated March 31, 2011. (Hint: Retained Earnings will be reported at the 
same amount as it was on March 1. Accounting for changes in the Retained Earnings account 
resulting from revenue, expense, and dividend activities is discussed in Chapter 5.) 


d. Has the company paid all of the dividends that it has declared? Explain. 


03 PROBLEM 3.8B Blind River, Inc., recently hired Neil Young as its bookkeeper. Mr. Young is somewhat inexperi- 
Analyzing the Effects enced and has made numerous errors recording daily business transactions. 
Loe of Accounting Errors Indicate the effects of the errors described below on each of the financial statement elements 


shown in the column headings. Use the following symbols: O for overstated; U for understated; 
and NE for no effect. 
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Net Total Total Owners’ 
Error Income’ Assets Liabilities Equity 


Recorded the issuance of capital stock by 
debiting Dividends and crediting Cash. 
Recorded the payment of an account payable 
by debiting Cash and crediting Accounts 
Receivable. 

Recorded the collection of an outstanding 
account receivable by debiting Service 
Revenue and crediting Cash. 

Recorded client billings on account by debiting 
Accounts Payable and crediting Cash. 
Recorded the payment of an outstanding 
dividend payable by debiting Dividends and 
crediting Cash. 

Recorded the payment of salaries payable by 
debiting Salaries Expense and crediting 
Salaries Payable. 

Recorded the purchase of office supplies on 
account by debiting Rent Expense and 
crediting Office Supplies. 


Critical Thinking Cases 


Loz CASE 3.1 The realization principle determines when a business should recognize revenue. Listed next are 
Revenue Recognition three common business situations involving revenue. After each situation, we give two alternatives 
as to the accounting period (or periods) in which the business might recognize this revenue. Select 

L010 the appropriate alternative by applying the realization principle, and explain your reasoning. 


a. Airline ticket revenue: Most airlines sell tickets well before the scheduled date of the flight. 
(Period ticket sold; period of flight) 

b. Sales on account: In June 2011, a San Diego-based furniture store had a big sale, featuring 
“No payments until 2012.” (Period furniture sold; periods that payments are received from 
customers) 

c. Magazine subscriptions revenue: Most magazine publishers sell subscriptions for future delivery 
of the magazine. (Period subscription sold; periods that magazines are mailed to customers) 


LOG CASE 3.2 Kim Morris purchased Print Shop, Inc., a printing business, from Chris Stanley. Morris made a 
Measuring Income cash down payment and agreed to make annual payments equal to 40 percent of the company’s 
107 Fairly net income in each of the next three years. (Such “earn-outs” are a common means of financing 


the purchase of a small business.) Stanley was disappointed, however, when Morris reported a first 
year’s net income far below Stanley’s expectations. 

The agreement between Morris and Stanley did not state precisely how “net income” was to be 
measured. Neither Morris nor Stanley was familiar with accounting concepts. Their agreement stated 
only that the net income of the corporation should be measured in a “fair and reasonable manner.” 

In measuring net income, Morris applied the following policies: 


L010 


1. Revenue was recognized when cash was received from customers. Most customers paid in 
cash, but a few were allowed 30-day credit terms. 


2. Expenditures for ink and paper, which are purchased weekly, were charged directly to Sup- 
plies Expense, as were the Morris family’s weekly grocery and dry cleaning bills. 


3. Morris set her annual salary at $60,000, which Stanley had agreed was reasonable. She also 
paid salaries of $30,000 per year to her husband and to each of her two teenage children. 
These family members did not work in the business on a regular basis, but they did help out 
when things got busy. 


4. Income taxes expense included the amount paid by the corporation (which was computed 
correctly), as well as the personal income taxes paid by various members of the Morris family 
on the salaries they earned working for the business. 


Critical Thinking Cases 


LOG CASE 3.3 
Whistle-Blowing 

L07 

L010 


LO6 INTERNET 
CASE 3.4 
Revenue from Various 
Sources 
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5. The business had state-of-the-art printing equipment valued at $150,000 at the time Morris 
purchased it. The first-year income statement included a $150,000 equipment expense related 
to these assets. 


Instructions 


a. Discuss the fairness and reasonableness of these income-measurement policies. (Remember, 
these policies do not have to conform to generally accepted accounting principles. But they 
should be fair and reasonable.) 


b. Do you think that the net cash flow generated by this business (cash receipts less cash outlays) 
is higher or lower than the net income as measured by Morris? Explain. 


Happy Trails, Inc., is a popular family resort just outside Yellowstone National Park. Summer is 
the resort’s busy season, but guests typically pay a deposit at least six months in advance to guar- 
antee their reservations. 

The resort is currently seeking new investment capital in order to expand operations. The more 
profitable Happy Trails appears to be, the more interest it will generate from potential investors. 
Ed Grimm, an accountant employed by the resort, has been asked by his boss to include $2 million 
of unearned guest deposits in the computation of income for the current year. Ed explained to his 
boss that because these deposits had not yet been earned they should be reported in the balance 
sheet as liabilities, not in the income statement as revenue. Ed argued that reporting guest deposits 
as revenue would inflate the current year’s income and may mislead investors. 

Ed’s boss then demanded that he include $2 million of unearned guest deposits in the computa- 
tion of income or be fired. He then told Ed in an assuring tone, “Ed, you will never be held respon- 
sible for misleading potential investors because you are just following my orders.” 


Instructions 

Should Ed Grimm be forced to knowingly overstate the resort’s income in order to retain his job? 
Is Ed’s boss correct in saying that Ed cannot be held responsible for misleading potential investors? 
Discuss. 


Visit the home page of PC Connection at the following Internet location: www.pcconnection 
com. 

Follow links to “Investors and Media” by accessing the “About Us” link at the bottom of the 
company’s home page. 

Locate the company’s most recent annual report. What percent of the company’s total revenue 
is generated by sales to public sector customers (e.g., governmental agencies, educational institu- 
tions, etc.)? Have sales to public sector customers increased or decreased during the past three 
years? What are the company’s other business segments? 


Internet sites are time and date sensitive. It is the purpose of these exercises to have you explore 
the Internet. You may need to use the Yahoo! search engine http://www.yahoo.com (or another 
favorite search engine) to find a company’s current Web address. 


Answers to Self-Test Questions 


1d 2. b 3. a,c, andd 4. c bb © 6. d 7. b,c, andd 
8. aandc 


The Accounting Cycle 


Accruals and Deferrals 


© Bill Bachmann/Photoedit 


AFTER STUDYING THIS CHAPTER, YOU SHOULD BE ABLE TO: 


a Explain the purpose of adjusting entries. 


Describe and prepare the four basic types of adjusting entries. 

03 Prepare adjusting entries to convert assets to expenses. 

104 Prepare adjusting entries to convert liabilities to revenue. 

105 Prepare adjusting entries to accrue unpaid expenses. 

106 Prepare adjusting entries to accrue uncollected revenue. 

L07_ ~—_- Explain how the principles of realization and matching relate to adjusting entries. 
tog Explain the concept of materiality. 


Prepare an adjusted trial balance and describe its purpose. 


CARNIVAL CORPORATION 


When is revenue actually earned by a company? In many cases, revenue 
is earned when cash is received at the point of sale. For instance, when 
a taxicab driver takes someone to the airport, revenue is earned when the 
passenger is dropped off at the appropriate terminal and the fare is collected. 
Suppose the same passenger boards a cruise ship to the 
Bahamas using a ticket that was purchased six months in advance. At what 
point should the cruise line recognize that ticket revenue has been earned? 
A recent balance sheet provides the answer to this 
question. 

In its balance sheet, reports a $2.6 billion liability 
account called Customer Deposits. As passengers purchase tickets in 
advance, credits the Customer Deposits account for 
an amount equal to the cash it receives. It is not until passengers actually 
use their tickets that the company reduces this liability account and records 


Passenger Revenue in its income statement. m= 
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Learning Objective 


LO01 


Learning Objective 


L02 


Explain the purpose of 
adjusting entries. 


Describe and prepare 
the four basic types of 
adjusting entries. 


Chapter 4 The Accounting Cycle: Accruals and Deferrals 


For most companies, revenue is not always earned as cash is received, nor is an expense 
necessarily incurred as cash is disbursed. Timing differences between cash flows and the rec- 
ognition of revenue and expenses are referred to as accruals and deferrals. In this chapter, we 
examine how accounting information must be adjusted for accruals and deferrals prior to the 
preparation of financial statements. 

The first three steps of the accounting cycle were discussed in Chapter 3. They included 
(1) recording transactions, (2) posting transactions, and (3) preparing a trial balance. In this 
chapter, we focus solely upon the fourth step of the accounting cycle: performing the end-of- 
period adjustments required to measure business income. The remaining steps of the cycle are 
covered in Chapter 5. 


Adjusting Entries 


There is more to the measurement of business income than merely recording simple rev- 
enue and expense transactions that affect only a single accounting period. Certain transactions 
affect the revenue or expenses of two or more accounting periods. The purpose of adjusting 
entries is to assign to each accounting period appropriate amounts of revenue and expense. 
For example, Overnight Auto Service purchased shop supplies that will be used for several 
months. Thus, an adjusting entry is required to record the expense associated with the shop 
supplies that Overnight uses each month. 


THE NEED FOR ADJUSTING ENTRIES 


For purposes of measuring income and preparing financial statements, the life of a business is 
divided into a series of accounting periods. This practice enables decision makers to compare 
the financial statements of successive periods and to identify significant trends. 

But measuring net income for a relatively short accounting period—such as a month or 
even a year—poses a problem because, as mentioned above, some business activities affect 
the revenue and expenses of multiple accounting periods. Therefore, adjusting entries are 
needed at the end of each accounting period to make certain that appropriate amounts of rev- 
enue and expense are reported in the company’s income statement. 

For example, magazine publishers often sell two- or three-year subscriptions to their pub- 
lications. At the end of each accounting period, these publishers make adjusting entries rec- 
ognizing the portion of their advance receipts that have been earned during the current period. 
Most companies also purchase insurance policies that benefit more than one period. There- 
fore, an adjusting entry is needed to make certain that an appropriate portion of each policy’s 
total cost is reported in the income statement as insurance expense for the period. In short, 
adjusting entries are needed whenever transactions affect the revenue or expenses of more 
than one accounting period. These entries assign revenues to the period in which they are 
earned, and expenses to the periods in which related goods or services are used. 

In theory, a business could make adjusting entries on a daily basis. But as a practical mat- 
ter, these entries are made only at the end of each accounting period. For most companies, 
adjusting entries are made on a monthly basis. 


TYPES OF ADJUSTING ENTRIES 


The number of adjustments needed at the end of each accounting period depends entirely 
upon the nature of the company’s business activities. However, most adjusting entries fall into 
one of four general categories:! 


1. Converting assets to expenses. A cash expenditure (or cost) that will benefit more 
than one accounting period usually is recorded by debiting an asset account (for 


‘A fifth category of adjusting entries consists of adjustments related to the valuation of certain assets, such 
as marketable securities and accounts receivable. These valuation adjustments are explained and illustrated in 
Chapter 7. 


Adjusting Entries 


example, Supplies, Unexpired Insurance, and so on) and by crediting Cash. The 
asset account created actually represents the deferral (or the postponement) of an 
expense. In each future period that benefits from the use of this asset, an adjust- 
ing entry is made to allocate a portion of the asset’s cost from the balance sheet to 
the income statement as an expense. This adjusting entry is recorded by debiting 
the appropriate expense account (for example, Supplies Expense or Insurance 
Expense) and crediting the related asset account (for example, Supplies or Unexpired 
Insurance). 


2. Converting liabilities to revenue. A business may collect cash in advance for services to 
be rendered in future accounting periods. Transactions of this nature are usually recorded 
by debiting Cash and by crediting a liability account (typically called Unearned Reve- 
nue). Here, the liability account created represents the deferral (or the postponement) of 
a revenue. In the period that services are actually rendered (or that goods are sold), an 
adjusting entry is made to allocate a portion of the liability from the balance sheet to the 
income statement to recognize the revenue earned during the period. The adjusting entry 
is recorded by debiting the liability (Unearned Revenue) and by crediting Revenue Earned 
(or a similar account) for the value of the services. 


3. Accruing unpaid expenses. An expense may be incurred in the current accounting period 
even though no cash payment will occur until a future period. These accrued expenses 
are recorded by an adjusting entry made at the end of each accounting period. The adjust- 
ing entry is recorded by debiting the appropriate expense account (for example, Interest 
Expense or Salary Expense) and by crediting the related liability (for example, Interest 
Payable or Salaries Payable). 


4. Accruing uncollected revenue. Revenue may be earned (or accrued) during the cur- 
rent period, even though the collection of cash will not occur until a future period. 
Unrecorded earned revenue, for which no cash has been received, requires an adjusting 
entry at the end of the accounting period. The adjusting entry is recorded by debiting 
the appropriate asset (for example, Accounts Receivable or Interest Receivable) and 
by crediting the appropriate revenue account (for example, Service Revenue Earned or 
Interest Earned). 


ADJUSTING ENTRIES AND TIMING DIFFERENCES 


In an accrual accounting system, there are often timing differences between cash flows and 
the recognition of expenses or revenue. A company can pay cash in advance of incurring 
certain expenses or receive cash before revenue has been earned. Likewise, it can incur 
certain expenses before paying any cash or it can earn revenue before any cash is received. 
These timing differences, and the adjusting entries that result from them, are summarized 
below. 


e Adjusting entries to convert assets to expenses result from cash being paid prior to an 
expense being incurred. 


e Adjusting entries to convert liabilities to revenue result from cash being received prior to 
revenue being earned. 


e Adjusting entries to accrue unpaid expenses result from expenses being incurred before 
cash is paid. 

e Adjusting entries to accrue uncollected revenue result from revenue being earned before 
cash is received. 


As illustrated in Exhibit 4-1, adjusting entries provide important linkages between account- 
ing periods related to these timing differences. Specifically, they link: (1) prior period cash 
outflows to current period expenses, (2) prior period cash inflows to current period revenue, 
(3) current period expenses to future cash outflows, and (4) current period revenue to future 
period cash inflows. 
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Exhibit 4-1 ADJUSTING ENTRIES PROVIDE LINKS 


Prior periods 


Transaction 
Pay cash in advance 


Converting assets to of incurring expense >t 
expenses (@.9., (creates an asset) | 
apportioning the cost of | 
equipment, supplies, and | 
insurance policies) | 
| 

| 

| 

| 

Transaction | 

Converting liabilities to Collect cashin advance _ | 
revenue (e.g., apportioning of earning revenue 1 


advance collections (creates a liability) 


for season tickets, 
customer deposits, and 
magazine subscriptions) 


Accruing unpaid expenses 
(e.g., unpaid salaries, 
taxes, and interest) 


Accruing uncollected 
revenue (e.g., interest 
earned but not received 
and work completed but 
not yet billed to the 
customer) 


Prior periods 
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BETWEEN ACCOUNTING PERIODS 
End of 
current 
period 


Current period 


I 
(1) Recognizes portion | 
of asset consumed | 

as expense, and | 

(2) Reduces balance | 
of asset account l 

| 


| 

(1) Recognizes portion | 
earned as revenue, and | 

(2) Reduces balance 
of liability account | 

| 

| 


v4 1 
(1) Recognizes expenses i 
incurred, and ina 

(2) Records liability 
for future payment 


a 


(1) Recognizes revenue | 
earned but not yet 
recorded, and | 

(2) Records receivable | 


Current period 


CHARACTERISTICS OF ADJUSTING ENTRIES 


Keep in mind two important characteristics of all adjusting entries: First, every adjusting 
entry involves the recognition of either revenue or expenses. Revenue and expenses represent 
changes in owners’ equity. However, owners’ equity cannot change by itself; there also must 
be a corresponding change in either assets or liabilities. Thus every adjusting entry affects 
both an income statement account (revenue or expense) and a balance sheet account (asset or 
liability). Rarely do adjusting entries include an entry to Cash. 

Second, adjusting entries are based on the concepts of accrual accounting, not upon 
monthly bills or month-end transactions. No one sends Overnight Auto Service a bill saying, 
“Shop Supply Expense for the month is $500.” Yet, Overnight must be aware of the need to 


Future periods 


Transaction 
Pay cash in 
settlement of 
liability 


Transaction 

Collect cash 
in settlement of _ 
receivable } 


Future periods 
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record the estimated cost of shop supplies consumed if it is to measure income properly for 
the period. Making adjusting entries requires a greater understanding of accrual accounting 
concepts than does the recording of routine business transactions. In many businesses, the 
adjusting process is performed by the controller or by a professional accountant, rather than 
by the regular accounting staff. 


YEAR-END AT OVERNIGHT AUTO SERVICE 


To illustrate the various types of adjusting entries, we will again use our example involving 
Overnight Auto Service. Chapter 3 concluded with Overnight’s trial balance dated February 28, 
2011 (the end of the company’s second month of operations). We will now skip ahead to 
December 31, 201]—the end of Overnight’s first year of operations. This will enable us to 
illustrate the preparation of annual financial statements, rather than statements that cover only 
a single month. 

Most companies make adjusting entries every month. We will assume that Overnight has 
been following this approach throughout 2011. The company’s unadjusted trial balance dated 
December 31, 2011, appears in Exhibit 4—2. It is referred to as an unadjusted trial balance 
because Overnight last made adjusting entries on November 30; therefore, it is still necessary 
to make adjusting entries for the month of December. 


OVERNIGHT AUTO SERVICE 
TRIAL BALANCE 
DECEMBER 31, 2011 


WinexpiredlinSUranCe: ia: -.t2 niceties acs ieroe moss teats th speers ence tena 4,500 
WANCkac renee ate tke Gree ma eee aS SOR a ais wera 52,000 
Le{Uil (ol [ate kpeeeemurery set neererece etn harererenet sour reecanearer anger artery Rarer ona 36,000 
Accumulated’ depreciation: bUIGING esa. even cca weet e ye $ 1,500 
MoolssangequipmMenive.-wiss esas ee aus nus oe cise ees yene 12,000 
Accumulated depreciation: tools and equipment ................. 2,000 
Notes'payablei...cti. oy so cnne cess mele: Bemeueia nen oes eee 4,000 
Accounts payablejncnc gevsc.n cats cerers ccceuensie o pemeteycts eden et eneters 2,690 
Incomeitaxes}payable.s 2. nace aaee ns ee nee eee aes 1,560 
Unearmedirentirevenueie as osesmanes cote a cenacee mee hain 9,000 
Capitalistocks ass cncme cn sae in em ome A ee eerie 80,000 
Retained @artingS 72 c.cuis cers eens senna sea mieaia acca he erecta 0 
DIN le l=}nle oakemeneniaens emesis aren erne ner ahem eee eran ace eee oerraee ae 14,000 
RepalrSenvicerevenuUes ie eire mice cere bean tees ones te teretena d7250 
ACVEMUSINGiOXPENSO san is at ocare earn ne amas eve oer 3,900 
Wiagesiexpomser tery. crn se tepecte nace srmceeten eeceings base semen earner 56,800 
SuUppliGSiexpEN Sasi cs kee aera eet nee, Le et ro concn 6,900 
Depreciation expense: building ..............-..+00e eee eee eee 1,500 
Depreciation expense: tools and equipment .................... 2,000 
UtilitiessexPenSek cine c cs ematical onincane a aa chasm oan 19,400 
INSUFANCETEXDENSO ser earner chev ente eastern nent aes ease pens 13,500 
Income'taxes‘expenS@ 2.2. sec beewe apeeecnemosrs aatme cone 22,608 


$272,000 $272,000 


In the next few pages we illustrate several transactions, as well as the related adjusting 
entries. Both are shown in the format of general journal entries. To help distinguish between 
transactions and adjusting entries, transactions are printed in blue and adjusting entries in red. 


Exhibit 4-2 


UNADJUSTED TRIAL 
BALANCE 
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Learning Objective 
Prepare adjusting entries 


L03 to convert assets to 


expenses. 


The adjusting entry 
required to convert the 
cost of supplies used 
from an asset account to 
an expense 


Purchase 12 months of 
insurance coverage 
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CONVERTING ASSETS TO EXPENSES 


When a business makes an expenditure that will benefit more than one accounting period, the 
amount usually is debited to an asset account. At the end of each period benefiting from this 
expenditure, an adjusting entry is made to transfer an appropriate portion of the cost from the 
asset account to an expense account. This adjusting entry reflects the fact that part of the asset 
has been used up—or become an expense—during the current accounting period. 

An adjusting entry to convert an asset to an expense consists of a debit to an expense 
account and a credit to an asset account (or contra-asset account). Examples of these adjust- 
ments include the entries to apportion the costs of prepaid expenses and entries to record 
depreciation expense. 


Prepaid Expenses Payments in advance often are made for such items as insurance, 
rent, and office supplies. If the advance payment (or prepayment) will benefit more than just 
the current accounting period, the cost represents an asset rather than an expense. The cost of 
this asset will be allocated to expense in the accounting periods in which the services or the 
supplies are used. In summary, prepaid expenses are assets; they become expenses only as the 
goods or services are used up. 


Shop Supplies To illustrate, consider Overnight’s accounting policies for shop sup- 
plies. As supplies are purchased, their cost is debited to the asset account Shop Supplies. It 
is not practical to make journal entries every few minutes as supplies are used. Instead, an 
estimate is made of the supplies remaining on hand at the end of each month; the supplies that 
are “missing” are assumed to have been used. 

Prior to making adjusting entries at December 31, the balance in Overnight’s Shop Sup- 
plies account is $1,800. The balance of this asset account represents shop supplies on hand 
on November 30. The Supplies Expense account shows a balance of $6,900, which represents 
the cost of supplies used through November 30. Assume that approximately $1,200 of shop 
supplies remain on hand at December 31. This suggests that supplies costing about $600 have 
been used in December; thus, the following adjusting entry is made: 


Dec: 31 ~Supplies Expense: sis2ac.cs:2-.iuetaneereecs sesbmaee nee an 
SNOP:SUNPIICS = sarees ceenel ac eiemercent aoe sie eerae caaeeee 


December Shop Supplies adjusting entry. 


600 


This adjusting entry serves two purposes: (1) it charges to expense the cost of supplies 
used in December, and (2) it reduces the balance of the Shop Supplies account to $1,200—the 
amount of supplies estimated to be on hand at December 31. 


Insurance Policies Insurance policies also are a prepaid expense. These policies pro- 
vide a service, insurance protection, over a specific period of time. As the time passes, the 
insurance policy expires—that is, it is used up in business operations. 

To illustrate, assume that on March 1, Overnight purchased for $18,000 a one-year insur- 
ance policy providing comprehensive liability insurance and insurance against fire and dam- 
age to customers’ vehicles while in Overnight’s facilities. This expenditure (a transaction) 
was debited to an asset account, as follows (again, this is a transaction, not an adjusting entry): 


Mar. 1 


Purchased an insurance policy providing 
coverage for the next 12 months. 


This $18,000 expenditure provides insurance coverage for a period of one full year. There- 
fore, 1/12 of this cost, or $1,500, is recognized as insurance expense every month. The $13,500 
insurance expense reported in Overnight’s trial balance represents the portion of the insurance 


Adjusting Entries 


policy that has expired between March | and November 30 ($1,500/mo. < 9 months). The 
$4,500 amount of unexpired insurance shown in the trial balance is the remaining cost of the 
12-month policy still in effect as of November 30 ($1,500/mo. X 3 months). By December 31, 
another full month of the policy has expired. Thus, the insurance expense for December is 
recorded by the following adjusting entry at month-end: 


Dee23i? lnsuitanceEXDEMSO eae. cann er ec ae aces ete eras me eereicrsrsceeriete 1,500 
Unexpired insurance) sk sence ee ee teem ges re ie ese = 1,500 
December Insurance Expense adjusting entry. 


Notice the similarities between the effects of this adjusting entry and the one that we made 
previously for shop supplies. In both cases, the entries transfer to expense that portion of an 
asset used up during the period. This flow of costs from the balance sheet to the income state- 
ment is illustrated in Exhibit 4-3. 


Balance Sheet 


Cost of supplies 

and insurance —————> 
policies that will 

benefit future 

periods 


As supplies and 
insurance policies 
are used or expire 


YOUR TURN You as a Car Owner 


Car owners typically pay insurance premiums six months in advance. Assume that 
you recently paid your six-month premium of $600 on February 1 (for coverage through 
July 31). On March 31, you decide to switch insurance companies. You call your existing 
agent and ask that your policy be canceled. Are you entitled to a refund? If so, why, and 
how much will it be? 


(See our comments on the Online Learning Center Web site.) 


Recording Prepayments Directly in the Expense Accounts In our illus- 
tration, payments for shop supplies and for insurance covering more than one period were 
debited to asset accounts. However, some companies follow an alternative policy of debiting 
such prepayments directly to an expense account, such as Supplies Expense. At the end of the 
period, the adjusting entry then would be to debit Shop Supplies and credit Supplies Expense 
for the cost of supplies that had not been used. 

This alternative method leads to the same results as does the procedure used by Overnight. 
Under either approach, the cost of supplies used during the current period is treated as an 
expense, and the cost of supplies still on hand is carried forward in the balance sheet as an asset. 
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The adjusting entry 
required to record the cost 
of insurance coverage 

expiring in December 


Exhibit 4-3 
AN EXPIRED ASSET 
BECOMES AN EXPENSE 
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Exhibit 4-4 
THE DEPRECIATION 
PROCESS 
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In this text, we will follow Overnight’s practice of recording prepayments in asset accounts 
and then making adjustments to transfer these costs to expense accounts as the assets expire. 
This approach correctly describes the conceptual flow of costs through the elements of finan- 
cial statements. That is, a prepayment is an asset that later becomes an expense. The alternative 
approach is used widely in practice only because it is an efficient “shortcut,” which standard- 
izes the recording of transactions and may reduce the number of adjusting entries needed at the 
end of the period. Remember, our goal in this course is to develop your ability to understand 
and use accounting information, not to train you in alternative bookkeeping procedures. 

The idea of shop supplies and insurance policies being used up over several months is easy 
to understand. But the same concept also applies to assets such as buildings and equipment. 
These assets are converted to expenses through the process of depreciation. 


THE CONCEPT OF DEPRECIATION 


Depreciable assets are physical objects that retain their size and shape but that eventually 
wear out or become obsolete. They are not physically consumed, as are assets such as sup- 
plies, but nonetheless their economic usefulness diminishes over time. Examples of depre- 
ciable assets include buildings and all types of equipment, fixtures, furnishings—and even 
railroad tracks. Land, however, is not viewed as a depreciable asset, as it has an unlimited 
useful life. 

Each period, a portion of a depreciable asset’s usefulness expires. Therefore, a correspond- 
ing portion of its cost is recognized as depreciation expense. 


What Is Depreciation? In accounting, the term depreciation means the systematic 
allocation of the cost of a depreciable asset to expense over the asset’s useful life. This pro- 
cess is illustrated in Exhibit 44. Notice the similarities between Exhibit 4—4 and Exhibit 4-3. 

Depreciation is not an attempt to record changes in the asset’s market value. In the short 
run, the market value of some depreciable assets may even increase, but the process of depre- 
ciation continues anyway. The rationale for depreciation lies in the matching principle. Our 
goal is to offset a reasonable portion of the asset’s cost against revenue in each period of the 
asset’s useful life. 


Balance Sheet 


Cost of a 
depreciable —— 
asset J | 


As the asset’s 
useful life 
C expires 


Depreciation expense occurs continuously over the life of the asset, but there are no daily 
“depreciation transactions.” In effect, depreciation expense is paid in advance when the asset 
is originally purchased. Therefore, adjusting entries are needed at the end of each accounting 
period to transfer an appropriate amount of the asset’s cost to depreciation expense. 


Depreciation Is Only an Estimate The appropriate amount of depreciation 
expense is only an estimate. After all, we cannot look at a building or a piece of equipment 
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and determine precisely how much of its economic usefulness has expired during the 
current period. 

The most widely used means of estimating periodic depreciation expense is the straight- 
line method of depreciation. Under the straight-line approach, an equal portion of the asset’s 
cost is allocated to depreciation expense in every period of the asset’s estimated useful life. 
The formula for computing depreciation expense by the straight-line method is:? 


Cost of the asset 
Estimated useful life 


Depreciation expense (per period) = 


The use of an estimated useful life is the major reason that depreciation expense is only an 
estimate. In most cases, management does not know in advance exactly how long the asset 
will remain in use. 


How long does a building last? For pur- 
poses of computing depreciation expense, 
most companies estimate about 30 or 
40 years. But the Empire State Building 
was built in 1931, and it’s not likely to be 
torn down anytime soon. And how about 
Windsor Castle? While these are not typi- 
cal examples, they illustrate the difficulty in 
estimating in advance just how long depre- 
© Adam Woolfitt/Corbis ciable assets may remain in use. 


Depreciation of Overnight’s Building Overnight purchased its building for 
$36,000 on January 22. Because the building was old, its estimated remaining use- 
ful life is only 20 years. Therefore, the building’s monthly depreciation expense is $150 
($36,000 cost + 240 months). We will assume that Overnight did not record any depreciation 
expense in January because it operated for only a small part of the month. Thus, the building’s 
$1,500 depreciation expense reported in Overnight’s trial balance illustrated in Exhibit 4-2 
on page 143 represents 10 full months of depreciation recorded in 2011, from February 1 
through November 30 ($150/mo. X 10 months). An additional $150 of depreciation expense 
is still needed on the building for December (bringing the total to be reported in the income 
statement for the year to $1,650). 

The adjusting entry to record depreciation expense on Overnight’s building for the month 
of December is: 


Decs31) iDepreciationfExpense: Buildinge . sien sarc ace se eee 150 
Accumulated Depreciation: BuIGING = ..— .<.c24 200 peewee 150 
December building depreciation adjusting entry ($36,000 + 240 mo.). 


The adjusting entry 
required to record monthly es 
depreciation on the 
building 


The Depreciation Expense: Building account will appear in Overnight’s income state- 
ment along with other expenses for the year ended December 31, 2011. The balance in the 


? At this point in our discussion, we are ignoring any possible residual value that might be recovered upon 
disposal of the asset. Residual values are discussed in Chapter 9. We will assume that Overnight Auto 
Service depreciates its assets using the straight-line method computed without any residual values. 
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How accumulated 


rs depreciation appears in 
the balance sheet 


The adjusting entry 
required to record the 

monthly depreciation on 
tools and equipment 


Chapter 4 The Accounting Cycle: Accruals and Deferrals 


Accumulated Depreciation: Building account will be reported in the December 31 balance 
sheet as a deduction from the Building Account, as shown below. 


Bil ita epee eew ecm ce sureeaerer tae pee a ura awa cted soe arse rate atein ead Seen ber eens $36,000 
Less: Accumulated Depreciation: Building................0 0c eee eee eee eee (1,650) 
BOOK aU Cit enna epererieeter oe an tecestetsercaeceerecetray cork asic eR rue rater tes aeriecee $34,350 


Accumulated Depreciation: Building is an example of a contra-asset account because 
(1) it has a credit balance, and (2) it is offset against an asset account (Building) to produce 
the book value for the asset. Accountants often use the term book value (or carrying value) 
to describe the net valuation of an asset in a company’s accounting records. For depreciable 
assets, such as buildings and equipment, book value is equal to the cost of the asset, less the 
related amount of accumulated depreciation. The end result of crediting the Accumulated 
Depreciation: Building account is much the same as if the credit had been made directly to 
the Building account; that is, the book value reported in the balance sheet for the building is 
reduced from $36,000 to $34,350. 

Book value is of significance primarily for accounting purposes. It represents costs that 
will be offset against the revenue of future periods. It also gives users of financial statements 
an indication of the age of a company’s depreciable assets (older assets tend to have larger 
amounts of accumulated depreciation associated with them than newer assets). It is important 
to realize that the computation of book value is based upon an asset’s historical cost. Thus, 
book value is not intended to represent an asset’s current market value. 


Depreciation of Tools and Equipment Overnight depreciates its tools and 
equipment over a period of five years (60 months) using the straight-line method. The Decem- 
ber 31 trial balance shows that the company owns tools and equipment that cost $12,000. 
Therefore, the adjusting entry to record December’s depreciation expense is: 


Dec. 31. Depreciation Expense: Tools and Equipment...................-. 200 
Accumulated Depreciation: Tools and 
EGQUIGITISIIES ricotta cr ecco e rey pne ua ett ee perc ieee uefa 200 


December tools and equipment adjusting entry 
($12,000 + 60 months = $200/mo.). 


Again, we assume that Overnight did not record depreciation expense for tools and 
equipment in January because it operated for only a small part of the month. Thus, the 
related $2,000 depreciation expense reported in Overnight’s trial balance in Exhibit 4—2 on 
page 145 represents 10 full months of depreciation, from February | through November 30 
($200/mo. X 10 months). The tools and equipment still require an additional $200 of 
depreciation for December (bringing the total to be reported in the income statement for the 
year to $2,200). 

What is the book value of Overnight’s tools and equipment at December 31, 2011? If you 
said $9,800, you’re right.? 


Depreciation—A Noncash Expense Depreciation is a noncash expense. We 
have made the point that net income does not represent an inflow of cash or any other asset. 
Rather, it is a computation of the overall effect of certain business transactions on owners’ 
equity. The recognition of depreciation expense illustrates this point. As depreciable assets 
expire, depreciation expense is recorded, net income is reduced, and owners’ equity declines, 
but there is no corresponding cash outlay in the current period. For this reason, depreciation 
is called a noncash expense. Often it represents the largest difference between net income and 
the cash flow from business operations. 


3 Cost, $12,000, less accumulated depreciation, which amounts to $2,200 after the December 31 adjusting entry. 
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CONVERTING LIABILITIES TO REVENUE 


In some instances, customers may pay in advance for services to be rendered in later account- 
ing periods. For example, a football team collects much of its revenue in advance through 
the sale of season tickets. Health clubs collect in advance by selling long-term membership 
contracts. Airlines sell many of their tickets well in advance of scheduled flights. 

For accounting purposes, amounts collected in advance do not represent revenue, because 
these amounts have not yet been earned. Amounts collected from customers in advance are 
recorded by debiting the Cash account and crediting an unearned revenue account. Unearned 
revenue also may be called deferred revenue. 

When a company collects money in advance from its customers, it has an obligation to 
render services in the future. Therefore, the balance of an unearned revenue account is consid- 
ered to be a liability; it appears in the liability section of the balance sheet, not in the income 
statement. Unearned revenue differs from other liabilities because it usually will be settled 
by rendering services, rather than by making payment in cash. In short, it will be worked off 
rather than paid off: Of course, if the business is unable to render the service, it must discharge 
this liability by refunding money to its customers. 

When a company renders the services for which customers have paid in advance, it is 
working off its liability to these customers and is earning the revenue. At the end of the 
accounting period, an adjusting entry is made to transfer an appropriate amount from the 
unearned revenue account to a revenue account. This adjusting entry consists of a debit 
to a liability account (unearned revenue) and a credit to a revenue account. For instance, 
The New York Times Company reports a $78 million current liability in its balance sheet 
called Unexpired Subscriptions. This account represents unearned revenue from selling sub- 
scriptions for future newspaper deliveries. The liability is converted to Circulation Revenue 
and reported in the company’s income statement as the actual deliveries occur. 

To illustrate these concepts, assume that on December 1, Harbor Cab Co. agreed to rent space 
in Overnight’s building to provide indoor storage for some of its cabs. The agreed-upon rent is 
$3,000 per month, and Harbor Cab paid for the first three months in advance. The journal entry 
to record this transaction on December | was (again, this is a transaction, not an adjusting entry): 


Dec. 1 
WnearmediRent Revenllen. 2.12 seme es paeencee eee 


Collected in advance from Harbor Cab for rental of 
storage space for three months. 


Remember that Unearned Rent Revenue is a /iability account, not a revenue account. 
Overnight will earn rental revenue gradually over a three-month period as it provides storage 
facilities for Harbor Cab. At the end of each of these three months, Overnight will make an 
adjusting entry, transferring $3,000 from the Unearned Rent Revenue account to an earned 
revenue account, Rent Revenue Earned, which will appear in Overnight’s income statement. 
The first in this series of monthly transfers will be made at December 31 with the following 
adjusting entry: 


Dec: 31. WneanediRent Revenuieicc. cocks ser ses sot cee eesseeeere 3,000 
RenbiRevenuie, Eanedie acca en oes se 


December adjusting entry to convert Unearned Rent Revenue 
to Rent Revenue Earned ($9,000 + 3 mo.). 


After this adjusting entry has been posted, the Unearned Rent Revenue account will have 
a $6,000 credit balance. This balance represents Overnight’s obligation to render $6,000 
worth of service over the next two months and will appear in the liability section of the com- 
pany’s balance sheet. The Rent Revenue Earned account will appear in Overnight’s income 
statement. 
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Exhibit 4-5 
UNEARNED REVENUE 


BECOMES EARNED 
REVENUE 


Learning Objective 


LOS 


Prepare adjusting entries to 
accrue unpaid expenses. 


Adjusting entry required to 
accrue wages owed at the 
end of the month 


Chapter 4 The Accounting Cycle: Accruals and Deferrals 
The conversion of unearned revenue to recognize earned revenue is illustrated in Exhibit 4-5. 


Balance Sheet 


Value of goods or 

services to be ——_F 

provided in future 

periods | 


As the goods 
or services 
are provided 


Recording Advance Collections Directly in the Revenue Accounts We 
have stressed that amounts collected from customers in advance represent liabilities, not rev- 
enue. However, some companies follow an accounting policy of crediting these advance col- 
lections directly to revenue accounts. The adjusting entry then should consist of a debit to the 
revenue account and a credit to the unearned revenue account for the portion of the advance 
payments not yet earned. This alternative accounting practice leads to the same results as does 
the method used in our illustration. 

In this text, we will follow the originally described practice of crediting advance payments 
from customers to an unearned revenue account. 


ACCRUING UNPAID EXPENSES 


This type of adjusting entry recognizes expenses that will be paid in future transactions; there- 
fore, no cost has yet been recorded in the accounting records. Salaries of employees and inter- 
est on borrowed money are common examples of expenses that accumulate from day to day 
but that usually are not recorded until they are paid. These expenses are said to accrue over 
time, that is, to grow or to accumulate. At the end of the accounting period, an adjusting entry 
should be made to record any expenses that have accrued but that have not yet been recorded. 
Since these expenses will be paid at a future date, the adjusting entry consists of a debit to an 
expense account and a credit to a liability account. We shall now use the example of Over- 
night Auto Service to illustrate this type of adjusting entry. 


Accrual of Wages (or Salaries) Expense Overnight, like many businesses, pays 
its employees every other Friday. This month, however, ends on a Tuesday—three days before 
the next scheduled payday. Thus Overnight’s employees have worked for more than a week in 
December for which they have not yet been paid. 

Time cards indicate that since the last payroll date, Overnight’s employees have worked a 
total of 130 hours. Including payroll taxes, Overnight’s wage expense averages about $15 per 
hour. Therefore, at December 31, the company owes its employees approximately $1,950 for 
work performed in December.’ The following adjusting entry should be made to record this 
amount both as wages expense of the current period and as a liability: 


Becvsle Wages Expense ns sas scam tte t a ey aed re ate can a arene 1,950 
Wades) Rava blots vcisnus mud ccukense rcs tent an teate nates 1,950 


Adjusting entry to accrue wages owed but unpaid 
as of December 31. 


4 Tn the preparation of a formal payroll, wages and payroll taxes must be computed “down to the last cent.” 
But this is not a payroll; it is an amount to be used in the company’s financial statements. Therefore, 
a reasonable estimate will suffice. The accounting principle of materiality is discussed later in this chapter. 
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This adjusting entry increases Overnight’s wages expense for 2011 and also creates a 
liability wages payable—that will appear in the December 31 balance sheet. 

On Friday, January 3, 2012, Overnight will pay its regular biweekly payroll. Let us assume 
that this payroll amounts to $2,397. In this case, the transaction to record payment is as fol- 
lows (again, this is a transaction, not an adjusting entry):> 


2012 
Jano) s\WagesiExpenser (fon Jaman) cn cetserere te tris & ey esanerate way eens 447 
Wages Payable (accrued in December)..................--5- 1,950 


Payment of wages earned 
in two accounting periods 


Biweekly payroll, $1,950 of which had been accrued 
at December 31, 2011. 


Accrual of Interest Expense On January 22, 2011, Overnight purchased its build- 
ing, an old bus garage, from the Metropolitan Transit Authority for $36,000. Overnight paid 
$6,000 cash, and issued a $30,000, 90-day note payable for the balance owed. Overnight paid 
the $30,000 obligation in April. There was no interest expense to accrue because this note 
payable was non-interest-bearing. 

On November 30, 2011, Overnight borrowed $4,000 from American National Bank by issu- 
ing an interest-bearing note payable. This loan is to be repaid in three months (on February 28, 
2012), along with interest computed at an annual rate of 9 percent. The entry made on November 
30 to record this borrowing transaction is (again, this is a transaction, not an adjusting entry): 


NovsSORSCasitiercnwtr then memerirr werent henry roti asad- 4,000 
Notes!Ravabley-cs sr aietacieet ana seeusenite nie aaa abil eur 4,000 


Borrowed cash from American National Bank, issuing 
a 9%, $4,000 note payable, due in three months. 


On February 28, Overnight must pay the bank $4,090. This represents the $4,000 amount 
borrowed, plus $90 interest ($4,000 X .09 X 3/12). The $90 interest charge covers a period 
of three months. Although no payment is made until February 28, 2012, interest expense is 
incurred (or accrued) at a rate of $30 per month, as shown in Exhibit 4-6. 


$90 


Exhibit 4-6 
interest ACCRUAL OF INTEREST 


February 


expense 
$60 
January Total three 


interest months’ 


expense interest 


$30} expense 


December 
interest 
expense 


Total interest owed 


Nov. 30 Dec. 31 Jan. 31 Feb. 28 


The following adjusting entry is made at December 31 to accrue one month’s interest expense 
and to record the amount of interest owed to the bank at December 31, 2011: 


Decale? snterestiExpemSesits iecccs ce oe err nes ne eee nee eve eercae 30 
InferestiPayalbble sec recis ss ween cin, teres wert mcucjae sete woeebases ace niente 30 


Adjusting entry to accrue December 
Interest Expense ($4,000 x .09 x 1/12). 


Adjusting entry required 
to record interest expense 
accrued in December 


5 In this illustration, we do not address the details associated with payroll taxes and amounts withheld. These 
topics are discussed in Chapter 10. 
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The $30 interest expense that accrued in December will appear in Overnight’s 2011 income 
statement. Both the $30 interest payable and the $4,000 note payable to American National 
Bank will appear as liabilities in the December 31, 2011, balance sheet. 

Overnight will make a second adjusting entry recognizing another $30 in interest expense 
on January 31, 2012. The transaction on February 28 to record the repayment of this loan, 
including $90 in interest charges, is (again, this is a transaction, not an adjusting entry): 


2012 
Feb:28. NotesiRayablenr arm acer cr cient crn oka rareiae- eee anvn cichae usyereces 4,000 
Interest Payable (from December and January) .............. 60 
InterestiExpense: (February Only) cpecce a ssenantecse essence autsyeneuneaueioie 30 
CaS here kei, cere ee ye er rt na erin igh heat Te Peer TAT 4,090 


Repaid $4,000 note payable to American National 
Bank, including $90 in interest charges. 


ACCRUING UNCOLLECTED REVENUE 


A business may earn revenue during the current accounting period but not bill the customer 
until a future accounting period. This situation is likely to occur if additional services are 
being performed for the same customer, in which case the bill might not be prepared until all 
services are completed. Any revenue that has been earned but not recorded during the current 
accounting period should be recorded at the end of the period by means of an adjusting entry. 
This adjusting entry consists of a debit to an account receivable and a credit to the appropriate 
revenue account. The term accrued revenue often is used to describe revenue that has been 
earned during the period but that has not been recorded prior to the closing date. 

To illustrate this type of adjusting entry, assume that in December, Overnight entered into 
an agreement to perform routine maintenance on several vans owned by Airport Shuttle Ser- 
vice. Overnight agreed to maintain these vans for a flat fee of $1,500 per month, payable on 
the fifteenth of each month. 

No entry was made to record the signing of this agreement, because no services had yet been 
rendered. Overnight began rendering services on December 15, but the first monthly payment 
will not be received until January 15. Therefore, Overnight should make the following adjust- 
ing entry at December 31 to record the revenue earned from Airport Shuttle during the month: 


Dec Bia, Accounts (Receivable: xr ascncca acetone srettencen Gia cade ae suet ere cman Gein 750 
Repaif Senvice: Revenue... .acasaccaneenee ca seecon cme ts 150 


Adjusting entry to record accrued Repair Service 
Revenue earned in December. 


The collection of the first monthly fee from Airport Shuttle will occur on January 15, 
2012. Of this $1,500 cash receipt, half represents collection of the receivable recorded on 
December 31; the other half represents revenue earned in January. Thus, the transaction to 
record the receipt of $1,500 from Airport Shuttle on January 15 will be (again, this is a trans- 
action, not an adjusting entry): 


2012 

Vanienl Span Gashticws sername ge WN nerctae rea hee Sernn pase Senne Accs ae a Ain Crees 1,500 
AccountsiReceivables sae ae geet anne erie eee aie tiene erate 750 
Repair Sernvice!Reventio®. ....ceccact sane sanaeenesosmeaes 750 


Cash collected from Airport Shuttle for van maintenance 
provided December 15 through January 15. 


Adjusting Entries 


The net result of the December 31 adjusting entry has been to divide the revenue from 
maintenance of Airport Shuttle’s vans between December and January in proportion to the 
services rendered during each month. 


ACCRUING INCOME TAXES EXPENSE: 
THE FINAL ADJUSTING ENTRY 


As a corporation earns taxable income, it incurs income taxes expense, and also a liability 
to governmental tax authorities. This liability is paid in four installments called estimated 
quarterly payments. The first three payments normally are made on April 15, June 15, and 
September 15. The final installment actually is due on December 15; but for purposes of 
our illustration and assignment materials, we will assume the final payment is not due until 
January 15 of the following year.® 

In its unadjusted trial balance (Exhibit 4-2 on page 143), Overnight shows income taxes 
expense of $22,608. This is the income taxes expense recognized from January 20, 2011, 
(the date Overnight opened for business) through November 30, 2011. Income taxes accrued 
through September 30 have already been paid. Thus, the $1,560 liability for income taxes 
payable represents only the income taxes accrued in October and November. 

The amount of income taxes expense accrued for any given month is only an estimate. The 
actual amount of income taxes cannot be determined until the company prepares its annual 
income tax return. In our illustrations and assignment materials, we estimate income taxes 
expense at 40 percent of taxable income. We also assume that taxable income is equal to 
income before income taxes, a subtotal often shown in an income statement. This subtotal is 
total revenue less all expenses other than income taxes. 


INTERNATIONAL 


Corporate income tax rates vary around the world. A recent survey shows that rates range 
from 9 percent in Montenegro to 55 percent in the United Arab Emirates. Worldwide, the 
average tax rate is 25 percent. The average rate in the United States is 40 percent.* In 
addition to corporate income taxes, some countries also (1) withhold taxes on dividends, 
interest, and royalties, (2) charge value-added taxes at specified production and distribu- 
tion points, and (3) impose border taxes such as customs and import duties. 


*KPMG Corporate Tax Rate Survey (January 2009). 


In 2011, Overnight earned income before income taxes of $66,570 (see the income state- 
ment in Exhibit 5—2, page 194, in Chapter 5). Therefore, income taxes expense for the entire 
year is estimated at $26,628 ($66,570 X 40 percent). Given that income taxes expense 
recognized through November 30 amounts to $22,608 (see the unadjusted trial balance 
in Exhibit 4-2), an additional $4,020 in income taxes expense must have accrued during 
December ($26,628 — $22,608). The adjusting entry to record this expense is: 


Dees Viincome liaxes EXDenS@ina<.c2sn cee rae cee ee oe eten ae 4,020 
Income saxes(Pavable =... ancta nis re euetant sere 4,020 
Adjusting entry to record income taxes accrued in December. 


6 This assumption enables us to accrue income taxes in December in the same manner as in other months. 
Otherwise, income taxes for this month would be recorded as a mid-month transaction, rather than in an 
end-of-month adjusting entry. The adjusting entry for income taxes is an example of an accrued, but unpaid, 
expense. 


Adjusting entry required 
to record income taxes 
accrued in December 
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This entry increases the balance in the Income Taxes Expense account to the $26,628 
amount required for the year ended December 31, 2011. It also increases the liability for 
income taxes payable to $5,580 ($1,560 + $4,020). The transaction to record the payment of 
this liability on January 15, 2012, will be (again, this is a transaction, not an adjusting entry): 


2012 
Jan. 15 Income taxes Payable sas. aa. a ociwesns aca e oui ends: 5,580 


Payment of the remaining 2011 income tax liability. 


Income Taxes in Unprofitable Periods = What happens to income taxes expense 
when Josses are incurred? In these situations, the company recognizes a “negative amount” of 
income taxes expense. The adjusting entry to record income taxes at the end of an unprofit- 
able accounting period consists of a debit to Income Taxes Payable and a credit to Income 
Taxes Expense. 

“Negative” income taxes expense means that the company may be able to recover from the 
government some of the income taxes recognized as expense in prior periods.’ If the Income 
Taxes Payable account has a debit balance at year-end, it is reclassified as an asset, called 
“Income Tax Refund Receivable.” A credit balance in the Income Taxes Expense account is 
offset against the amount of the before-tax loss, as shown in Exhibit 4-7. 


Partial Income Statement—for an Unprofitable Period 


Income?(loss)ibeforelincomeitaxes.\. <2)... cease acim aes seme ee ene $(20,000) 
Income tax benefit (recovery of previously recorded taxes)................... 8,000 
INGO Sais rere ney a te cay en re re eet tesco ne CSI ye eM te etc ne ee $(12,000) 


We have already seen that income taxes expense reduces the amount of before-tax profits. 
Notice now that income tax benefits—in the form of tax refunds—can reduce the amount of a 
pretax Joss. Thus, income taxes reduce the size of both profits and losses. The detailed report- 
ing of profits and losses in the income statement is illustrated in Chapter 5. 


Adjusting Entries and Accounting Principles 


Adjusting entries are the means by which accountants apply the realization and matching 
principles. Through these entries, revenues are recognized as they are earned, and expenses 
are recognized as resources are used or consumed in producing the related revenue. 

In most cases, the realization principle indicates that revenue should be recognized at the 
time goods are sold or services are rendered. At this point the business has essentially com- 
pleted the earning process and the sales value of the goods or services can be measured objec- 
tively. At any time prior to sale, the ultimate sales value of the goods or services sold can only 
be estimated. After the sale, the only step that remains is to collect from the customer, and this 
is usually a relatively certain event. 

The matching principle underlies such accounting practices as depreciating plant assets, 
measuring the cost of supplies used, and amortizing the cost of unexpired insurance policies. 
All end-of-the-period adjusting entries involving expense recognition are applications of the 
matching principle. 


7 Tax refunds may be limited to tax payments in recent years. In this introductory discussion, we assume 
the company has paid sufficient taxes in prior years to permit a full recovery of any “negative tax expense” 
relating to the loss in the current period. 


Adjusting Entries and Accounting Principles 


Costs are matched with revenue in one of two ways: 


1. Direct association of costs with specific revenue transactions. The ideal method of match- 
ing revenue with expenses is to determine the actual amount of expense associated with 
specific revenue transactions. However, this approach works only for those costs and 
expenses that can be directly associated with specific revenue transactions. Commissions 
paid to salespeople are an example of costs that can be directly associated with the revenue 
of a specific accounting period. 


2. Systematic allocation of costs over the useful life of the expenditure. Many expenditures 
contribute to the earning of revenue for a number of accounting periods but cannot be 
directly associated with specific revenue transactions. Examples include the costs of insur- 
ance policies and depreciable assets. In these cases, accountants attempt to match revenue 
and expenses by systematically allocating the cost to expense over its useful life. Straight- 
line depreciation is an example of a systematic technique used to match the cost of an asset 
with the related revenue that it helps to earn over its useful life. 


THE CONCEPT OF MATERIALITY 


Another underlying accounting principle also plays a major role in the making of adjusting 
entries—the concept of materiality. The term materiality refers to the relative importance of 
an item or an event. An item is considered material if knowledge of the item might reason- 
ably influence the decisions of users of financial statements. Accountants must be sure that all 
material items are properly reported in financial statements. 

However, the financial reporting process should be cost-effective—that is, the value of the 
information should exceed the cost of its preparation. By definition, the accounting treatment 
accorded to immaterial items is of little or no consequence to decision makers. Therefore, 
immaterial items may be handled in the easiest and most convenient manner. 


Mate riality and Adj ustin g Entries The concept of materiality enables accountants 
to shorten and simplify the process of making adjusting entries in several ways. For example: 


1. Businesses purchase many assets that have a very low cost or that will be consumed quickly 
in business operations. Examples include wastebaskets, lightbulbs, and janitorial supplies. 
The materiality concept permits charging such purchases directly to expense accounts, 
rather than to asset accounts. This treatment conveniently eliminates the need to prepare 
adjusting entries to depreciate these items. 


2. Some expenses, such as telephone bills and utility bills, may be charged to expenses as 
the bills are paid, rather than as the services are used. Technically this treatment violates 
the matching principle. However, accounting for utility bills on a cash basis is very con- 
venient, as the monthly cost of utility service is not even known until the utility bill is 
received. Under this cash basis approach, the amount of utility expense recorded each 
month is actually based on the prior month’s bill. 


3. Adjusting entries to accrue unrecorded expenses or unrecorded revenue may actually be 
ignored if the dollar amounts are immaterial. 


Materiality Is a Matter of Professional Judgment Whether a specific item 
or event is material is a matter of professional judgment. In making these judgments, accoun- 
tants consider several factors. 

First, what constitutes a material amount varies with the size of the organization. For 
example, a $1,000 expenditure may be material in relation to the financial statements of a 
small business but not to the statements of a large corporation such as General Electric.® 
There are no official rules as to what constitutes a material amount, but most accountants 


8 This point is emphasized by the fact that General Electric rounds the dollar amounts shown in its financial 
statements to the nearest $1 million. This rounding of financial statement amounts is, in itself, an application of 
the materiality concept. 
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Learning Objective 


Explain the concept of 
materiality. 
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would consider amounts of less than 2 percent or 3 percent of net income to be immate- 
rial, unless there were other factors to consider. One such other factor is the cumulative 
effect of numerous immaterial events. Each of a dozen items may be immaterial when 
considered by itself. When viewed together, however, the combined effect of all 12 items 
may be material. 

Finally, materiality depends on the nature of the item, as well as its dollar amount. Assume, 
for example, that several managers systematically have been stealing money from the com- 
pany that they manage. Stockholders probably would consider this fact important even if the 
dollar amounts were small in relation to the company’s total resources. 


You as Overnight Auto’s Service 


YOUR TURN Department Manager 


You just found out that Betty, one of the best mechanics that you supervise for Overnight 
Auto, has taken home small items from the company’s supplies, such as a screwdriver 
and a couple of cans of oil. When you talk to Betty, she suggests that these items are 
immaterial to Overnight Auto because they are not recorded in the inventory and they are 
expensed when they are purchased. How should you respond to Betty? 


(See our comments on the Online Learning Center Web site.) 


Note to students: In the assignment material accompanying this textbook, you are to con- 
sider all dollar amounts to be material, unless the problem specifically raises the question of 
materiality. 


EFFECTS OF THE ADJUSTING ENTRIES 


On pages 140 and 141, we identified four types of adjusting entries, each of which involve 
one income statement account and one balance sheet account. The effects of these adjustment 
types on the income statement and balance sheet are summarized in Exhibit 4-8. 


Exhibit 4-8 THE EFFECTS OF ADJUSTING ENTRIES ON THE FINANCIAL STATEMENTS 


Income Statement Balance Sheet 

Net Owners’ 
Adjustment Revenue Expenses Income Assets Liabilities Equity 
Type | 
Converting Assets to Expenses No effect Increase Decrease Decrease No effect Decrease 
Type Il 
Converting Liabilities to Revenue Increase No effect Increase No effect Decrease Increase 
Type Ill 
Accruing Unpaid Expenses No effect Increase Decrease No effect Increase Decrease 
Type IV 
Accruing Uncollected Revenue Increase No effect Increase Increase No effect Increase 


The four adjustment types were illustrated and discussed in nine separate adjusting entries 
made by Overnight on December 31. These adjustments appear in the format of general jour- 
nal entries in Exhibit 4-9. (Overnight also recorded many transactions throughout the month 
of December. These transactions are not illustrated here but were accounted for in the manner 
described in Chapter 3.) 
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Exhibit 4-9 
ADJUSTING ENTRIES 


OVERNIGHT AUTO SERVICE 
GENERAL JOURNAL 
DECEMBER 31, 2011 


Date Account Titles and Explanation Debit Credit 


2011 
Dece3ill “Supplies: Expense menetemree. cv-nscminstcrenniaee yas ninincha meee: 600 
ShOp:SUPpIES rare epe ects Ma cketcae ace eects aeveey neice eustes 600 
December shop supplies adjustment. 
Sik? winsuranee |EXpeMSela ya cictacis oe se asrcomnesietsenisiee auc teemuctoe teu 1,500 
Wnexpiredilnstitance mar waren reer ee: 1,500 
December Insurance adjustment. 
31) Depreciation\Expense: Building) iy. cena serene ee renee a 150 
Accumulated Depreciation: Building ................... 150 
December depreciation adjustment on buildings 
($36,000 + 240 mo.). 
31 Depreciation Expense: Tools and Equipment................ 200 
Accumulated Depreciation: Tools and Equipment......... 200 
December depreciation adjustment on tools and 
equipment ($12,000 + 60 mo.). 
Sil eUnearediRentRevenventecr te corer caesar eines em inten 3,000 
Rent ReventievEarnediamne - yi ciceenescae crn sae ke 3,000 
December unearned revenue adjustment 
($9,000 + 3 mo.). 


Adjusting entries are 


recorded only at the end 
of the period 


SI sWages'Expensex.. es acanacete oeeanane thee usmnanan ae 1,950 
Wages: Ravable is sacri aera oe csc act maerastat eegeretnwanae 1,950 
December adjustment to accrue wages payable. 
Sir lntenestiExpenSe\ acs owaecs eres an wee oe enctorceiaen seine er epsvendse rine 30 
InterestIPayablen.... 2.2452 ccc shee moe tnss ces mammanas 30 


December adjustment to accrue interest payable 
($4,000 x .09 x 1/12). 


SilP= “Accounts: Receivable r seein. ean arsine teeter eet ee 750 
Repair Service Revenue ......-.2--..- 220005 eeee eee: 750 
December adjustment to accrue repair service revenue. 
Sill alncomemliaxesiEXpenS@hce =n ca ae neers rae re 4,020 
Incomeniaxes| Rayablesenwrrc gars iii ase 4,020 


December adjustment to accrue income taxes payable. 


After these adjustments are posted to the ledger, Overnight’s ledger accounts will be up- 
to-date (except for the balance in the Retained Earnings account).? The company’s adjusted 
trial balance at December 31, 2011, appears in Exhibit 4-10. (For emphasis, those accounts 
affected by the month-end adjusting entries are shown in red.) 

Overnight’s financial statements are prepared directly from the adjusted trial balance. Note Learning Objective 
the order of the accounts: All balance sheet accounts are followed by the statement of retained Prepare an adjusted trial 
earnings accounts and then the income statement accounts. In Chapter 5, we illustrate exactly pee and describe its 19g 
how these three financial statements are prepared. : 


° The balance in the Retained Earnings account will be brought up-to-date during the closing process, 
discussed in Chapter 5. 
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Exhibit 4-10 


ADJUSTED TRIAL 
BALANCE 


Balance sheet accounts 


Statement of retained 
earnings accounts 


Income statement accounts 
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OVERNIGHT AUTO SERVICE 
ADJUSTED TRIAL BALANCE 
DECEMBER 31, 2011 


SLU 0 [Tale encore reanay career sioas rotons mice peste enn iby Sire ames sree aby Pr 36,000 


Accumulated depreciation: building ...................-.....-. $ 1,650 
hoolsvandiequipmentesgeey. es eet ts eerie Pentre 12,000 

Accumulated depreciation: tools and equipment ................. 2,200 
Notes|pavabletwsie awe ccc c esas < Beran hier ne nome 4,000 
Accounts payables 2.2.2. eeeneeree eces paeceent ese cte weaee 2,690 
Wagesipayableritaci.ce cctnrdice terete cenaccasire Waduraheleicianan santa erections 1,950 
Income:taxes payable: o...52 esac ot ge beeen oti eee nies 5,580 
Interestipayable vite ver acces teateryegsic ise ricgae mactorer sess ieteparcuaeied ae 30 
Unearnedirentrevenuictas.vancesceyre aa etre are ena 6,000 
(Gielolh  (itei (ole! teecarecmnt sareraced cantare ue naret teed Steuer eee Oe ee oe ena 80,000 


Retained earnings (Note: still must be 
updated for transactions recorded in the accounts 
listed below. Closing entries serve this purpose.)............... 0 


DividendSin y..cenee oo crema nes mechs ge cme nea ne cneee eee 14,000 
RepaltySenvicesrevenUe@icscsn.cntenteute a cecnnoeatete erates senna ental: 172,000 
Rentrevenueleained .. 2: ce emeesiret oc ee mtd epee ce nes 3,000 
ACVEISING'GXPENSCrrecie cnc tne cce ete er ne aan 3,900 
WiAGESIOXPEN SCX pares ceuewar essen meconty ieee ate ene ener ey eeatee. ea cee 58,750 
SUPPIIESSOXPSMSCls eran. fam nes wencccsm Caps Pee racic eae Pinca acts 7,500 
DepreciationiexpenSenbuilcinGitassn erst ime atsrie teenie acen 1,650 
Depreciation expense: tools and equipment .................... 2,200 
WtilitiesiexpenSe mean aerate ee seo aera Sey 19,400 
INSUPANESOXPENSS ieee ens reste tet es phe wen orc onset aera eR eey ea cat 15,000 
linteneStiexpenSenr rane rec east a ed geet reine 30 
lncomertaxesiexpenSeiy cc care, eecrse trio a oe sane heron eae ere teane eee 26,628 


$279,100 $279,100 


Concluding Remarks 


Throughout this chapter, we illustrated end-of-period adjusting entries arising from timing 
differences between cash flows and revenue or expense recognition. In short, the adjusting 
process helps to ensure that appropriate amounts of revenue and expense are measured and 
reported in a company’s income statement. 

In Chapter 5, we continue with our illustration of Overnight Auto Service and demonstrate 
how adjusting entries are reflected throughout a company’s financial statements. 

Later chapters explain why accurate income measurement is of critical importance to inves- 
tors and creditors in estimating the timing and amounts of a company’s future cash flows. We 
also illustrate how understanding certain timing differences enables managers to budget and 
to plan for future operations. 


Concluding Remarks 
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Ethics, Fraud & Corporate Governance 


Improper accounting for operating costs has often resulted 
in the SEC bringing action against companies for fraudulent 
financial reporting. Expenditures that are expected only to 
benefit the year in which they are made should be expensed 
(deducted from revenue in the determination of net income 
for the current period). Companies that engage in fraud will 
often defer these expenditures by capitalizing them (they 
debit an asset account reported in the balance sheet instead of 
an expense account reported in the income statement). 

Prior to Enron and WorldCom, one of the largest financial 
scandals in U.S. history occurred at Waste Management. 
Waste Management was the world’s largest waste services 
company. The improper accounting at Waste Management 
lasted for approximately five years and resulted in an over- 
statement of earnings during this time period of $1.7 billion. 
Investors lost over $6 billion when Waste Management’s 
improper accounting was revealed. 


Waste Management’s scheme for overstating earnings 
was simple. The company deferred recognizing normal 
operating expenditures as expenses until future periods. 
These improper deferrals were accomplished in a number of 
different ways, many of which involved improper accounting 
for long-term assets. For example, Waste Management 
incurred costs in buying and developing land to be used as 
landfills (i.e., garbage dumps). Capitalizing these costs— 
treating them as long-term assets—was proper accounting. 
However, in certain cases, the company was not able to secure 
the necessary governmental permits and approvals to use the 
purchased land as intended. In these cases, the costs that had 
been capitalized and reported as landfills in the balance sheet 
should have been expensed immediately, thereby reducing net 
income for the year in which the company’s failure to obtain 
government permits and approvals occurred. 


END-OF-CHAPTER REVIEW 


Explain the purpose of adjusting entries. The 

L01 purpose of adjusting entries is to allocate revenue and 

expenses among accounting periods in accordance with 

the realization and matching principles. These end-of-period 

entries are necessary because revenue may be earned and 

expenses may be incurred in periods other than the period in 
which related cash flows are recorded. 


Describe and prepare the four basic types of 
102 adjusting entries. The four basic types of adjusting 
entries are made to (1) convert assets to expenses, 
(2) convert liabilities to revenue, (3) accrue unpaid expenses, 
and (4) accrue uncollected revenue. Often a transaction affects 
the revenue or expenses of two or more accounting periods. The 
related cash inflow or outflow does not always coincide with 
the period in which these revenue or expense items are recorded. 
Thus, the need for adjusting entries results from timing 
differences between the receipt or disbursement of cash and the 
recording of revenue or expenses. 


Prepare adjusting entries to convert assets to 
LOS expenses. When an expenditure is made that will 
benefit more than one accounting period, an asset 
account is debited and cash is credited. The asset account is used 
to defer (or postpone) expense recognition until a later date. At 
the end of each period benefiting from this expenditure, an 
adjusting entry is made to transfer an appropriate amount from 
the asset account to an expense account. This adjustment reflects 
the fact that part of the asset’s cost has been matched against 
revenue in the measurement of income for the current period. 


Prepare adjusting entries to convert liabilities to 
L04 revenue. Customers sometimes pay in advance for 
services to be rendered in later accounting periods. For 
accounting purposes, the cash received does not represent 
revenue until it has been earned. Thus, the recognition of revenue 
must be deferred until it is earned. Advance collections from 
customers are recorded by debiting Cash and by crediting a 
liability account for unearned revenue. This liability is sometimes 
called Customer Deposits, Advance Sales, or Deferred Revenue. 
As unearned revenue becomes earned, an adjusting entry is made 
at the end of each period to transfer an appropriate amount from 
the liability account to a revenue account. This adjustment 
reflects the fact that all or part of the company’s obligation to its 
customers has been fulfilled and that revenue has been realized. 


Prepare adjusting entries to accrue unpaid 

L05 expenses. Some expenses accumulate (or accrue) in 
the current period but are not paid until a future period. 

These accrued expenses are recorded as part of the adjusting 


process at the end of each period by debiting the appropriate 
expense (e.g., Salary Expense, Interest Expense, or Income 
Taxes Expense), and by crediting a liability account (e.g., 
Salaries Payable, Interest Payable, or Income Taxes Payable). 
In future periods, as cash is disbursed in settlement of these 
liabilities, the appropriate liability account is debited and Cash 
is credited. Note: Recording the accrued expense in the current 
period is the adjusting entry. Recording the disbursement of 
cash in a future period is not considered an adjusting entry. 


Prepare adjusting entries to accrue uncollected 
LO6 revenue. Some revenues are earned (or accrued) in the 
current period but are not collected until a future period. 
These revenues are normally recorded as part of the adjusting 
process at the end of each period by debiting an asset account 
called Accounts Receivable, and by crediting the appropriate 
revenue account. In future periods, as cash is collected in settlement 
of outstanding receivables, Cash is debited and Accounts 
Receivable is credited. Note: Recording the accrued revenue in the 
current period is the adjusting entry. Recording the receipt of cash 
in a future period is not considered an adjusting entry. 


Explain how the principles of realization and 

107 matching relate to adjusting entries. Adjusting 

entries are the tools by which accountants apply the 

realization and matching principles. Through these entries, 

revenues are recognized as they are earned, and expenses are 

recognized as resources are used or consumed in producing the 
related revenue. 


Explain the concept of materiality. The concept of 

L08 materiality allows accountants to use estimated amounts 

and to ignore certain accounting principles if these 

actions will not have a material effect on the financial 

statements. A material effect is one that might reasonably be 

expected to influence the decisions made by the users of financial 

statements. Thus, accountants may account for immaterial items 
and events in the easiest and most convenient manner. 


Prepare an adjusted trial balance and describe 

108 its purpose. The adjusted trial balance reports all of 
the balances in the general ledger after the end-of- 

period adjusting entries have been made and posted. Generally, 
all of a company’s balance sheet accounts are listed, followed 
by the statement of retained earnings accounts and, finally, the 
income statement accounts. The amounts shown in the adjusted 
trial balance are carried forward directly to the financial 
statements. The adjusted trial balance is not considered one of 
the four general-purpose financial statements introduced in 
Chapter 2. Rather, it is simply a schedule (or worksheet) used 
in preparing the financial statements. 


Demonstration Problem 


Key Terms Introduced or 


Emphasized in Chapter 4 


accrue (p. 150) To grow or accumulate over time; for exam- 
ple, interest expense. 


accumulated depreciation (p. 148) A contra-asset account 
shown as a deduction from the related asset account in the bal- 
ance sheet. Depreciation taken throughout the useful life of an 
asset is accumulated in this account. 


adjusted trial balance (p. 157) A schedule indicating the bal- 
ances in ledger accounts after end-of-period adjusting entries 
have been posted. The amounts shown in the adjusted trial bal- 
ance are carried directly into financial statements. 


book value (p. 148) The net amount at which an asset appears 
in financial statements. For depreciable assets, book value repre- 
sents cost minus accumulated depreciation. Also called carrying 
value. 


contra-asset account (p. 148) An account with a credit bal- 
ance that is offset against or deducted from an asset account to 
produce the proper balance sheet amount for the asset. 


depreciable assets (p. 146) Physical objects with a limited 
life. The cost of these assets is gradually recognized as deprecia- 
tion expense. 


depreciation (p. 146) The systematic allocation of the cost of 
an asset to expense during the periods of its useful life. 
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immaterial (p. 155) Something of little or no consequence. 
Immaterial items may be accounted for in the most convenient 
manner, without regard to other theoretical concepts. 


matching (principle) (p. 154) The accounting principle of 
offsetting revenue with the expenses incurred in producing that 
revenue. Requires recognition of expenses in the periods that the 
goods and services are used in the effort to produce revenue. 


materiality (p. 155) The relative importance of an item or 
amount. Items significant enough to influence decisions are said 
to be material. Items lacking this importance are considered 
immaterial. The accounting treatment accorded to immaterial 
items may be guided by convenience rather than by theoretical 
principles. 


realization (principle) (p. 154) The accounting principle that 
governs the timing of revenue recognition. Basically, the prin- 
ciple indicates that revenue should be recognized in the period 
in which it is earned. 


straight-line method of depreciation (p. 147) The widely 
used approach of recognizing an equal amount of depreciation 
expense in each period of a depreciable asset’s useful life. 


unearned revenue (p. 149) An obligation to deliver goods 
or render services in the future, stemming from the receipt of 
advance payment. 


useful life (p. 146) The period of time that a depreciable asset 
is expected to be useful to the business. This is the period over 
which the cost of the asset is allocated to depreciation expense. 


Internet Consulting Service, Inc., adjusts its accounts every month. On the following page is the 
company’s year-end unadjusted trial balance dated December 31, 2011. (Bear in mind that adjust- 
ing entries already have been made for the first 11 months of 2011, but have not been made for 
December.) 


Other Data 


1. On December 1, the company signed a new rental agreement and paid three months’ rent 
in advance at a rate of $2,100 per month. This advance payment was debited to the Prepaid 
Office Rent account. 

2. Dues and subscriptions expiring during December amounted to $50. 

3. An estimate of supplies on hand was made at December 31; the estimated cost of the unused 
supplies was $450. 

4. The useful life of the equipment has been estimated at five years (60 months) from date of 
acquisition. 

5. Accrued interest on notes payable amounted to $100 at year-end. (Set up accounts for Interest 
Expense and for Interest Payable.) 


6. Consulting services valued at $2,850 were rendered during December to clients who had 
made payment in advance. 
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INTERNET CONSULTING SERVICE, INC. 


UNADJUSTED TRIAL BALANCE 
DECEMBER 31, 2011 


Coe Mesoue tan ame paguied- ia & mee po geechis ike pare awe eat quae $ 49,100 
Consultingfees (6CCIVADIE 55.04 de ce eketan de deka deweeen ee dane 23,400 
Prepaid Office (Ont o iectas 5 bis aebseueeeseiadebieesestatedes 6,300 
Prepaid dues and subseriptions «2.2 2.2c0cssh0cccctareedaceans 300 
SUPDIES pad nb adie oee cad aha Me eRee wes ete Re eRe Dama ted 600 
EQUIPMGRE soccccccaceaasiaadaceaadees deedbasaadaesanadau 36,000 
Accumulated depreciation: equipment.................-2000 00 $ 10,200 
Notes payable ...i ctceaei ebnand Panera whee ed DR es edoeed 5,000 
INCOMIG TaXSS PAYADIE: conics corr ted creda eawedew anew Reames 12,000 
Uneaned COnsultingteeS..s44s.0ntereessracdentreres seeaanes 5;950 
AM StOOKGs det s Aves See aos BOMEeee Sees JOUER SaaS 30,000 
Rélainied Camnings: 2 ciceces ph ecocuboadee sd edeneteededesbous 32,700 
EUSTON Ss 5s Gch cab desea deste St Suis dicks sas cal Sh cucheihoih Xs gaia w Sita Suds dBod 60,000 
CONSUITINGTESS CaMNed 02005 c22e reves +o4eenesrereiewed eood 257,180 
Salahes CXUENSe Kadvekekn decade dookuhamesadedeweekse tenes 88,820 
Weleptione exnenee cig sci iidaladdieewitibaieeeieseetabaiee 2,550 
REM CXPENSE sick ck eeeed Shean ge kee OOS DDRe hehe EEE DEER EE 22,000 
INCOME TAXESIONPONSE ccc ci cere eadantenendcdeeientseaese 51,000 
Dues and subscriptions 6xpense:: 22: 22ccccacaccaccacaaaacaaan 560 
SUPPIES CXPONSE ss Hse acm iar dees eiebeoderewebeana ae 1,600 
Depreciation @xpénse: Equipment «2 «isc ccisceccivinaseiacaaces 6,600 
Miscellaneous expenses ..........-. 000 cece eee eee eens 4,200 


$353,030 $353,030 


7. It is the custom of the firm to bill clients only when consulting work is completed or, in the 
case of prolonged engagements, at monthly intervals. At December 31, consulting services 
valued at $11,000 had been rendered to clients but not yet billed. No advance payments had 
been received from these clients. 

8. Salaries earned by employees but not paid as of December 31 amount to $1,700. 

9. Income taxes expense for the year is estimated at $56,000. Of this amount, $51,000 has been 
recognized as expense in prior months, and $39,000 has been paid to tax authorities. The com- 
pany plans to pay the $17,000 remainder of its income tax liability on January 15. 


Instructions 
a. Prepare the necessary adjusting journal entries on December 31, 2011. 


b. Determine the amounts to be reported in the company’s year-end adjusted trial balance for 
each of the following accounts: 


Consulting Fees Earned Dues and Subscriptions Expense 
Salaries Expense Depreciation Expense: Equipment 
Telephone Expense Miscellaneous Expenses 

Rent Expense Interest Expense 

Supplies Expense Income Taxes Expense 


c. Determine the company’s net income for the year ended December 31, 2011. (Hint: Use the 
amounts determined in part b above.) 


Demonstration Problem 


Solution to the Demonstration Problem 


a. 


INTERNET CONSULTING SERVICE, INC. 


GENERAL JOURNAL 
DECEMBER 31, 2011 
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Date Account Titles and Explanation Debit Credit 
Dec. 31 
2011 
a RONtEXDONSEY 35. o,.2 sche aig frie ee athena a Men cara cocina a ayes 2,100 
Prepaid Office Rent ............. 0.00 cece eee 2,100 
December rent adjustment. 
2. Dues and Subscriptions Expense .................0...00. 50 
Prepaid Dues and Subscriptions ..................... 50 
December dues and subscriptions adjustment. 
3. SUppliGS EXPENSE eves sks eu wmawnie desi ee weweweada Fe 150 
SUPPIES v2. opi dees ie eres ae Baas kes 150 
December supplies adjustment. 
4. Depreciation Expense: Equipment ....................0.0. 600 
Accumulated Depreciation: Equipment ................ 600 
December depreciation adjustment ($36,000 + 60 mos.). 
5. Interest Expense ......... 2.0... cece eee eee 100 
Interest Payable...... 62... eee 100 
December interest adjustment. 
6. Unearned Consulting Fees ............ 0.0000 e eee eee 2,850 
Consulting Fees Earned..................-...0-000- 2,850 
December unearned revenue adjustment. 
7. Consulting Fees Receivable ....................0 00-00 ee 11,000 
Consulting Fees Earned..................2...20000- 11,000 
December accrued revenue adjustment. 
8. Salaries Expense ........... 000: cece eee eee 1,700 
Salaries Payable ........... 0.0000 c eee eee 1,700 
December salaries adjustment. 
9. Income Taxes Expense.............. 00.0 e eee eee eee 5,000 
Income Taxes Payable................. 00. e eee eee 5,000 


December income tax expense adjustment. 
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INTERNET CONSULTING SERVICE, INC. 


ADJUSTED TRIAL BALANCE 
DECEMBER 31, 2011 


Unadjusted Adjusted 
Trial Balance Trial Balance 
Amount + Adjustment = Amount 
Consulting Fees Earned $257,180 (6) $ 2,850 
(7) $11,000 $271,030 
Salaries Expense $ 88,820 (8) $ 1,700 $ 90,520 
Telephone Expense $ 2,550 None $ 2,550 
Rent Expense $ 22,000 (1) $ 2,100 $ 24,100 
Supplies Expense $ 1,600 (3)$ 150 $ 1,750 
Dues and Subscriptions 

Expense $ 560 (2)$ 50 $ 610 
Depreciation Expense: 

Equipment $ 6,600 (4)$ 600 $ 7,200 
Miscellaneous Expenses $ 4,200 None $ 4,200 
Interest Expense None (5)$ 100 $ 100 
Income Taxes Expense $ 51,000 (9) $ 5,000 $ 56,000 


c. Using the figures computed in part b, net income for the year is computed as follows: 


Consulting Fees Earned... 
Salaries Expense ........ 
Telephone Expense ...... 
Rent Expense........... 
Supplies Expense........ 
Dues and Subscriptions 
Expense ............. 
Depreciation Expense: 
Equipment............ 
Miscellaneous Expenses . . 
Interest Expense 


Income Taxes Expense 
Net Income............. 


$271,030 
$90,520 
2,550 
24,100 
1,750 


(187,030) 
$ 84,000 


Self-Test Questions 


The answers to these questions appear on page 189. 


1. The purpose of adjusting entries is to: 


a. 


Adjust the Retained Earnings account for the revenue, 
expense, and dividends recorded during the accounting 
period. 


Adjust daily the balances in asset, liability, revenue, 
and expense accounts for the effects of business 
transactions. 

Apply the realization principle and the matching prin- 
ciple to transactions affecting two or more accounting 
periods. 


d. Prepare revenue and expense accounts for recording the 
transactions of the next accounting period. 

2. Before month-end adjustments are made, the January 31 trial 
balance of Rover Excursions contains revenue of $27,900 
and expenses of $17,340. Adjustments are necessary for the 
following items: 

Portion of prepaid rent applicable to January, $2,700 
Depreciation for January, $1,440 
Portion of fees collected in advance earned in January, 


$3,300 


Fees earned in January, not yet billed to customers, $1,950 


Brief Exercises 


Net income for January is: 
a. $10,560 c. $7,770 
b. $17,070 d. Some other amount 


. The CPA firm auditing Mason Street Recording Studios 


found that total stockholders’ equity was understated and 

liabilities were overstated. Which of the following errors 

could have been the cause? 

a. Making the adjustment entry for depreciation expense 
twice. 


b. Failure to record interest accrued on a note payable. 


Failure to make the adjusting entry to record revenue 
that had been earned but not yet billed to clients. 


d. Failure to record the earned portion of fees received in 
advance. 


Assume Fisher Corporation usually earns taxable income, 
but sustains a Joss in the current period. The entry to record 
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income taxes expense in the current period will most likely 
(indicate all correct answers): 


a. Increase the amount of that loss. 
b. Include a credit to the Income Taxes Expense account. 


c. Be an adjusting entry, rather than an entry to record a 
transaction completed during the period. 


d. Include a credit to Income Taxes Payable. 


The concept of materiality (indicate all correct answers): 


a. Requires that financial statements be accurate to the 
nearest dollar, but need not show cents. 


b. Is based upon what users of financial statements are 
thought to consider important. 

c. Permits accountants to ignore generally accepted 
accounting principles in certain situations. 


d. Permits accountants to use the easiest and most conve- 
nient means of accounting for events that are immaterial. 


MMA Discussion Questions 


1. 


LO3 


L04 


What is the purpose of making adjusting entries? Your 
answer should relate adjusting entries to the goals of accrual 
accounting. 


Do adjusting entries affect income statement accounts, bal- 
ance sheet accounts, or both? Explain. 


Why does the recording of adjusting entries require a bet- 
ter understanding of the concepts of accrual accounting than 
does the recording of routine revenue and expense transac- 
tions occurring throughout the period? 


Why does the purchase of a one-year insurance policy four 
months ago give rise to insurance expense in the current 
month? 


If services have been rendered to customers during the cur- 
rent accounting period but no revenue has been recorded and 
no bill has been sent to the customers, why is an adjusting 
entry needed? What types of accounts should be debited and 
credited by this entry? 


What is meant by the term unearned revenue? Where should 
an unearned revenue account appear in the financial state- 
ments? As the work is done, what happens to the balance of 
an unearned revenue account? 


Brief Exercises 


BRIEF 

EXERCISE 4.1 Agency for $3,000. 
Prepaid Expenses a. 

and Unearned 

Revenue b. 


If 


10. 


11. 


12. 
13. 
14. 


15. 


Briefly explain the concept of materiality. If an item is not 
material, how is the item treated for financial reporting 
purposes? 

Discuss the realization principle and how it is applied in the 
recognition of revenue. Does the receipt of cash for custom- 
ers necessarily coincide with the recognition of revenue? 
Explain. 


Discuss the matching principle and how it is applied in the 
recognition of expenses. Does the payment of cash neces- 
sarily coincide with the recognition of an expense? Explain. 


Would a $1,000 expenditure be considered material to all 
businesses? Explain. 


List various accounts in the balance sheet that represent 
deferred expenses. 


How is deferred revenue reported in the balance sheet? 
How do accrued but unpaid expenses affect the balance sheet? 


How does accrued but uncollected revenue affect the bal- 
ance sheet? 


Explain how Carnival Corporation accounts for customer 
deposits as passengers purchase cruise tickets in advance. 


connect" 
Grav 


|ACCOUNTING 


On November 1, Able Corporation purchased a six-month insurance policy from The Baylor 


Prepare the necessary adjusting entry for Able Corporation on November 30, assuming it 
recorded the November | expenditure as Unexpired Insurance. 


Prepare the necessary adjusting entry for The Baylor Agency on November 30, assuming it 
recorded Able’s payment as Unearned Insurance Premiums. 
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L038 


L04 


L038 


L038 


LOG 


LO4 


L05 


L05 


L05 


LO8 


BRIEF 
EXERCISE 4.2 


Prepaid Expenses and 
Unearned Revenue 


BRIEF 
EXERCISE 4.3 
Accounting for 
Supplies 
BRIEF 
EXERCISE 4.4 


Accounting for 
Depreciation 


BRIEF 
EXERCISE 4.5 


Accruing Uncollected 
Revenue 


BRIEF 
EXERCISE 4.6 


Unearned Revenue 


BRIEF 
EXERCISE 4.7 


Accruing Unpaid 
Salaries 


BRIEF 
EXERCISE 4.8 


Accruing Unpaid 
Interest 


BRIEF 
EXERCISE 4.9 


Accruing Unpaid 
Income Taxes 


BRIEF 
EXERCISE 4.10 


Concept of Materiality 
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On February 1, Watson Storage agreed to rent Hillbourne Manufacturing warehouse space for 
$175 per month. Hillbourne Manufacturing paid the first three months’ rent in advance. 


a. Prepare the necessary adjusting entry for Hillbourne Manufacturing on February 28, assuming 
it recorded the expenditure on February | as Prepaid Rent. 


b. Prepare the necessary adjusting entry for Watson Storage on February 28, assuming it 
recorded Hillbourne Manufacturing’s payment as Unearned Rent Revenue. 


On March 1, Dillmore Corporation had office supplies on hand of $900. During the month, Dill- 
more purchased additional supplies costing $600. Approximately $400 of unused office supplies 
remain on hand at the end of the month. 

Prepare the necessary adjusting entry on March 31 to account for office supplies. 


On January 2, 2006, Hagen Corporation purchased equipment costing $72,000. Hagen performs 

adjusting entries monthly. 

a. Record this equipment’s depreciation expense on December 31, 2011, assuming its estimated 
life was eight years on January 2, 2006. 

b. Determine the amount of the equipment’s accumulated depreciation reported in the balance 
sheet dated December 31, 2011. 


Marvin’s Tax Service had earned—but not yet recorded—the following client service revenue at 
the end of the current accounting period: 


Billable Hourly 
Account Number Hours Billing Rate 
Account #4067 10 $85 
Account #3940 14 $75 
Account #1852 16 $90 


Prepare the necessary adjusting entry to record Marvin’s unbilled client service revenue 


Jasper’s unadjusted trial balance reports Unearned Client Revenue of $3,200 and Client Revenue 
Earned of $29,000. An examination of client records reveals that $2,800 of previously unearned 
revenue has now been earned. 


a. Prepare the necessary adjusting entry pertaining to these accounts. 
b. At what amount will Client Revenue Earned be reported in Jasper’s income statement? 
Milford Corporation pays its employees on the fifteenth of each month. Accrued, but unpaid, 


salaries on December 31, 2011, totaled $175,000. Salaries earned by Milford’s employees from 
January 1 through January 15, 2012, totaled $180,000. 


a. Prepare the necessary adjusting entry for salaries expense on December 31, 2011. 

b. Record the company’s payment of salaries on January 15, 2012. 

Norbert Corporation borrowed $24,000 on December 1, 2011, by issuing a two-month, 8 percent 
note payable to Service One Credit Union. The entire amount of the loan, plus interest, is due 
February 1, 2012. 

a. Prepare the necessary adjusting entry for interest expense on December 31, 2011. 

b. Record the repayment of the loan plus interest on February 1, 2012. 

Normington’s unadjusted trial balance dated December 31, 2011, reports Income Taxes Expense of 


$57,200, and Income Taxes Payable of $14,300. The company’s accountant estimates that income 
taxes expense for the entire year ended December 31, 2011, is $62,800. 


a. Prepare the necessary adjusting entry for income taxes expense on December 31, 2011. 

b. Determine the amount of income taxes payable reported in the balance sheet dated December 
S15 200 

The concept of materiality is an underlying principle of financial reporting. 

a. Briefly explain the concept of materiality. 

b. Is $2,500 a “material” dollar amount? Explain. 


c. Describe two ways in which the concept of materiality may save accountants’ time and effort 
in making adjusting entries. 
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Exercises a connect 


[ACCOUNTING 


Loi EXERCISE 4.1 Listed below are nine technical accounting terms used in this chapter: 
Accounting eee : 
through Terminology Unrecorded revenue Adjusting entries Accrued expenses 
Log Book value Matching principle Accumulated depreciation 
Unearned revenue Materiality Prepaid expenses 


Each of the following statements may (or may not) describe one of these technical terms. For each 
statement, indicate the accounting term described, or answer “None” if the statement does not cor- 
rectly describe any of the terms. 


a. The net amount at which an asset is carried in the accounting records as distinguished from its 
market value. 


b. An accounting concept that may justify departure from other accounting principles for pur- 
poses of convenience and economy. 


c. The offsetting of revenue with expenses incurred in generating that revenue. 


d. Revenue earned during the current accounting period but not yet recorded or billed, which 
requires an adjusting entry at the end of the period. 


e. Entries made at the end of the period to achieve the goals of accrual accounting by recording 
revenue when it is earned and by recording expenses when the related goods and services 
are used. 


f. A type of account credited when customers pay in advance for services to be rendered in 
the future. 


g. A balance sheet category used for reporting advance payments of such items as insurance, 
rent, and office supplies. 


h. An expense representing the systematic allocation of an asset’s cost over its useful life. 


L01. EXERCISE 4.2 Security Service Company adjusts its accounts at the end of the month. On November 30, adjusting 
Effects of Adjusting entries are prepared to record: 


through : 
Entries 


Depreciation expense for November. 


LOG Interest expense that has accrued during November. 
Revenue earned during November that has not yet been billed to customers. 
Log Salaries, payable to company employees, that have accrued since the last payday in November. 


The portion of the company’s prepaid insurance that has expired during November. 


moa fo Se Pf 


Earning a portion of the amount collected in advance from a customer, Harbor Restaurant. 


Indicate the effect of each of these adjusting entries on the major elements of the company’s 
income statement and balance sheet—that is, on revenue, expenses, net income, assets, liabilities, 
and owners’ equity. Organize your answer in tabular form, using the column headings shown and 
the symbols I for increase, D for decrease, and NE for no effect. The answer for adjusting entry a 
is provided as an example. 


Income Statement Balance Sheet 


Adjusting Net Owners’ 
Entry Revenue — Expenses = Income Assets = Liabilities + Equity 


a NE I D D NE D 


01 EXERCISE 4.3 The Golden Goals, a professional soccer team, prepares financial statements on a monthly basis. 
Preparing Adjusting The soccer season begins in May, but in April the team engaged in the following transactions: 


Entries to Convert an 1. Paid $1,200,000 to the municipal stadium as advance rent for use of the facilities for the 
L07_ Asset to an Expense five-month period from May | through September 30. This payment was initially recorded as 

and to Convert a Prepaid Rent. 

Liability to Revenue 


through 


2. Collected $4,500,000 cash from the sale of season tickets for the team’s home games. The 
entire amount was initially recorded as Unearned Ticket Revenue. During the month of May, 
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LO1 


through 


LO7 


L01 
through 


LO7 


LO1 


Lo2 


Lo4 


LO1 
through 


LOG 


L039 


EXERCISE 4.4 
Preparing Adjusting 
Entries to Convert an 
Asset to an Expense 
and to Convert a 
Liability to Revenue 


EXERCISE 4.5 
Preparing Adjusting 
Entries to Accrue 
Revenue and 
Expenses for Which 
No Cash Has Been 
Received 


EXERCISE 4.6 
Deferred Revenue 


EXERCISE 4.7 


Preparing Various 
Adjusting Entries 
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the Golden Goals played several home games at which $148,800 of the season tickets sold in 
April were used by fans. 


Prepare the two adjusting entries required on May 31. 


Carnival Corporation is the world’s largest cruise line company. Its printing costs for brochures 
are initially recorded as Prepaid Advertising and are later charged to Advertising Expense when 
they are mailed. Passenger deposits for upcoming cruises are considered unearned revenue and 
are recorded as Customer Deposits as cash is received. Deposited amounts are later converted to 
Cruise Revenue as voyages are completed. 


a. Where in its financial statements does Carnival Corporation report Prepaid Advertising? 
Where in its financial statements does it report Customer Deposits? 


b. Prepare the adjusting entry necessary when brochures costing $18 million are mailed. 


In its most recent annual report, Carnival Corporation reported Customer Deposits in excess 
of $2.8 billion. Prepare the adjusting entry necessary in the following year as $90 million of 
this amount is earned. 


d. Consider the entire adjusting process at Carnival Corporation. Which adjusting entry 
do you think results in the most significant expense reported in the company’s income 
statement? 


The geological consulting firm of Gilbert, Marsh, & Kester prepares adjusting entries on a monthly 
basis. Among the items requiring adjustment on December 31, 2011, are the following: 


1. The company has outstanding a $50,000, 9 percent, two-year note payable issued on July 1, 
2010. Payment of the $50,000 note, plus all accrued interest for the two-year loan period, is 
due in full on June 30, 2012. 


2. The firm is providing consulting services to Texas Oil Company at an agreed-upon rate of 
$1,000 per day. At December 31, 10 days of unbilled consulting services have been provided. 


a. Prepare the two adjusting entries required on December 31 to record the accrued interest 
expense and the accrued consulting revenue earned. 


b. Assume that the $50,000 note payable plus all accrued interest are paid in full on June 30, 
2012. What portion of the total interest expense associated with this note will be reported in 
the firm’s 2012 income statement? 

c. Assume that on January 30, 2012, Gilbert, Marsh, & Kester receive $25,000 from Texas Oil 
Company in full payment of the consulting services provided in December and January. What 
portion of this amount constitutes revenue earned in January? 


When American Airlines sells tickets for future flights, it debits Cash and credits an account 
entitled Air Traffic Liability (as opposed to crediting Passenger Revenue Earned). This account, 
reported recently at $4.5 billion, is among the largest liabilities appearing in the company’s balance 
sheet. 


a. Explain why this liability is often referred to as a deferred revenue account. 


b. What activity normally reduces this liability? Can you think of any other transaction that 
would also reduce this account? 
c. Assume that, in a recent flight, passengers of the airline used tickets that they had purchased 


in advance for $200,000. Record the entry American Airlines would make upon completion 
of this flight. 


Sweeney & Associates, a large marketing firm, adjusts its accounts at the end of each month. The 
following information is available for the year ending December 31, 2011: 


1. A bank loan had been obtained on December 1. Accrued interest on the loan at December 31 
amounts to $1,200. No interest expense has yet been recorded. 


2. Depreciation of the firm’s office building is based on an estimated life of 25 years. The build- 
ing was purchased in 2007 for $330,000. 


3. Accrued, but unbilled, revenue during December amounts to $64,000. 


4. On March 1, the firm paid $1,800 to renew a 12-month insurance policy. The entire amount 
was recorded as Prepaid Insurance. 


5. The firm received $14,000 from King Biscuit Company in advance of developing a six-month 
marketing campaign. The entire amount was initially recorded as Unearned Revenue. At 
December 31, $3,500 had actually been earned by the firm. 
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6. The company’s policy is to pay its employees every Friday. Since December 31 fell on a 
Wednesday, there was an accrued liability for salaries amounting to $2,400. 


a. Record the necessary adjusting journal entries on December 31, 2011. 


b. By how much did Sweeney & Associates’s net income increase or decrease as a result of the 
adjusting entries performed in part a? (Ignore income taxes.) 


101 EXERCISE 4.8 Ventura Company adjusts its accounts monthly and closes its accounts on December 31. On 
Notes Payable and October 31, 2011, Ventura Company signed a note payable and borrowed $120,000 from a bank 
1g2 ‘Interest for a period of six months at an annual interest rate of 9 percent. 


a. How much is the total interest expense over the life of the note? How much is the monthly 
interest expense? (Assume equal amounts of interest expense each month.) 


LOS b. In the company’s annual balance sheet at December 31, 2011, what is the amount of the liabil- 
ity to the bank? 


c. Prepare the journal entry to record issuance of the note payable on October 31, 2011. 
Prepare the adjusting entry to accrue interest on the note at December 31, 2011. 


e. Assume the company prepared a balance sheet at March 31, 2012. State the amount of the 
liability to the bank at this date. 


101 EXERCISE 4.9 Among the ledger accounts used by Glenwood Speedway are the following: Prepaid Rent, Rent 
Relationship of Expense, Unearned Admissions Revenue, Admissions Revenue, Prepaid Printing, Printing 

through : : 3 : : 
Adjusting Entries to Expense, Concessions Receivable, and Concessions Revenue. For each of the following items, 


07 Business Transactions provide the journal entry (if one is needed) to record the initial transaction and provide the adjust- 
ing entry, if any, required on May 31, the end of the fiscal year. 
a. On May 1, borrowed $300,000 cash from National Bank by issuing a 12 percent note payable 


oe due in three months. 
On May 1, paid rent for six months beginning May 1 at $30,000 per month. 


c. On May 2, sold season tickets for a total of $910,000 cash. The season includes 70 racing 
days: 20 in May, 25 in June, and 25 in July. 

d. On May 4, an agreement was reached with Snack-Bars, Inc., allowing that company to sell 
refreshments at the track in return for 10 percent of the gross receipts from refreshment sales. 


101 EXERCISE 4.10 The following information was reported in a recent balance sheet issued by Microsoft Corporation: 


Adjusting Entries and 1. The book value of property and equipment is listed at $3.35 billion (net of depreciation). 
Log. the Balance Sheet Related notes to the financial statements reveal that accumulated depreciation on property and 
equipment totals $5.02 billion. 


2. Accrued compensation of $2.33 billion is listed as a liability. 


i 3. Short-term unearned revenue is reported at $10.78 billion, whereas long-term unearned 


revenue is reported at $1.87 billion. The short-term figure will be converted to revenue within 
LO5 a year. The long-term figure will be converted to revenue over several years. Related notes to 
the financial statements reveal that the company engages in multiyear leasing of its software 


roducts. 
L07 e 


a. Determine the original historical cost of the property and equipment reported in Microsoft 
Corporation’s balance sheet. 

b. Four types of adjusting entries are illustrated in Exhibit 4-1 (page 142). Explain which type of 
adjusting entry resulted in the company’s accrued compensation figure. 

c. Explain why Microsoft Corporation reports unearned revenue in its balance sheet. Why 
might the company report short-term unearned revenue separately from long-term unearned 
revenue? 

LO01. EXERCISE 4.11 Listed below are seven corporations that receive cash from customers prior to earning revenue: 

Reporting of Unearned America West Corporation (airline) 
Log Revenue The New York Times Company (newspaper) 
Carnival Corporation (cruise company) 


LO7 Devry, Inc. (for-profit technical college) 


Clear Channel Communications, Inc. (radio broadcasting) 
AFLAC Incorporated (health insurance) 
Bally Total Fitness Corporation (fitness club) 
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a. Listed below are the accounts used by these corporations to report unearned revenue: 


Deferred Advertising Income Unearned Premiums 
Air Traffic Liability Unexpired Subscriptions 
Deferred Member Revenues Deferred Tuition Revenue 


Customer Deposits 
Match each corporation with the account title it uses to report unearned revenue. 


b. Apply the realization principle to explain when each of these corporations converts unearned 
revenue to earned revenue. 


01 EXERCISE 4.12 The unadjusted and adjusted trial balances for Tinker Corporation on December 31, 2011, are 
through Preparing Adjusting shown below: 
Entries from a Trial 
ay PPatance TINKER CORPORATION 
TRIAL BALANCES 
109 DECEMBER 31, 2011 
Unadjusted Adjusted 
Debit Credit Debit Credit 

CaSh...c ccc newen eee ema davon eee ae $ 35,200 $ 35,200 
Accounts receivable ................4. 29,120 34,120 
Unexpired insurance .................. 1,200 600 
Prepaiditents...ctanesoncemenawuey sana 5,400 3,600 
Office supplies...................0.-. 680 380 
Equipment s...2.2c0205 cicansaawenyia ee a2 60,000 60,000 
Accumulated depreciation: equipment ... . $ 49,000 $ 50,000 
Accounts payable .................... 900 900 
Notes payable ....................0.. 5,000 5,000 
Interest payable...................0.. 200 250 
Salaries payable ..................... = 2,100 
Income taxes payable ................. 1,570 2,170 
Unearned revenue...............-.... 6,800 3,800 
Capital stock .................00.00040. 25,000 25,000 
Retained earnings.................... 30,000 30,000 
Fees earned.............. 022 eee ee eee 91,530 99,530 
Advertising expense .................. 1,500 1,500 
Insurance expense .........-.-..-0005 6,600 7,200 
Rent expense. ............-...-0-0 08: 19,800 21,600 
Office supplies expense ............... 1,200 1,500 
Repairs expense ..................... 4,800 4,800 
Depreciation expense: equipment........ 11,000 12,000 
Salaries expense..................4.. 26,300 28,400 
Interest expense .................20.. 200 250 
Income taxes expense................. 7,000 7,600 


$210,000 $210,000 $218,750 $218,750 


Journalize the nine adjusting entries that the company made on December 31, 2011. 


01 EXERCISE 4.13 Four types of adjusting entries were identified in this chapter: 
rete Effects of Adjusting Type | Converting Assets to Expenses 
Entries Type Il Converting Liabilities to Revenue 
LOG Type Ill Accruing Unpaid Expenses 


Type IV Accruing Uncollected Revenue 


Problem Set A 


L01 


through 


LO8 


L01 


L02 


L01 


through 


LO7 


EXERCISE 4.14 
Accounting Principles 


EXERCISE 4.15 


Using the Financial 
Statements of Home 
Depot, Inc. 
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Complete the following table by indicating the effect of each adjusting entry type on the major ele- 
ments of the income statement and balance sheet. Use the symbols I for increase, D for decrease, 
and NE for no effect. 


Income Statement Balance Sheet 


Adjustment Net 
Type Revenue Expenses’ Income 


Type | 


Owners’ 
Assets _Liabilities Equity 


Type Il 


Type Ill 


Type IV 


For each of the situations described below, indicate the underlying accounting principle that is 
being violated. Choose from the following principles: 


Matching Materiality 
Cost Realization 
Objectivity 


If you do not believe that the practice violates any of these principles, answer “None” and explain. 


a. The bookkeeper of a large metropolitan auto dealership depreciates the $7.20 cost of metal 
wastebaskets over a period of 10 years. 


b. A small commuter airline recognizes no depreciation expense on its aircraft because the 
planes are maintained in “as good as new” condition. 


c. Palm Beach Hotel recognizes room rental revenue on the date that a reservation is received. 
For the winter season, many guests make reservations as much as a year in advance. 


The financial statements of Home Depot, Inc., appear in Appendix A at the end of this textbook. 
Examine the company’s consolidated balance sheet and identify specific accounts that may have 
required adjusting entries at the end of the year. 


Problem Set A i COMMECE 
Florida Palms Country Club adjusts its accounts monthly. Club members pay their annual dues 
in advance by January 4. The entire amount is initially credited to Unearned Membership Dues. 
At the end of each month, an appropriate portion of this amount is credited to Membership Dues 
Earned. Guests of the club normally pay green fees before being allowed on the course. The 
amounts collected are credited to Green Fee Revenue at the time of receipt. Certain guests, how- 
ever, are billed for green fees at the end of the month. The following information is available as a 
source for preparing adjusting entries at December 31: 


1. Salaries earned by golf course employees that have not yet been recorded or paid amount to 
$9,600. 
2. The Tampa University golf team used Florida Palms for a tournament played on December 30 


of the current year. At December 31, the $1,800 owed by the team for green fees had not yet 
been recorded or billed. 


3. Membership dues earned in December, for collections received in January, amount to 


$106,000. 
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PROBLEM 4.2A 
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Depreciation of the country club’s golf carts is based on an estimated life of 15 years. The 
carts had originally been purchased for $180,000. The straight-line method is used. 


(Note: The clubhouse building was constructed in 1925 and is fully depreciated.) 


A 12-month bank loan in the amount of $45,000 had been obtained by the country club on 
November 1. Interest is computed at an annual rate of 8 percent. The entire $45,000, plus all 
of the interest accrued over the 12-month life of the loan, is due in full on October 31 of the 
upcoming year. The necessary adjusting entry was made on November 30 to record the first 
month of accrued interest expense. However, no adjustment has been made to record interest 
expense accrued in December. 


A one-year property insurance policy had been purchased on March 1. The entire premium of 
$7,800 was initially recorded as Unexpired Insurance. 

In December, Florida Palms Country Club entered into an agreement to host the annual tour- 
nament of the Florida Seniors Golf Association. The country club expects to generate green 
fees of $4,500 from this event. 

Unrecorded Income Taxes Expense accrued in December amounts to $19,000. This amount 
will not be paid until January 15. 


Instructions 


a. 


b. 


For each of the above numbered paragraphs, prepare the necessary adjusting entry (including 
an explanation). If no adjusting entry is required, explain why. 

Four types of adjusting entries are described at the beginning of the chapter. Using these 
descriptions, identify the type of each adjusting entry prepared in part a above. 

Although Florida Palms’s clubhouse building is fully depreciated, it is in excellent physical 
condition. Explain how this can be. 


Enchanted Forest, a large campground in South Carolina, adjusts its accounts monthly. Most 
guests of the campground pay at the time they check out, and the amounts collected are credited 
to Camper Revenue. The following information is available as a source for preparing the adjusting 
entries at December 31: 


1. 


Enchanted Forest invests some of its excess cash in certificates of deposit (CDs) with its local 
bank. Accrued interest revenue on its CDs at December 31 is $400. None of the interest has 
yet been received. (Debit Interest Receivable.) 


A six-month bank loan in the amount of $12,000 had been obtained on September 1. 
Interest is to be computed at an annual rate of 8.5 percent and is payable when the loan 
becomes due. 


Depreciation on buildings owned by the campground is based on a 25-year life. The original 
cost of the buildings was $600,000. The Accumulated Depreciation: Buildings account has a 
credit balance of $310,000 at December 31, prior to the adjusting entry process. The straight- 
line method of depreciation is used. 


Management signed an agreement to let Boy Scout Troop 538 of Lewisburg, Pennsylvania, 
use the campground in June of next year. The agreement specifies that the Boy Scouts 
will pay a daily rate of $15 per campsite, with a clause providing a minimum total charge 
of $1,475. 

Salaries earned by campground employees that have not yet been paid amount to $1,250. 

As of December 31, Enchanted Forest has earned $2,400 of revenue from current campers 
who will not be billed until they check out. (Debit Camper Revenue Receivable.) 

Several lakefront campsites are currently being leased on a long-term basis by a group of 
senior citizens. Six months’ rent of $5,400 was collected in advance and credited to Unearned 
Camper Revenue on October | of the current year. 

A bus to carry campers to and from town and the airport had been rented the first week of 
December at a daily rate of $40. At December 31, no rental payment has been made, although 
the campground has had use of the bus for 25 days. 

Unrecorded Income Taxes Expense accrued in December amounts to $8,400. This amount 
will not be paid until January 15. 
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Instructions 


a. For each of the above numbered paragraphs, prepare the necessary adjusting entry (including 
an explanation). If no adjusting entry is required, explain why. 


b. Four types of adjusting entries are described at the beginning of the chapter. Using these 
descriptions, identify the type of each adjusting entry prepared in part a above. 


c. Indicate the effects that each of the adjustments in part a will have on the following six total 
amounts in the campground’s financial statements for the month of December. Organize your 
answer in tabular form, using the column headings shown below. Use the letters I for increase, 
D for decrease, and NE for no effect. Adjusting entry 1 is provided as an example. 


Income Statement Balance Sheet 
Net Owners’ 
Adjusting Revenue — Expenses = Income Assets = Liabilities + Equity 
1 I NE I I NE I 


d. What is the amount of interest expense recognized for the entire current year on the $12,000 
bank loan obtained September 1? 


e. Compute the book value of the campground’s buildings to be reported in the current year’s 
December 31 balance sheet. (Refer to paragraph 3.) 


Gunflint Adventures operates an airplane service that takes fishing parties to a remote lake resort in 
northern Manitoba, Canada. Individuals must purchase their tickets at least one month in advance 
during the busy summer season. The company adjusts its accounts only once each month. Selected 
balances appearing in the company’s June 30 adjusted trial balance appear as follows: 


Debit Credit 


Prepaid airport rent... 2... . kee eee $ 7,200 
Unexpired insurance ........... 0.0... e eee ee 3,500 
PIR DIAING 22 ae srs hctrnts & & aAdcens ke hdueg enya Sok i DacaneRlauern omy tod a Da GRS EDRs 240,000 
Accumulated depreciation: airplane ...................0.000000. $36,000 
Unearned passenger revenue ............. 2.2 ee eee eee eee 90,000 


Other Information 


1. The airplane is being depreciated over a 20-year life with no residual value. 


2. Unearned passenger revenue represents advance ticket sales for bookings in July and August 
at $300 per ticket. 


3. Six months’ airport rent had been prepaid on May 1. 
4. The unexpired insurance is what remains of a 12-month policy purchased on February 1. 
5. Passenger revenue earned in June totaled $75,000. 


Instructions 
a. Determine the following: 
1. The age of the airplane in months. 
2. The monthly airport rent expense. 
3. The amount paid for the 12-month insurance policy on February 1. 
b. Prepare the adjusting entries made on June 30 involving the following accounts: 


1. Depreciation Expense: Airplane 
2. Airport Rent Expense 

3. Insurance Expense 

4. Passenger Revenue Earned 


174 Chapter 4 The Accounting Cycle: Accruals and Deferrals 


L01 PROBLEM 4.4A Campus Theater adjusts its accounts every month. Below is the company’s unadjusted trial balance 
Preparing Adjusting dated August 31, 2011. Additional information is provided for use in preparing the company’s 
me entree front a ital adjusting entries for the month of August. (Bear in mind that adjusting entries have already been 
197 Balance made for the first seven months of 2011, but not for August.) 
eXcel 
Loa CAMPUS THEATER 
UNADJUSTED TRIAL BALANCE 
AUGUST 31, 2011 
CCl ie ee re ee eee rer es eee ere eee ee eee ee $ 20,000 
Prepaid Thmitental 2c. tcccccacacacniadageccceasetedecucamas 31,200 
Ce a ee ee rere ee eee re 120,000 
BUNGING s.i2icigsadeconsdecigages seasoetageadstenaaedaecals 168,000 
Accumulated depreciation: building.........................0. $ 14,000 
Fixtures andiequipment..;.2.0ccecexsasgcoacvwetossohsooeaans 36,000 
Accumulated depreciation: fixtures and equipment............... 12,000 
NOLES PAGES. oncss44c00crernrseeearrenemredinseopenegyy 180,000 
PCCOUNS PAVED: ob otnd cedeaade tapes aoeeeeeGeaeoasedees 4,400 
Unearned admissions revenue (YMCA) .........-.-..-20+0+00- 1,000 
Income taxes payable ........ 0.0.0... cee eee 4,740 
Capllal SOCK occrca5554-p02eehoeessd420-20ePREes o54E0- 2D eR RS 40,000 
Retained @amingS .....sccccccecciseaacacctacgieacacaacnas 46,610 
DIVIGSNUBs ico cise eCE dS Leo ara eCR ELE Sea e EE RL oames 15,000 
AOMISSIONS TEVERUE:. 63. 55224 ctaacndadtadthateaaedadatedamas 305,200 
CONCESSIONSNEVENUG 2 6c2cclacetd tesa cane emus oem e eae e otertie 14,350 
SalaeS OXPENSS. osha cecareseneeidddasedigaedisadaasbacals 68,500 
Filti ¥ental Cxpense cso). iccer see cei bicnen eee iii dgadwavawe 94,500 
Utilities GXHENSE. 2 ooacs6cdndeereeeesodoebewreeas seeded ewes 9,500 
Depreciation expense: building..................00 cee eee 4,900 
Depreciation expense: fixtures and equipment.................. 4,200 
IMGheSl CRPCNSe Scots cn sasd dereGredesaecdeeenreeos.eeduws 10,500 
Income taxes @xpeNnse. . . 25.0 ceeees esd e deere eee seeds deen ees 40,000 


$622,300 $622,300 


Other Data 


1. Film rental expense for the month is $15,200. However, the film rental expense for several 
months has been paid in advance. 


2. The building is being depreciated over a period of 20 years (240 months). 

3. The fixtures and equipment are being depreciated over a period of five years (60 months). 

4. On the first of each month, the theater pays the interest that accrued in the prior month on its 
note payable. At August 31, accrued interest payable on this note amounts to $1,500. 


5. The theater allows the local YMCA to bring children attending summer camp to the movies 
on any weekday afternoon for a fixed fee of $500 per month. On June 28, the YMCA made a 
$1,500 advance payment covering the months of July, August, and September. 


6. The theater receives a percentage of the revenue earned by Tastie Corporation, the conces- 
sionaire operating the snack bar. For snack bar sales in August, Tastie owes Campus Theater 
$2,250, payable on September 10. No entry has yet been made to record this revenue. (Credit 
Concessions Revenue.) 


7. Salaries earned by employees, but not recorded or paid as of August 31, amount to $1,700. No 
entry has yet been made to record this liability and expense. 


8. Income taxes expense for August is estimated at $4,200. This amount will be paid in the 
September 15 installment payment. 
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9. Utilities expense is recorded as monthly bills are received. No adjusting entries for utilities 
expense are made at month-end. 


Instructions 
a. For each of the numbered paragraphs, prepare the necessary adjusting entry (including an 
explanation). 


b. Refer to the balances shown in the unadjusted trial balance at August 31. How many months of 
expense are included in each of the following account balances? (Remember, Campus Theater 
adjusts its accounts monthly. Thus, the accounts shown were last adjusted on July 31, 2011.) 


1. Utilities Expense 
2. Depreciation Expense 
3. Accumulated Depreciation: Building 


c. Assume the theater has been operating profitably all year. Although the August 31 trial bal- 
ance shows substantial income taxes expense, income taxes payable is a much smaller amount. 
This relationship is quite normal throughout much of the year. Explain. 


01 PROBLEM 4.5A Terrific Temps fills temporary employment positions for local businesses. Some businesses pay in 
Preparing Adjusting advance for services; others are billed after services have been performed. Advanced payments are 
pee Entries and credited to an account entitled Unearned Fees. Adjusting entries are performed on a monthly basis. 
107. Determining Account An unadjusted trial balance dated December 31, 2011, follows. (Bear in mind that adjusting entries 
Balances have already been made for the first 11 months of 2011, but not for December.) 
L093 


TERRIFIC TEMPS 
UNADJUSTED TRIAL BALANCE 
DECEMBER 31, 2011 


Unexpired insurance. .0ccse0s see eee be heer e8 tee ea ae ees 900 
Prepaid rent sccu eck thee nes ikae ced beewe gee ed ageaaes ae 3,000 
Olfice SUPPlICS s..24-c-ce oem idGs ata ee peDeaae PEASE oma aE 600 
Equipment scsscccten cee eae che Gee eee GRE DR Gene aes Mee 60,000 
Accumulated depreciation: equipment................0000e ee ee $ 29,500 
Accounts payable......... 0... . eee eee ee 4,180 
Notes payable. ........ 0... 0. eee eee 12,000 
Interest payable 1524 bcc tea bbenees pened abe bee oe be 320 
WMGAIMCOHCES: isine Sonera Recs ps coer ent see: sea hadugiges ners) aon a afd deiidin cated 6,000 
Income taxes payable........... 00... eee eee eee 4,000 
Unearned revenue ........... 0000s 20,000 
Retained eamingsi- cis cecciease see been e es ee Oa ales any 49,000 
Gabital:StOCK nc: 4:n4on nd tenee hee ead ch Sonatas eotaadeame han 25,000 
DIVIGENS ss ciswes as ce Hoe RewE TOR eRe RRS BL Be ak Pes 3,000 
Fees-6anned) ..Si.7 ba es cade hed ee gaa dink eh a tek ees 75,000 
Travel CxXpeNnS@:.: vesc0e cca detaeae remem ieGe aria eae 5,000 
INSUFANCE OXPENSE::«.. c.08 204 Ske Gee en OPE DE Gee ETS Be 2,980 
FREMUCXDCNSE tee S.o acd cardeakcisintrm 5 a apd tanenanince ae eapbiavar dens aie cn es 9,900 
Office supplies expense ............ 0... eee eee 780 
Utilities expense... 02... 2. eee 4,800 
Depreciation expense: equipment .................0..0.00000 0 5,500 
Salaries expense .......... 0.0... e cee ees 30,000 
Interest expense. ... 2.0... eee eee 320 
Income taxes expense .......... 0.0... cece eee ee eee eee 12,000 


$225,000 $225,000 
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Other Data 


1. Accrued but unrecorded fees earned as of December 31, 2011, amount to $1,500. 


2. Records show that $2,500 of cash receipts originally recorded as unearned fees had been 
earned as of December 31. 


The company purchased a six-month insurance policy on September 1, 2011, for $1,800. 
On December 1, 2011, the company paid its rent through February 28, 2012. 
Office supplies on hand at December 31 amount to $400. 


SA ON aaa cae 


All equipment was purchased when the business first formed. The estimated life of the equip- 
ment at that time was 10 years (or 120 months). 


7. On August 1, 2011, the company borrowed $12,000 by signing a six-month, 8 percent note 
payable. The entire note, plus six months’ accrued interest, is due on February 1, 2012. 


8. Accrued but unrecorded salaries at December 31 amount to $2,700. 


9. Estimated income taxes expense for the entire year totals $15,000. Taxes are due in the first 
quarter of 2012. 


Instructions 
a. For each of the numbered paragraphs, prepare the necessary adjusting entry (including an 
explanation). 


b. Determine that amount at which each of the following accounts will be reported in the 
company’s 2011 income statement: 


1. Fees Earned 

Travel Expense 

Insurance Expense 

Rent Expense 

Office Supplies Expense 

Utilities Expense 

Depreciation Expense: Equipment 
Interest Expense 


SoS el GN SAE Go 


Salaries Expense 
10. Income Taxes Expense 


c. The unadjusted trial balance reports dividends of $3,000. As of December 31, 2011, have 
these dividends been paid? Explain. 


L01 PROBLEM 4.6A Alpine Expeditions operates a mountain climbing school in Colorado. Some clients pay in advance 

through Preparing Adjusting for services; others are billed after services have been performed. Advance payments are credited 

Entries and to an account entitled Unearned Client Revenue. Adjusting entries are performed on a monthly 

L097. Determining Account basis. An unadjusted trial balance dated December 31, 2011, follows. (Bear in mind that adjusting 
Balances entries have already been made for the first 11 months of 2011, but not for December.) 


L039 
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ALPINE EXPEDITIONS 
UNADJUSTED TRIAL BALANCE 


DECEMBER 31, 2011 


C7. (2) Lan eR ee PP Se $ 13,900 
Accounts receivable. ... 2.0.2... eee eee 78,000 
Unexpired insurance ............ 00.0. c eee ee eee 18,000 
Prepaid advertising ............ 02... eee eee 2,200 
CliMbING:SUPPIIES 4.2 bees ce hedede booed eked eedeede ea ee tes 4,900 
ClMbING:SQUIPMENE eacic5244s.8ad tow doe edu eearmd ied paleats 57,600 
Accumulated depreciation: climbing equipment ................. $ 38,400 
Accounts payable: s 2 csuiis gees eas eenawe waa AeA ST ena 1,250 
Notes payable: 2. cccor ete bteeaddeGe eek etawnaleee eta etan e 10,000 
Interest payable aise aid SAn ad Sones Bow hE oad SA 150 
Income taxes payable ............ 00... eee eee 1,200 
Unearned client revenue ........... 00... c eee ee eee 9,600 
CapitaliStoCk: 2.2 sie Aacducta ear do eile a Aagaielz tne ow Setdedtdl adnielnds De tate 17,000 
Retained earnings .2..c2ccfe8 9 e0 8 deeded eh eer Sah beet ded tak « 62,400 
Client revenue earned... 12... ee eee 188,000 
Advertising expense ......... 2.0.0... e eee eee eee 7,400 
Insurance expense .......... 0... eee eee 33,000 
Rent-expense: iv ceccw eeak ad ee nde ade dent eee thence de ee bed 16,500 
Climbing supplies expense ............. 02.0.0 eee eee eee eee 8,400 
Repairs Cxpense ano. core beatae nen tees ee teh nade Orewa es bade 4,800 
Depreciation expense: climbing equipment..................... 13,200 
SalarieS 6xpensS@ien..o2iedes bea aed wee dees ee wee aera nh ens 57,200 
Interest: expenses is eccevaas ised pres ee ie Pee ee 150 
Income taxes Expense. .... 2.2... eee ee 12,750 


$328,000 $328,000 


Other Data 
1. Accrued but unrecorded fees earned as of December 31 amount to $6,400. 


2. Records show that $6,600 of cash receipts originally recorded as unearned client revenue had 
been earned as of December 31. 


3. The company purchased a 12-month insurance policy on June 1, 2011, for $36,000. 


4. On December 1, 2011, the company paid $2,200 for numerous advertisements in several 
climbing magazines. Half of these advertisements have appeared in print as of December 31. 


5. Climbing supplies on hand at December 31 amount to $2,000. 


6. All climbing equipment was purchased when the business first formed. The estimated life of 
the equipment at that time was four years (or 48 months). 


7. On October 1, 2011, the company borrowed $10,000 by signing an eight-month, 9 percent 
note payable. The entire note, plus eight months’ accrued interest, is due on June 1, 2012. 


8. Accrued but unrecorded salaries at December 31 amount to $3,100. 


9. Estimated income taxes expense for the entire year totals $14,000. Taxes are due in the first 
quarter of 2012. 


Instructions 


a. For each of the numbered paragraphs, prepare the necessary adjusting entry (including an 
explanation). 

b. Determine that amount at which each of the following accounts will be reported in the com- 
pany’s balance sheet dated December 31, 2011: 


1. Cash 6. Climbing Equipment 10. Interest Payable 

2. Accounts Receivable 7. Accumulated Depreciation: 11. Income Taxes Payable 
3. Unexpired Insurance Climbing Equipment 12. Unearned Client 

4. Prepaid Advertising 8. Salaries Payable Revenue 

5. Climbing Supplies 9. Notes Payable 


c. Which of the accounts listed in part b represent deferred expenses? Explain. 
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Loi PROBLEM 4.7A Ken Hensley Enterprises, Inc., is a small recording studio in St. Louis. Rock bands use the studio 
Preparing Adjusting to mix high-quality demo recordings distributed to talent agents. New clients are required to pay in 

through —Hiries from a Trial advance for studio services. Bands with established credit are billed for studio services at the end 
197 Balance of each month. Adjusting entries are performed on a monthly basis. An unadjusted trial balance 


dated December 31, 2011, follows. (Bear in mind that adjusting entries already have been made for 
the first eleven months of 2011, but not for December.) 


LO9 


KEN HENSLEY ENTERPRISES, INC. 
UNADJUSTED TRIAL BALANCE 
DECEMBER 31, 2011 


SIUdIO:SUPPIIES\: oa. ok oe eee eee kena ea ed he ee oe ee 7,600 
Unexpired insurance. ......... 00... eee eee 500 
Prepaid: StudiO'renisc.c0c24.5208ene bounds gaa Saxe naeedanewan 4,000 
RECOrdING;EQUIDMENT 4s ehinvin as sited eels quode Pee wakes athe 90,000 
Accumulated depreciation: recording equipment................. $ 52,500 
Notes payable: o...0 estas de rind oe beste ea oe eee ea ee 16,000 
Interest payable: 12 cs.ccedad tou taco eed wes Pee Rae OER Law 840 
Income taxes: payable: cscs aesinsie do dee Saas Peed BADEN 3,200 
Unearned studio revenue............ 0.000 eee 9,600 
Capital Stock cs.cctec s,s, 2.cchvdhensom a ise od GS ae aleve eds Ras haar sneed SA are 80,000 
Retained:earnings: ..: iictcuteernes dheteaaberees dootewied eas 38,000 
Studio revenue earned... .. 6.22... eee ee 107,000 
Salaries expense ........ 0.00... eee eee 18,000 
Supplies expense... 1.2.2... 0... e cette 1,200 
INSUrANCE OXPENSE.. ¢seoviarss ieee spew Va ees aw ae wa 2,680 
Depreciation expense: recording equipment .................... 16,500 
Studio:rent expenses :2scic0e5 tawdrtatiwees Have Petia Sh wn 21,000 
Interest’CxpenSe: sc .ccsecdee tba tterageaka beaker gaead edad 840 
Wiilities CxpenSe@:. a:..5 crediere vin ee eho ae eek Se ese ee 2,350 
Income taxes expense .......... 0. cee eee eee 17,900 


$307,140 $307,140 


Other Data 


1. Records show that $4,400 in studio revenue had not yet been billed or recorded as of 
December 31. 

2. Studio supplies on hand at December 31 amount to $6,900. 

3. On August 1, 2011, the studio purchased a six-month insurance policy for $1,500. The entire 
premium was initially debited to Unexpired Insurance. 

4. The studio is located in a rented building. On November 1, 2011, the studio paid $6,000 rent 
in advance for November, December, and January. The entire amount was debited to Prepaid 
Studio Rent. 

5. The useful life of the studio’s recording equipment is estimated to be five years (or 60 months). 
The straight-line method of depreciation is used. 


6. On May 1, 2011, the studio borrowed $16,000 by signing a 12-month, 9 percent note payable 
to First Federal Bank of St. Louis. The entire $16,000 plus 12 months’ interest is due in full 
on April 30, 2012. 


7. Records show that $3,600 of cash receipts originally recorded as Unearned Studio Revenue 
had been earned as of December 31. 


8. Salaries earned by recording technicians that remain unpaid at December 31 amount to $540. 


9. The studio’s accountant estimates that income taxes expense for the entire year ended December 
31, 2011, is $19,600. (Note that $17,900 of this amount has already been recorded.) 
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Instructions 


a. For each of the above numbered paragraphs, prepare the necessary adjusting entry (including 
an explanation). 


b. Using figures from the company’s unadjusted trial balance in conjunction with the adjusting 
entries made in part a, compute net income for the year ended December 31, 2011. 


c. Was the studio’s monthly rent for the last 2 months of 2011 more or less than during the first 
10 months of the year? Explain your answer. 


d. Was the studio’s monthly insurance expense for the last five months of 2011 more or less than 
the average monthly expense for the first seven months of the year? Explain your answer. 


e. If the studio purchased all of its equipment when it first began operations, for how many 
months has it been in business? Explain your answer. 


f. Indicate the effect of each adjusting entry prepared in part a on the major elements of the com- 
pany’s income statement and balance sheet. Organize your answer in tabular form using the 
column headings shown. Use the symbols I for increase, D for decrease, and NE for no effect. 
The answer for the adjusting entry number 1 is provided as an example. 


Income Statement Balance Sheet 
Adjusting Net Owners’ 
Entry Revenue — Expenses = Income Assets = Liabilities + Equity 
1 I NE I I NE I 

L01 PROBLEM 4.8A Coyne Corporation recently hired Elaine Herrold as its new bookkeeper. Herrold was not very 

througen UNderstanding the experienced and made seven recording errors during the last accounting period. The nature of each 
Se ifecis of Various error is described in the following table. 
LO7. Errors 


Instructions 

Indicate the effect of the following errors on each of the financial statement elements described in 
Log the column headings in the table. Use the following symbols: O = overstated, U = understated, 

and NE = no effect. 


Total Total Net Total Total Owners’ 
Error Revenue Expenses Income Assets Liabilities Equity 


a. Recorded a dividend as an expense 
reported in the income statement. 


b. Recorded the payment of an account 
payable as a debit to accounts payable 
and a credit to an expense account. 


c. Failed to record depreciation expense. 


d. Recorded the sale of capital stock as 
a debit to cash and a credit to retained 
earnings. 


e. Recorded the receipt of a customer 
deposit as a debit to cash and a credit 
to fees earned. 


f. Failed to record expired portion of 
an insurance policy. 


g. Failed to record accrued interest 
earned on an outstanding note 
receivable. 
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Analyzing the Effects 
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Problem Set B @ connect 


|ACCOUNTING 


The Georgia Gun Club adjusts its accounts monthly and closes its accounts annually. Club mem- 
bers pay their annual dues in advance by January 4. The entire amount is initially credited to 
Unearned Membership Dues. At the end of each month, an appropriate portion of this amount 
is credited to Membership Dues Earned. Guests of the club normally pay their fees before being 
allowed to use the facilities. The amounts collected are credited to Guest Fee Revenue at the time 
of receipt. Certain guests, however, are billed at the end of the month. The following information 
is available as a source for preparing adjusting entries at December 31: 


1. 


Salaries earned by the club’s employees that have not yet been recorded or paid amount to $13,600. 


2. The Georgia State Police used the club’s facilities for target practice on December 30 of the 


current year. At December 31, the $3,200 owed by the state police for guest fees had not yet 
been recorded or billed. 


Membership dues earned in December, for collections received at the beginning of the year, 
amount to $140,000. 


Depreciation of the furniture and fixtures in the clubhouse is based on an estimated life of eight 
years. These items had originally been purchased for $120,000. The straight-line method is used. 


(Note: The clubhouse building was constructed in 1956 and is fully depreciated.) 


A 12-month bank loan in the amount of $60,000 had been obtained by the club on October 4. 
Interest is computed at an annual rate of 8 percent. The entire $60,000, plus all of the interest 
accrued over the 12-month life of the loan, is due in full on September 30 of the upcoming 
year. The necessary adjusting entry was made on November 30 to record the first two months 
of accrued interest expense. However, no adjustment has been made to record interest expense 
accrued in December. 


A one-year property insurance policy had been purchased on April 30. The entire premium of 
$10,800 was initially recorded as Unexpired Insurance. 

In December, the club entered into an agreement to host the annual tournament of the Georgia 
Junior Rifle Association. The club expects to generate guest fees of $7,200 from this event. 
Unrecorded Income Taxes Expense accrued in December amounts to $12,600. This amount 
will not be paid until January 22. 


Instructions 


a. 


b. 


For each of the above numbered paragraphs, prepare the necessary adjusting entry (including 
an explanation). If no adjusting entry is required, explain why. 

Four types of adjusting entries are described at the beginning of the chapter. Using these 
descriptions, identify the type of each adjusting entry prepared in part a above. 

Although the clubhouse building is fully depreciated, it is in excellent physical condition. 
Explain how this can be. 


Big Oaks, a large campground in Vermont, adjusts its accounts monthly and closes its accounts 
annually on December 31. Most guests of the campground pay at the time they check out, and the 
amounts collected are credited to Camper Revenue. The following information is available as a 
source for preparing the adjusting entries at December 31: 


1. 


Big Oaks invests some of its excess cash in certificates of deposit (CDs) with its local bank. 
Accrued interest revenue on its CDs at December 31 is $425. None of the interest has yet been 
received. (Debit Interest Receivable.) 


An eight-month bank loan in the amount of $12,000 had been obtained on October 1. Interest 
is to be computed at an annual rate of 8 percent and is payable when the loan becomes due. 


Depreciation on buildings owned by the campground is based on a 20-year life. The original 
cost of the buildings was $720,000. The Accumulated Depreciation: Buildings account has a 
credit balance of $160,000 at December 31, prior to the adjusting entry process. The straight- 
line method of depreciation is used. 

Management signed an agreement to let Girl Scouts from Easton, Connecticut, use the camp- 
ground in June of next year. The agreement specifies that the Girl Scouts will pay a daily rate 
of $15 per campsite, with a clause providing a minimum total charge of $1,200. 


Salaries earned by campground employees that have not yet been paid amount to $1,515. 
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6. As of December 31, Big Oaks has earned $2,700 of revenue from current campers who will 
not be billed until they check out. (Debit Camper Revenue Receivable.) 


7. Several lakefront campsites are currently being leased on a long-term basis by a group of 
senior citizens. Five months’ rent of $7,500 was collected in advance and credited to Unearned 
Camper Revenue on November | of the current year. 


8. A bus to carry campers to and from town and the airport had been rented the first week of 
December at a daily rate of $45. At December 31, no rental payment has been made, although 
the campground has had use of the bus for 18 days. 


9. Unrecorded Income Taxes Expense accrued in December amounts to $6,600. This amount 
will not be paid until January 15. 


Instructions 


a. For each of the above numbered paragraphs, prepare the necessary adjusting entry (including 
an explanation). If no adjusting entry is required, explain why. 

b. Four types of adjusting entries are described at the beginning of the chapter. Using these 
descriptions, identify the type of each adjusting entry prepared in part a above. 


c. Indicate the effects that each of the adjustments in part a will have on the following six total 
amounts in the campground’s financial statements for the month of December. Organize your 
answer in tabular form, using the column headings shown below. Use the letters I for increase, 
D for decrease, and NE for no effect. Adjusting entry 1 is provided as an example. 


Income Statement Balance Sheet 
Adjusting Net Owners’ 
Entry Revenue — Expenses = Income Assets = Liabilities + Equity 
dl I NE I I NE I 


d. What is the amount of interest expense recognized for the entire current year on the $12,000 
bank loan obtained October 1? 

e. Compute the book value of the campground’s buildings to be reported in the current year’s 
December 31 balance sheet. (Refer to paragraph 3.) 


River Rat, Inc., operates a ferry that takes travelers across the Wild River. The company adjusts its 
accounts at the end of each month. Selected account balances appearing in the April 30 adjusted 
trial balance are as follows: 


Debit Credit 


PrepaleirS tit: sidecats ton, aeadea dle Garg hbeto eye ndud SP aalaedaiteedrnie doa de ausaughie ers $12,000 

Unexpired insurance ..... 00... 0.00.0 2,400 

FON: 63 dec ec0wg 6 eaanne Renebn peraleoree ecu eg Sew made Be aielne Aes 96,000 

Accumulated depreciation: ferry.................. 0.000.000 200 $20,000 

Unearned passenger revenue ............ 02.0. eee ee eee 1,040 
Other Data 


1. The ferry is being depreciated over an eight-year estimated useful life. 


2. The unearned passenger revenue represents tickets good for future rides sold to a resort hotel 
for $2 per ticket on April 1. During April, 160 of the tickets were used. 


3. Five months’ rent had been prepaid on April 1. 
4. The unexpired insurance is a 12-month fire insurance policy purchased on March 1. 


Instructions 
a. Determine the following: 
1. The age of the ferry in months. 
2. How many $2 tickets for future rides were sold to the resort hotel on April 1. 
3. The monthly rent expense. 
4. The original cost of the 12-month fire insurance policy. 


b. Prepare the adjusting entries that were made on April 30. 
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loi PROBLEM 4.4B The Off-Campus Playhouse adjusts its accounts every month. Below is the company’s unadjusted 

Preparing Adjusting trial balance dated September 30, 2011. Additional information is provided for use in preparing the 

ee EntCcrnonicnnaal company’s adjusting entries for the month of September. (Bear in mind that adjusting entries have 
197 Balance already been made for the first eight months of 2011, but not for September.) 


OFF-CAMPUS PLAYHOUSE 
nt) UNADJUSTED TRIAL BALANCE 
SEPTEMBER 30, 2011 


BUONO iatiice ot eite LEG te ae eek ee tae ee aw eae 150,000 
Accumulated depreciation: building .......................2..-. $ 18,500 
Fixtures and equipment ............. 0... eee eee eee 18,000 
Accumulated depreciation: fixtures and equipment............... 4,500 
Notes payablesni so ida nintdrd hee heeled ba bie e neue 100,000 
Accounts payable .: ccckicwse sone Seaway ead e ode kame eens ae 5,700 
Unearned admissions revenue (nursing homes) ................. 1,500 
Income taxes payable. ..... 2.0.0.0... eee eee 4,700 
Capital StOCK:;... diz c:2ate Ste aha Gcaaeagoe aiane Rie ain Serene ee ood due dyad dame 9,000 
Retained earnings. ........... 0... cee eee eee 26,400 
DIVIDGNAS as saceig, ore aang alas ade 40S face aleed aideie aoe Goce es ahead aa ae ae Gin eats 9,000 
Admissions revenue ... 0... 0 eee eee eee 180,200 
Concessions revenue ........ 0.20. eee eee 19,600 
Salaries expense .... 0.0.0.0... eee eee 57,400 
Costume rental expense... 1.0... 0... cee 2,700 
Utilities: expeNnS@ ssc be diate ean tase Gaeas Ged hee ees 7,100 
Depreciation expense: building..................-...2-0 ee eee 4,000 
Depreciation expense: fixtures and equipment .................. 2,400 
InterestiexPENSO ins sss ccderi seid eee Hewwe eee ER REE REE 8,500 
Income taxes expense +s kicivsiniactwiew Geese we ee Re eee 21,000 


$370,100 $370,100 


Other Data 


1. Costume rental expense for the month is $600. However, the costume rental expense for sev- 
eral months has been paid in advance. 

2. The building is being depreciated over a period of 25 years (300 months). 

3. The fixtures and equipment are being depreciated over a period of five years (60 months). 

4. On the first of each month, the theater pays the interest which accrued in the prior month on 
its note payable. At September 30, accrued interest payable on this note amounts to $1,062. 

5. The playhouse allows local nursing homes to bring seniors to the plays on any weekday per- 
formance for a fixed price of $500 per month. On August 31, a nursing home made a $1,500 
advance payment covering the months of September, October, and November. 

6. The theater receives a percentage of the revenue earned by Sweet Corporation, the conces- 
sionaire operating the snack bar. For snack bar sales in September, Sweet owes Off-Campus 
Playhouse $4,600, payable on October 14. No entry has yet been made to record this revenue. 
(Credit Concessions Revenue.) 

7. Salaries earned by employees, but not recorded or paid as of September 30, amount to $2,200. 
No entry has yet been made to record this liability and expense. 

8. Income taxes expense for September is estimated at $3,600. This amount will be paid in the 
October 15 installment payment. 


9. Utilities expense is recorded as monthly bills are received. No adjusting entries for utilities 
expense are made at month-end. 
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Instructions 

a. For each of the numbered paragraphs, prepare the necessary adjusting entry (including an 
explanation). 

b. Refer to the balances shown in the unadjusted trial balance at September 30. How many 
months of expense are included in each of the following balances? (Remember, Off-Campus 
Playhouse adjusts its accounts monthly. Thus, the accounts shown were last adjusted on 
August 31, 2011.) 

1. Utilities expense 
2. Depreciation expense 
3. Accumulated depreciation: building 
c. Assume the playhouse has been operating profitably all year. Although the September 30 


trial balance shows substantial income taxes expense, income taxes payable is a much smaller 
amount. This relationship is quite normal throughout much of the year. Explain. 


01 PROBLEM 4.5B Marvelous Music provides music lessons to student musicians. Some students pay in advance for 
through Preparing Adjusting lessons; others are billed after lessons have been provided. Advance payments are credited to an 
Entries and account entitled Unearned Lesson Revenue. Adjusting entries are performed on a monthly basis. 
L097. Determining Account An unadjusted trial balance dated December 31, 2011, follows. (Bear in mind that adjusting entries 
Balances have already been made for the first 11 months of 2011, but not for December.) 
L09 


MARVELOUS MUSIC 
UNADJUSTED TRIAL BALANCE 
DECEMBER 31, 2011 


Unexpired insurance. ....... 0.0.00 cet eee 3,200 
PHEPAIG FONE acs cSisace tis, dap autliseted Gi anaes aeapawsiguats bik foodasid axar aud guehacehs 6,000 
Sheet music supplies ............. 0.00. eee eee ee 450 
Music equipment. ............ 0.000 eee eee 180,000 
Accumulated depreciation: music equipment.................... $ 72,000 
Accounts:payable:. sic ccncies eee boa Se Pee ES pee eR ROSAS 3,500 
Notespayablen: ccs. eetansegogs ene teaeG eed eee PRESS 5,000 
Dividends:payable....20.0ct02..00 085400 te aoe eee eee Bee 1,000 
Interest: payables. ccc a¢henisee awe bePewbstk ee Dade e es 25 
Income:taxes payable: 3 .cssc.c sey bn ade dea dee eed dee eG ee 3,400 
Unearned lesson revenue. ........... 00.00 c eee eee eee 1,100 
Capital StOcK.wadi4.. pi 0eedunaaded Lie tedveeadyd hewea wean 20,000 
Retained earnings. ............. 00. e eee eee 56,600 
DIVIdENOS. :.edis oun ete Aye Wee ee SER de ee Se ale dees 1,000 
Lesson revenue earned .......... 0... eee ee eee 154,375 
Advertising expense ........... 0... cee ees 7,400 
INSUFANCE EXPENSE: 6.6 cece ios Ske wee ane eee awe eee bes 4,400 
Chit CXPeCNSe eine a2 ut cacpchs BAN on em ahh deem eRe GA 16,500 
Sheet music supplies expense.................. 0202 eee eee ee 780 
UtilitieS*6xOeNSO:ss osc as poate en eee Shei ed eee aes 5,000 
Depreciation expense: music equipment ..............-..-0000- 33,000 
SalarieS expense 24 icc cewer ces eee ee RGR wae La dwe soa 27,500 
Interest expense. ...... 2.2... eee eee 25 
Income taxes expense .......... 2.0... cece eee eee 13,845 


$317,000 $317,000 
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Other Data 


1. Accrued but unrecorded lesson revenue earned as of December 31, 2011, amounts to $3,200. 


2. Records show that $800 of cash receipts originally recorded as unearned lesson revenue had 
been earned as of December 31. 


The company purchased a 12-month insurance policy on August 1, 2011, for $4,800. 
On October 1, 2011, the company paid $9,000 for rent through March 31, 2012. 
Sheet music supplies on hand at December 31 amount to $200. 


CN ances 


All music equipment was purchased when the business was first formed. Its estimated life at 
that time was five years (or 60 months). 


7. On November 1, 2011, the company borrowed $5,000 by signing a three-month, 6 percent 
note payable. The entire note, plus three months’ accrued interest, is due on February 1, 2012. 


8. Accrued but unrecorded salaries at December 31 amount to $3,500. 


9. Estimated income taxes expense for the entire year totals $22,000. Taxes are due in the first 
quarter of 2012. 


Instructions 
a. For each of the numbered paragraphs, prepare the necessary adjusting entry (including an 
explanation). 


b. Determine that amount at which each of the following accounts will be reported in the com- 
pany’s 2011 income statement: 


1. Lesson Revenue Earned 

Advertising Expense 

Insurance Expense 

Rent Expense 

Sheet Music Supplies Expense 

Utilities Expense 

Depreciation Expense: Music Equipment 
Interest Expense 


A? Go Gale fs 


Salaries Expense 
10. Income Taxes Expense 


c. The unadjusted trial balance reports dividends of $1,000. As of December 31, 2011, have 
these dividends been paid? Explain. 


L01 PROBLEM 4.6B Mate Ease is an Internet dating service. All members pay in advance to be listed in the database. 

through Preparing Adjusting Advance payments are credited to an account entitled Unearned Member Dues. Adjusting entries 

Entries and are performed on a monthly basis. An unadjusted trial balance dated December 31, 2011, follows. 

L07. Determining Account (Bear in mind that adjusting entries have already been made for the first 11 months of 2011, but 
Balances not for December.) 


L098 
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185 


MATE EASE 
UNADJUSTED TRIAL BALANCE 


DECEMBER 31, 2011 


Unexpired insurance. ......... 2.0.0.2 eee eee 12,800 
Prepaid rent 218 oh pos8 2 cident aw eed yoda hee aed soci wkiades 14,600 
OMICS SUPPIICS 45-5 5ckcans cess Zayadeecuseddh & a cea asp alevaredS Bo aid Saree Seen Se 2,160 
Computer equipment .......... 0.0... ce eee eee eee 108,000 
Accumulated depreciation: computer equipment................. $ 54,000 
Accounts: payable. vive. scede vee seed aed veewa Babel Rew tie ae 4,300 
Notes payable nics. cen edescg sativa endesad sede we PRP ees 90,000 
Interest payables. i scccactaws eco ee ened ae a ee AEE 6,750 
Income taxes payable........... 0.0... eee 7,500 
Unearned member dues. ............ 00.0. c eee eee eee eee 36,000 
Capital StoGk: e306 540-0 caxd ade ed od howd ade waoad Shae es 40,000 
Retained earnings. ........... 0... c eee eee eee 28,000 
Client fees earned .... 6... eee 508,450 
Advertising expense ........... 0... eee ete es 17,290 
Insurance expense... 1.2.2.2... c tees 35,200 
FROME CXDONSS i sire g Bae cactaaicusly <oiaycs co See sacha tial ines sXe ale chica a cree 80,300 
Office supplies expense ......... 0.0... eee 18,400 
Internet connection expense. ............. 00.0. 24,000 
Depreciation expense: computer equipment .................... 33,000 
alari6S:Cxpense: 24.65 beam dwce sido deenee tee adeaneeeed 239,000 
Interest'@xpense@ ec icc cheek c egies ead deed Gaede eed dae deegade 6,750 
lncome-taxes CxpeNnSe:..6 nccccased ide eeerweGk ee eee eee nes 14,000 


$775,000 $775,000 


Other Data 


1. 


Cy pe fo IS 


Records show that $21,000 of cash receipts originally recorded as unearned member dues had 
been earned as of December 31, 2011. 


The company purchased a six-month insurance policy on October 1, 2011, for $19,200. 
On November 1, 2011, the company paid $21,900 for rent through January 31, 2012. 
Office supplies on hand at December 31 amount to $440. 


All computer equipment was purchased when the business first formed. The estimated life of 
the equipment at that time was three years (or 36 months). 


On March 1, 2011, the company borrowed $90,000 by signing a 12-month, 10 percent note 
payable. The entire note, plus 12 months’ accrued interest, is due on March 1, 2012. 


Accrued but unrecorded salaries at December 31 amount to $10,500. 


Estimated income taxes expense for the entire year totals $16,000. Taxes are due in the first 
quarter of 2012. 


Instructions 


a. 


b. 


For each of the numbered paragraphs, prepare the necessary adjusting entry (including an 
explanation). 


Determine that amount at which each of the following accounts will be reported in the com- 
pany’s balance sheet dated December 31, 2011: 


1. Cash 7. Accounts Payable 

2. Unexpired Insurance 8. Notes Payable 

3. Prepaid Rent 9. Salaries Payable 

4. Office Supplies 10. Interest Payable 

5. Computer Equipment 11. Income Taxes Payable 
6. Accumulated Depreciation: Computer Equipment 12. Unearned Member Dues 


Why doesn’t the company immediately record advance payments from customers as revenue? 


186 Chapter 4 The Accounting Cycle: Accruals and Deferrals 


Loi PROBLEM 4.7B Clint Stillmore operates a private investigating agency called Stillmore Investigations. Some cli- 
Preparing Adjusting ents pay in advance for services; others are billed after services have been performed. Advance 
through —- tries from a Trial payments are credited to an account entitled Unearned Retainer Fees. Adjusting entries are per- 
197 Balance formed on a monthly basis. An unadjusted trial balance dated December 31, 2011, follows. (Bear 
in mind that adjusting entries have already been made for the first 11 months of 2011, but not for 
December.) 
LO9 
Other Data 


1. Accrued but unrecorded client fees earned at December 31 amount to $1,500. 


2. Records show that $2,500 of cash receipts originally recorded as Unearned Retainer Fees had 
been earned as of December 31. 


3. Office supplies on hand at December 31 amount to $110. 


4. The company purchased all of its office equipment when it first began business. At that time, 
the equipment’s estimated useful life was six years (or 72 months). 


5. On October 1, 2011, the company renewed its rental agreement paying $1,800 cash for six 
months’ rent in advance. 


6. On March 1 of the current year, the company paid $1,080 cash to renew its 12-month insur- 
ance policy. 


7. Accrued but unrecorded salaries at December 31 amount to $1,900. 


8. On June 1, 2011, the company borrowed money from the bank by signing a $9,000, 8 percent, 
12-month note payable. The entire note, plus 12 months’ accrued interest, is due on May 31, 
2012. 


9. The company’s CPA estimates that income taxes expense for the entire year is $7,500. 


STILLMORE INVESTIGATIONS 


UNADJUSTED TRIAL BALANCE 
DECEMBER 31, 2011 


AS Uae ccc eter parce scree acacia deren tea vatean ae. otaeae antec tS $ 40,585 
Accounts receivable ......... 0.0.0... 2 eee eee 2,000 
Office Supplies -:.2.0.344.0 efies dette thadeut nei aeons bed 205 
id =) 95-1 (9 (9 (21 ¢ | Gace ee ea eee eee 1,200 
Whexpired iNSUFANCE: «eine see koe Peek Whe eee ee 270 
Office:equipmMents. is eevecsa eas bead edbe we deh hbase nea ders 54,000 
Accumulated depreciation: office equipment ................... $ 35,250 
Accounts payable’ ss. ciswe nevac sacs nantes Benda cwed wee 2S 1,400 
Interest payable: .:..60 ae ached eh See ene an oe Ses ee 360 
Income: taxes payables: ice es cenee wae ew eee ede ek oe 1,750 
LS fo) (239 oF: 19-1] [= ee eee 9,000 
Unearned retainer fees.......... 0... eee eee eee 3,500 
Capital StOCK si: aceceeve Lixcalate nate ace adie © wheelie ghia nce tean & wheat panee ee 30,000 
Retained earnings. ............ 0.0 eee eee 8,000 
DIVIDCNOS i 15cia oes eiane. wittn ese ie ce Midd eee ean Aitars Soden Oe fe 1,000 
Client fees earned. ... 2.2.0... eee eee 60,000 
Office supplies expense ............ 0.0... c eee eee eee 605 
Depreciation expense: office equipment...................0... 8,250 
RENtEXDENSE: = 28 x sce. cur ek anda edea d ou cehdradaledea Pe 5,775 
Insurance Expense... 1.2.0... tee 1,010 
Salaries GXPeNnsSe .i.ccweas was beenade eeu wee eee ewe eee eS 27,100 
Interest: expense ....0% ee aceed esheets el eee ate 360 
Income taxes expense .......... 00... c ee eee eee eee 6,900 


MOUAIS: cscs arn ss, Hagtuelss aiicia says  oue.ddeencoabaueneansei sans Audecuaihadea nde chen $149,260 $149,260 
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Instructions 


a. For each of the above numbered paragraphs, prepare the necessary adjusting entry (including 
an explanation). 


b. Prepare the company’s adjusted trial balance dated December 31, 2011. 


Using figures from the adjusted trial balance prepared in b, compute net income for the year 
ended December 31, 2011. 


d. How much was the company’s average monthly rent expense in January through September of 
2011? Explain your answer. 


e. How much was the company’s average monthly insurance expense in January and February of 
2011? Explain your answer. 


f. If the company purchased all of its office equipment when it first began operations, for how 
many months has it been in business? Explain your answer. 


g. Indicate the effect of each adjusting entry prepared in part a on the major elements of the com- 
pany’s income statement and balance sheet. Organize your answer in tabular form using the 
column headings shown. Use the symbols I for increase, D for decrease, and NE for no effect. 
The answer for adjusting entry number 1 is provided as an example. 


Income Statement Balance Sheet 
Adjusting Net Owners’ 
Entry Revenue — Expenses = Income Assets = Liabilities + Equity 
1 I NE I I NE I 

L01 PROBLEM 4.8B Stephen Corporation recently hired Tom Waters as its new bookkeeper. Waters is very inexperi- 

Understanding the enced and has made seven recording errors during the last accounting period. The nature of each 

through : i : 

Effects of Various error is described in the following table. 

Lo7. Errors 


Instructions 


Indicate the effect of the following errors on each of the financial statement elements described in 
LOS the column headings in the table. Use the following symbols: O = overstated, U = understated, 
and NE = no effect 


Total Total Net Total Total Owners’ 
Error Revenue Expenses Income Assets Liabilities Equity 


a. Recorded a declared but unpaid 
dividend by debiting dividends and 
crediting cash. 


b. Recorded a receipt of an account 
receivable as a debit to cash and a credit 
to fees earned. 


c. Recorded depreciation expense twice. 


d. Recorded the sale of capital stock as 
a debit to cash and a credit to revenue. 


e. Purchased equipment and debited 
supplies expense and credited cash. 


f. Failed to record expired portion of 
prepaid advertising. 


g. Failed to record accrued and unpaid 
interest expense. 
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Critical Thinking Cases 


01. CASE 4.1 Property Management Professionals provides building management services to owners of office 

onset, Should This Be buildings and shopping centers. The company closes its accounts at the end of the calendar year. 
a Adjusted? The manner in which the company has recorded several transactions occurring during 2011 is 
107 described as follows: 


a. On September 1, received advance payment from a shopping center for property manage- 
ment services to be performed over the three-month period beginning September 1. The entire 
amount received was credited directly to a revenue account. 


b. On December 1, received advance payment from the same customer described in part a for 
services to be rendered over the three-month period beginning December 1. This time, the 
entire amount received was credited to an unearned revenue account. 


c. Rendered management services for many customers in December. Normal procedure is to 
record revenue on the date the customer is billed, which is early in the month after the services 
have been rendered. 

d. On December 15, made full payment for a one-year insurance policy that goes into effect on 
January 2, 2012. The cost of the policy was debited to Unexpired Insurance. 

e. Numerous purchases of equipment were debited to asset accounts, rather than to expense 
accounts. 


f. Payroll expense is recorded when employees are paid. Payday for the last two weeks of 
December falls on January 2, 2012. 


Instructions 

For each item above, explain whether an adjusting entry is needed at December 31, 2011, and 
state the reasons for your answer. If you recommend an adjusting entry, explain the effects this 
entry would have on assets, liabilities, owners’ equity, revenue, and expenses in the 2011 financial 


statements. 
L08 CASE 4.2 The concept of materiality is one of the most basic principles underlying financial accounting. 
The Concept a. Answer the following questions: 
of Materiality : ee : P : 
1. Why is the materiality of a transaction or an event a matter of professional judgment? 


2. What criteria should accountants consider in determining whether a transaction or an 
event is material? 


3. Does the concept of materiality mean that financial statements are not precise, down to 
the last dollar? Does this concept make financial statements less useful to most users? 


b. Avis Rent-a-Car purchases a large number of cars each year for its rental fleet. The cost of 
any individual automobile is immaterial to Avis, which is a very large corporation. Would it 
be acceptable for Avis to charge the purchase of automobiles for its rental fleet directly to 
expense, rather than to an asset account? Explain. 


L038. CASE 4.3 Slippery Slope, Inc., is a downhill ski area in northern New England. In an attempt to attract more 
Hold the Expenses! ski enthusiasts, Slippery Slope’s management recently engaged in an aggressive preseason adver- 
tising campaign in which it spent $9,000 to distribute brochures, $17,000 to air broadcast media 


LO7 spots, and $14,000 to run magazine and newspaper ads. 
Slippery Slope is now planning to borrow money from a local bank to expand its snowmaking 
Los capabilities next season. In preparing financial statements to be used by the bank, Slippery Slope’s 


management capitalized the entire $40,000 of advertising expenditures as Prepaid Advertising in 
the current year’s balance sheet. It decided to defer converting this asset to advertising expense for 
three years, arguing that it will take a least that long to realize the full benefit of its promotional 
efforts. Management also contends that it does not matter how the $40,000 advertising expenditure 
is reported, because the amount is immaterial. 


Critical Thinking Cases 


Lol. INTERNET 
CASE 4.4 


through 


Identifying Accounts 
Log Requiring Adjusting 
Entries 
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Instructions 


a. Does management’s decision to defer converting this $40,000 prepayment to advertising 
expense comply with generally accepted accounting principles? Defend your answer. 


b. Could management’s decision to defer reporting this expenditure as an expense for three years 
have any ethical implications? Explain. 


Visit Hershey’s home page at: 


www.hersheys.com 


From Hershey’s home page, access its most recent annual report (see the “Investor Relations” 
link). Examine the company’s balance sheet and identify the accounts most likely to have been 
involved in the end-of-year adjusting entry process. 


Internet sites are time and date sensitive. It is the purpose of these exercises to have you explore 
the Internet. You may need to use the Yahoo! search engine www.yahoo.com (or another favorite 
search engine) to find a company’s current Web address. 


Answers to Self-Test Questions 


il, © 2. d, $11,670 ($27,900 — $17,340 — $2,700 — $1,440 + $3,300 + $1,950) 


3nd 4. b,c 5. b,c,d 
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AFTER STUDYING THIS CHAPTER, YOU 
SHOULD BE ABLE TO: 


L01 


L02 


L038 


LO4 


LOS 


LOG 


L07 


LO8 


Prepare an income statement, a statement of 
retained earnings, and a balance sheet. 


Explain how the income statement and the 
statement of retained earnings relate to the 
balance sheet. 


Explain the concept of adequate disclosure. 


Explain the purposes of closing entries; 
prepare these entries. 


Prepare an after-closing trial balance. 


Use financial statement information to 
evaluate profitability and liquidity. 


Explain how interim financial statements are 
prepared in a business that closes its 
accounts only at year-end. 


Prepare a worksheet and explain its uses. 


* Supplemental Topic, “The Worksheet.” 


BEST BUY 


is anational retailer of televisions, video equipment, stereo systems, 
cellular phones, and an array of other consumer electronic devices and 
Web-based services. 

The company reported an impairment expense in a recent income 
statement of $111 million—no similar charges appeared in the previous 
two-year period. Disclosures accompanying ’s financial statements 
reveal that the company had purchased more than 26 million shares of 
common stock in a prior period for $183 million. At the end of the most 
current reporting period, the fair market value of these shares had declined 
by $111 million. "S$ management determined that this decline in 
value was not temporary; hence, in accordance with accounting standards, 
it reported the entire amount of the loss as an impairment expense in its 
income statement. 

Disclosures such as these are absolutely essential for the proper 
interpretation of a company’s financial statements. The ’s financial 
statements also include disclosures about store closings, executive 


compensation, sources of credit, and many other important issues. m= 
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Learning Objective 


L01 


Prepare an income 
statement, a statement of 
retained earnings, and a 
balance sheet. 


Learning Objective 


LO2 


Explain how the income 
statement and the 
statement of retained 
earnings relate to the 
balance sheet. 


Chapter 5 The Accounting Cycle: Reporting Financial Results 


In this chapter, we examine how companies prepare general-purpose financial statements 
used by investors, creditors, and managers. In addition, we discuss how certain events are 
disclosed in the notes that accompany financial statements. We also illustrate several methods 
of evaluating liquidity and profitability using financial statement information. 

In Chapter 3, we introduced the first of the eight steps in the accounting cycle by illustrat- 
ing how Overnight Auto Service (1) captured (journalized) economic events, (2) posted these 
transactions to its general ledger, and (3) prepared an unadjusted trial balance from its general 
ledger account balances. We continued our illustration of the accounting cycle in Chapter 4 
by (4) performing the adjusting entries made by Overnight and (5) presenting the company’s 
adjusted trial balance at year-end. 

In this chapter, we complete the accounting cycle by (6) preparing Overnight’s finan- 
cial statements, (7) performing year-end closing entries, and (8) presenting the company’s 
after-closing trial balance. 


Preparing Financial Statements 


Publicly owned companies—those with shares listed on a stock exchange—have obligations 
to release annual and quarterly information to their stockholders and to the public. These 
companies don’t simply prepare financial statements—they publish annual reports. 

An annual report includes comparative financial statements for several years and a wealth 
of other information about the company’s financial position, business operations, and future 
prospects. (For illustrative purposes, the financial statements of Home Depot, Inc. appear in 
Appendix A.) Before an annual report is issued, the financial statements must be audited by a 
firm of certified public accountants (CPAs). Publicly owned companies must file their audited 
financial statements and detailed supporting schedules with the Securities and Exchange 
Commission (SEC). 

The activities surrounding the preparation of an annual report become very intense as the 
new year approaches. Once the fiscal year has ended, it often takes several months before 
the annual report is available for distribution. Thus, many accountants refer to the months 
of December through March as the “busy season.”! We cannot adequately discuss all of the 
activities associated with the preparation of an annual report in a single chapter. Thus, here we 
focus on the preparation of financial statements. 

The adjusted trial balance prepared in Chapter 4 is reprinted in Exhibit 5-1. The income 
statement, statement of retained earnings, and balance sheet can be prepared directly from the 
amounts shown in this adjusted trial balance. For illustrative purposes, we have made marginal 
notes indicating which accounts appear in which financial statements. Overnight’s financial 
statements for the year ended December 31, 2011, are illustrated in Exhibit 5—2 (page 194). 

The income statement is prepared first because it determines the amount of net income 
to be reported in the statement of retained earnings. The statement of retained earnings is 
prepared second because it determines the amount of retained earnings to be reported in the 
balance sheet. Note that we have not included Overnight’s statement of cash flows with the 
other three reports. An in-depth discussion of the statement of cash flows is the primary focus 
of Chapter 13. 


THE INCOME STATEMENT 


Alternative titles for the income statement include earnings statement, statement of opera- 
tions, and profit and loss statement. However, income statement is the most popular term for 
this important financial statement. The income statement is used to summarize the operating 
results of a business by matching the revenue earned during a given period of time with the 
expenses incurred in generating that revenue. 


' Some companies elect to end their fiscal year after a seasonal high point in business activity. However, most 
companies do end their fiscal year on December 31. 
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OVERNIGHT AUTO SERVICE 
ADJUSTED TRIAL BALANCE 
DECEMBER 31, 2011 


BUIGUIG Secteretncses suse motor ties One tar enna hy aieereeternis er reatee ctey serene 36,000 

Accumulated depreciation: building ........................... $ 1,650 
jools.andiequipmentenmacncetee isn nose cise rae eee es 12,000 

Accumulated depreciation: tools and equipment ................. 2,200 
Notesipayables 2.5.2 senate acm nee enone wt cae senate. ees 4,000 
ACCOUNISIDAVablemc arent read G amici eae mie nantes 2,690 
Wages payableias cscs ne ce srese nore tere wena cae arenes curoretturs ema 1,950 
Incomertaxes:payablentnsmrs ci iin eva eran eee mene tees 5,580 
Intehestipayablercenare case ete aoreen ete went Suda nen oer were a 30 
Uneamedirentsrevemuei crc crac ascssie oo ensertie Gee area eterermeneneradens 6,000 
Gapitalistockierc servers ae tear tere er ee rere tere eae 80,000 


Retained earnings (Note: still must be 
updated for transactions recorded in the accounts 


listed below. Closing entries serve this purpose.)............... 0 
DIVIdDeNdS\a08 eee sow aachee nels met usnehie te. woe Geome ore wes 14,000 
RepalleSelvice rEVeMUle re semniaae nena at cower e tanec venerated 172,000 
Rentrevehlictcanned) 2cucerenceriisi mcr dive selene cir atvebetsoseye kts 3,000 
ACVenISINGICXPENSE.2.. tucks es uch eee uem eat wc eek eee we cer 3,900 
WageSiOxPenS@y scr wrce eu ererns ere tins eet ha anc urna 58,750 
SUpplicSiexPSNSe sree aoc texte uhh ensyave ane tarearso ae eaunersusnstevsuecesn 7,500 
BDepreciationiexpensenbuildiigieew mitten cre renee eter 1,650 
Depreciation expense: tools and equipment .................... 2,200 
Utilities expense ee a werec coiec ee eee mance ae ars enero 19,400 
INSUFANCSIEXPENSE:-earretee natant wate ence eat ne raat eect arate 15,000 
Interestiexpense: 2... sentence ode ene ee eee Pees cree 30 
IncomertaxeSiexPeEnSe: stress crane ais elects eter ciara Retetemie aan eae 26,628 


$279,100 $279,100 


The revenue and expenses shown in Overnight’s income statement are taken directly from 
the company’s adjusted trial balance. Overnight’s 2011 income statement shows that rev- 
enue exceeded expenses for the year, thus producing a net income of $39,942. Bear in mind, 
however, that this measurement of net income is not absolutely accurate or precise due to the 
assumptions and estimates in the accounting process. 

An income statement has certain limitations. For instance, the amounts shown for depre- 
ciation expense are based upon estimates of the useful lives of the company’s building and 
equipment. Also, the income statement includes only those events that have been evidenced 
by actual business transactions. Perhaps during the year, Overnight’s advertising has caught 
the attention of many potential customers. A good “customer base” is certainly an impor- 
tant step toward profitable operations; however, the development of a customer base is not 
reflected in the income statement because its value cannot be measured objectively until actual 
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Exhibit 5-1 


ADJUSTED TRIAL 
BALANCE 


Balance sheet accounts 


Statement of retained 
earnings accounts 


Income statement accounts 


Exhibit 5-2 


OVERNIGHT AUTO 
SERVICE’S FINANCIAL 
STATEMENTS 


Amounts are taken directly 
from the adjusted trial 
balance 


Net income also appears in 
the statement of retained 
earnings 


The ending balance in the 
Retained Earnings account 
also appears in the balance 
sheet 
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OVERNIGHT AUTO SERVICE 


INCOME STATEMENT 


FOR THE YEAR ENDED DECEMBER 31, 2011 


Revenue: 
RepairiSenvice revenue asic ci accsnae wlesaye a oye cre ten reebntenciect aie aucun 
Rentsrevenuierearmeds stains ae arscattechsvstuattcsrs ces ceaneas: uciynacnte ceceen 
MOtAlEVEMUGY seis rstetet satiuete, steerer coer eich easuac cade cesar anes eaucyaac ate cere 
Expenses: 
FACVOMISHIN Goce arco nt danct beau ctuat eco hfslcg av ac nov ars seen weesnduisusecsby-aeeens 
WaGesiexPenSer i ssecasuittcate gue canta ch stehiuavacayy ars senvewicsecuinus acaty-avesens 
SUPPIISSHEXPEMSOLz We cscegen, oeeveeccave rcahecalcier eteven-seact wechatchauraca dean ener 
Depreciation? DUIGING ia. nats scecnte devas sedans ne aliuniesicey cuss 
Depreciation: tools and equipment........................... 
WtilitiesiexpenSe ses sie te fesceyy arc ceeseras eeepc oieoars seaneeebedaisuetee rt oawssent 
IIMSUMAMC Os ocetacy nt: nea cveteucne nays beced ste: soc cesta cash OUR ts Bee went ica Cun eta Awe 
IMLORSS te re ceeensa at: nectar be coke wetstae es tease ee Se tag Weta cary tes Heese 
Incomelbeforelincomeltaxcs seat i er icn erie ereee 
IMC OME SAX GS east: ae ecet araenens peteeee cs aay we Deae moneys tease cas hes aeeacerecyhaintea rasenee: 
NetinGOmer finns as enctitrcr Fock cet rey g Ruse ac an ramen Rene macau’ 


OVERNIGHT AUTO SERVICE 


STATEMENT OF RETAINED EARNINGS 


$172,000 

3,000 

$175,000 
$ 3,900 
58,750 
7,500 
1,650 
2,200 
19,400 
15,000 

30 108,430 

$ 66,570 

26,628 


FOR THE YEAR ENDED DECEMBER 31, 2011 


Retainedieannings; Jann 20520 meme ers ere rtes ss ener erences 
IAdGNetincomerryi es aoere erence ye eee rane rr 
RST] 0} Cota | et rey: gece ca eee enema eae re ete Pam ee cee en Sone Dae Se Nets en Sant Pao aN 
Less DIVIdemdS pens era rcie cessor eu cae ee ee a Eee ee 
Retainedicamings: Decs31h 20a srs es srroce see 


OVERNIGHT AUTO SERVICE 
BALANCE SHEET 


DECEMBER 31, 2011 


Assets 


ShOp' SUPPIIES sy atoe ca Aedes cesses ores a veeikoy mutes wae vee ota vatremsmeaeneeeees 
Wnexpired inSuranCed.s 3 ec tins mans aeerecca avr suentaeg apsvomeca a eretems ues wees 
IEEE as er ree ae a eee eo ee eer ene nee 
BUGIS Se icecreeereeteons sacrtee rer or warmers are ee pt nrataon ea nee a teh CR ea tet 
EessaAccumulatedidepreciationeees-sst ei teaser ny ree 
MOOIS'ANGISGUIPIMEM tacos Geetaceeees en nee rare rs iseeccyeaenene poorer cesarean 
EesszAccumulatedidepreciationseeessseie ie teat ay nea 
MOtalkASSOtS eye eeesen te ceacy centers asteace nen ame rapes peotaoer cnn aa wena ea aren 


Liabilities: 
Notes|payableies scr rregascclnsens co strucintaaue a sbeveretrabeacbatacuent abe anewens 
AACCOUMUS| DAV ADO iirc ecasyat senses chssensestuav acer eee -o) sirecieoauseesey aeexen. 
Wages! payables ici sierdtuicssiecses get scchitsheunv ac abeeee-6) srecisduieus cote aeeweas 
Incomettaxes! payablevcisiccatessrc leis eltaua soe ceeserebrucbensueetaie arenas 
Intenest payables arte aisuatt cate ancnatelecc:0iayan.oteuerstretracbedalsuet aie an ensns 
WhearmedsrentneveMUG rac. aeien:actecsneaiyncurer arene ahrariediaaerie seeeens 
Total liabilities crs cote devas tenses seen che ta seserivaew eas) srecia du ystaestrusn eens 
Stockholders’ equity: 
Capitallstocketnn wer vaiucte pe giancictn We tiles eget n enon Wat ea tivac rau eect Aha 
RetainediGarninGSte.wtercmccan metus Semtite ee nt eres vate ae 
otalistockholdersmequityienteap ewer iter Urwin eer teeters eat tea 
Total liabilities and stockholders’ equity......................... 


$ 39,942>_ 


$ 0 
39,942«<—_ 

$39,942 
14,000 

$25,942 >_—_ 


$ 18,592 
7,250 
1,200 
3,000 

52,000 


34,350 


9,800 


$126,192 


$ 4,000 
2,690 
1,950 
5,580 

30 
6,000 
$ 20,250 


80,000 

25,942 <—_ 
$105,942 
$126,192 


Preparing Financial Statements 


transactions take place. Despite these limitations, the income statement is of vital importance 
to the users of a company’s financial statements. 


THE STATEMENT OF RETAINED EARNINGS 


Retained earnings is that portion of stockholders’ (owners’) equity created by earning net 
income and retaining the related resources in the business. The resources retained from being 
profitable may include, but are certainly not limited to, cash. The statement of retained earn- 
ings summarizes the increases and decreases in retained earnings resulting from business 
operations during the period. Increases in retained earnings result from earning net income; 
decreases result from net losses and from the declaration of dividends. 

The format of this financial statement is based upon the following relationships: 


Retained Earnings Net Retained Earnings 
at the beginning + : - Dividends = at the end 


I 
of the period eet of the period 


The amount of retained earnings at the beginning of the period is shown at the top of the state- 
ment. Next, the net income for the period is added (or net loss subtracted), and any dividends 
declared during the period are deducted. This short computation determines the amount of 
retained earnings at the end of the accounting period. The ending retained earnings ($25,942 
in our example) appears at the bottom of the statement and also in the company’s year-end 
balance sheet. 

Our illustration of the statement of retained earnings for Overnight is unusual in that the 
beginning balance of retained earnings at the date of the company’s formation (January 20, 
2011) was $0. This occurred only because 2011 was the first year of Overnight’s business 
operations. The ending retained earnings ($25,942) becomes the beginning retained earnings 
for the following year. 


A Word about Dividends In Chapter 3, the declaration and payment of a cash 
dividend were treated as a single event recorded by one journal entry. A small corporation 
with only a few stockholders may choose to declare and pay a dividend on the same day. In 
large corporations, an interval of a month or more will separate the date of declaration from 
the later date of payment. A liability account, Dividends Payable, comes into existence when 
the dividend is declared and is discharged when the dividend is paid. Because Overnight 
reports no dividends payable in its adjusted trial balance, we may assume that it declared and 
paid the entire $14,000 on December 31, 2011.7 

Finally, it is important to realize that dividends paid to stockholders are not reported in 
the income statement as an expense. In short, dividends represent a decision by a corporation 
to distribute a portion of its income to stockholders. Thus, the amount of the dividend is not 
included in the computation of income. 


THE BALANCE SHEET 


The balance sheet lists the amounts of the company’s assets, liabilities, and owners’ equity 
at the end of the accounting period. The balances of Overnight’s asset and liability accounts 
are taken directly from the adjusted trial balance in Exhibit 5—1. The amount of retained 
earnings at the end of the period, $25,942, was determined in the statement of retained 
earnings. 

Balance sheets can be presented with asset accounts appearing on the left and liabili- 
ties and owners’ equity accounts appearing on the right. They may also be presented in 
report form, with liabilities and owners’ equity listed be/ow (rather than to the right of) the 
asset section. It is also common for corporations to refer to owners’ equity as stockholders’ 
equity. 


> Details related to the declaration and payment of dividends are discussed in Chapter 12. 


Statement of retained 
earnings 
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Separate Balance Sheet Subtotals Many companies group 
together as separate balance sheet subtotals those assets and liabilities that 
are considered current. To be classified as a current asset, an asset must 
already be cash or must be capable of being converted into cash within a 
relatively short period of time. For most companies, this period of time is 
usually one year or less. Those assets that get used up quickly (e.g., insur- 
ance policies and office supplies) are also classified as current assets. Of 
Overnight’s $126,192 in total assets shown in Exhibit 5—2, the current assets 
include Cash, Accounts Receivable, Shop Supplies, and Unexpired Insur- 
ance. Thus, $30,042 of Overnight’s total assets is considered current. 

A current liability is an existing debt or obligation that a company expects 
to satisfy relatively soon using its current assets. Once again, this period of 
time is typically one year or less. While not a debt, unearned revenue is often 
considered a current liability also. All of Overnight’s $20,250 in total liabilities 
shown in Exhibit 5—2 are considered current liabilities. 

Computing separate subtotals for current assets and current liabilities is 
very useful when evaluating a company’s ability to pay its debts as they come 
due (see this chapter’s Financial Analysis discussion). The financial state- 
ments of Home Depot, Inc., in Appendix A at the end of this textbook illus- 
trate how subtotals for current assets and current liabilities are presented in 


© The McGraw-Hill Companies, Inc./Andrew Resek, the balance sheet. Coverage of several other balance sheet subtotals appears in 
photographer/DAL Chapter 14. 


INTERNATIONAL 


International Financial Reporting Standard (IFRS) 1 identifies the international report- 
ing requirements for the presentation of the income statement, balance sheet, cash flow 
statement, and statement showing changes in equity. One very significant difference 
between the financial reporting requirements under U.S. GAAP and IFRS requirements is 
that, under the latter, management and auditors are required to depart from compliance 
with standards when it is necessary to achieve a fair presentation. This “true and fair” 
override is required if, in the judgment of the management and auditors, compliance is 
misleading. 


Relationships among the Financial Statements 


A set of financial statements becomes easier to understand if we recognize that the 
income statement, statement of retained earnings, and balance sheet all are related to one 
another. These relationships are emphasized by the arrows in the right-hand margin of 
Exhibit 5-2. 


DRAFTING THE NOTES THAT ACCOMPANY 
ere reper FINANCIAL STATEMENTS 
Explain the concept of To the users of financial statements, adequate disclosure is perhaps the most important 


103 adequate disclosure. accounting principle. This principle simply means that financial statements should be accom- 
panied by any information necessary for the statements to be interpreted properly. 


Relationships among the Financial Statements 


Most disclosures appear within the numerous pages of notes that accompany the financial 
statements. Drafting these notes can be one of the most challenging tasks confronting accoun- 
tants at the end of the period. The content of these disclosures often cannot be drawn directly 
from the accounting records. Rather, they require an in-depth understanding of the company 
and its operations, of accounting principles, and of how accounting information is interpreted 
by users of financial statements. 

Two items always disclosed in the notes to financial statements are the accounting meth- 
ods in use and the due dates of major liabilities. Thus Overnight’s 2011 financial statements 
should at least include the following notes: 


Note 1: Depreciation policies 


Depreciation expense in the financial statements is computed by the straight-line method. 
Estimated useful lives are 20 years for the building and 5 years for tools and equipment. 


Note 2: Maturity dates of liabilities 


The Company’s notes payable consist of a single obligation that matures on February 28 of 
the coming year. The maturity value of this note, including interest charges, will amount to 


$4,090. 


Note | above can be used to help ascertain whether the company may need to replace 
its depreciable assets in the near future. For instance, given that the estimated useful life 
of Overnight’s building is 20 years, and only $1,650 of its $36,000 initial cost has been 
depreciated, it is reasonable for one to assume that it will not need to be replaced in the 
foreseeable future. 

The maturity dates reported in Note 2 above should be of particular importance to Ameri- 
can National Bank. Specifically, the bank will want to know if Overnight will have enough 
cash to pay this $4,090 liability in just two months. The company’s balance sheet currently 
reports cash of $18,592; however, several other liabilities will require an outlay of cash in 
excess of $10,000 in the near future. Furthermore, the company has an $18,000 insurance 
policy to renew on March 1. Thus, even though Overnight’s income statement reports net 
income of $39,942, the company’s balance sheet suggests that the company may not have 
adequate liquid assets to satisfy all of its upcoming obligations. 


WHAT TYPES OF INFORMATION MUST BE DISCLOSED? 


There is no comprehensive list of all information that should be disclosed in financial state- 
ments. The adequacy of disclosure is based on a combination of official rules, tradition, and 
accountants’ professional judgment. 

As a general rule, a company should disclose any facts that an informed user would con- 
sider necessary for the statements to be interpreted properly. Thus, businesses often disclose 
such things as: 


e Lawsuits pending against the business. 
e Scheduled plant closings. 


e Significant events occurring after the balance sheet date but before the financial statements 
are actually issued. 


¢ Customers that account for 10 percent or more of the company’s revenues. 
¢ Unusual transactions or conflicts of interest between the company and its key officers. 


In some cases, companies must disclose information that could have a damaging effect 
on the business. For example, a manufacturer may need to disclose that it is being sued by 
customers who have been injured by its products. The fact that a disclosure might prove 
embarrassing—or even damaging to the business—is not a valid reason for not disclosing 
the information. The concept of adequate disclosure demands a good faith effort by manage- 
ment to keep the users of financial statements informed about the company’s operations. 
For a look at the types of disclosure made by publicly owned corporations, see the Home 
Depot, Inc., financial statements, which appear in Appendix A. 
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Learning Objective 


L04 


Explain the purposes of 
closing entries; prepare 
these entries. 


Chapter 5 The Accounting Cycle: Reporting Financial Results 


You as Overnight Auto's 
Independent Auditor 


YOUR TURN 


Assume that Overnight Auto Service is being sued by a former employee injured while 
on the job. The person claims that Overnight has been negligent in providing a safe work 
environment. If the plaintiff prevails, Overnight may have to pay damages well in excess 
of what is covered by its insurance policies. As Overnight’s independent auditor, you have 
asked that the company disclose information about this lawsuit in the notes that accom- 
pany the financial statements. Overnight’s management disagrees with your suggestion 
because in its opinion, the likelinood of the plaintiff prevailing is extremely remote. How 
should you respond? 


(See our comments on the Online Learning Center Web site.) 


Closing the Temporary Accounts 


As previously stated, revenue increases retained earnings, and expenses and dividends 
decrease retained earnings. If the only financial statement that we needed was a balance sheet, 
these changes in retained earnings could be recorded directly in the Retained Earnings 
account. However, owners, managers, investors, and others need to know amounts of specific 
revenues and expenses and the amount of net income earned in the period. Therefore, separate 
ledger accounts must be maintained to measure each type of revenue and expense, and to 
account for dividends declared. 

Revenue, expense, and dividends accounts are called temporary, or nominal, accounts, 
because they accumulate the transactions of only one accounting period. At the end of 
an accounting period, the changes in retained earnings accumulated in these temporary 
accounts are transferred into the Retained Earnings account. This process serves two pur- 
poses. First, it updates the balance of the Retained Earnings account for changes occurring 
during the accounting period. Second, it returns the balances of the temporary accounts to 
zero, so that they are ready for measuring the revenue, expenses, and dividends of the next 
accounting period. 

Retained Earnings and other balance sheet accounts are called permanent, or real, 
accounts, because their balances continue to exist beyond the current accounting period. 
Transferring the balances of the temporary accounts into the Retained Earnings account is 
called the closing process. The journal entries made for the purpose of closing the temporary 
accounts are called closing entries. 

Revenue and expense accounts are closed at the end of each accounting period by 
transferring their balances to an account called the Income Summary. After the credit 
balances of the revenue accounts and the debit balances of the expense accounts have all 
been transferred to the Income Summary account, its balance will be the net income or 
net loss for the period. If revenues (credit balances) exceed expenses (debit balances), the 
Income Summary account will have a credit balance representing net income. Conversely, 
if expenses exceed revenues, the Income Summary account will have a debit balance rep- 
resenting a net loss. This is consistent with the rule that increases in owners’ equity are 
recorded by credits and decreases are recorded by debits. 

While adjusting entries are usually made on a monthly basis, it is common practice to close 
accounts only once each year. Thus, we will demonstrate the closing of the temporary accounts 
of Overnight Auto Service at December 31, 2011, the end of its first year of operations. 

On the following pages, Overnight’s temporary accounts are illustrated in T account form. 
We have eliminated the detail of every transaction posted to each account throughout the 
year. Therefore, each account shows only its December 31, 2011, balance as reported in the 
adjusted trial balance in Exhibit 5—1. The closing process is relatively straightforward and 
involves just four steps: (1) closing all revenue accounts to the Income Summary, (2) closing 
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all expense accounts to the Income Summary, (3) closing the Income Summary to Retained 
Earnings, and (4) closing the Dividends account to Retained Earnings. 


CLOSING ENTRIES FOR REVENUE ACCOUNTS 


Revenue accounts have credit balances. Therefore, closing a revenue account means trans- 
ferring its credit balance to the Income Summary account. This transfer is accomplished by 
a journal entry debiting the revenue account in an amount equal to its credit balance, with 
an offsetting credit to the Income Summary account. The debit portion of this closing entry 
returns the balance of the revenue account to zero; the credit portion transfers the former 
balance of the revenue account into the Income Summary account. 

Overnight uses two revenue accounts: (1) Repair Service Revenue, which had a credit 
balance of $172,000 at December 31, 2011, and (2) Rent Revenue Earned, which had a credit 
balance of $3,000 at December 31, 2011. Two separate journal entries could be made to close 
these accounts, but the use of one compound journal entry is an easier, time-saving method of 
closing more than one account. The compound closing entry for Overnight’s revenue accounts 
is displayed in Exhibit 5-3. 


OVERNIGHT AUTO SERVICE Exhibit 5-3 
GENERAL JOURNAL CLOSING OF REVENUE 
DECEMBER 31, 2011 ACCOUNTS 
Date Account Titles and Explanation Debit Credit 
2011 
Dec. 31 Repair Senice Revenuel. ..c:cccsis ncn sedewae wes owe ee 172,000 
RentiRevenue:Earmed: . 2 ncans sce soma emacs ee ome 3,000 
INCOMES SUMIMAN yen acters trey raya ityer net mntr ata 175,000 


To close the Repair Service Revenue and 
Rent Revenue Earned accounts. 


After this closing entry has been posted, the two revenue accounts each have zero balances, 
whereas Income Summary has a credit balance of $175,000, as illustrated in Exhibit 5-4. 


Exhibit 5-4 
TRANSFERRING REVENUE 


ACCOUNT BALANCES TO 
THE INCOME SUMMARY 


CLOSING ENTRIES FOR EXPENSE ACCOUNTS 


Expense accounts have debit balances. Closing an expense account means transferring its 
debit balance to the Income Summary account. The journal entry to close an expense, there- 
fore, consists of a credit to the expense account in an amount equal to its debit balance, with 
an offsetting debit to the Income Summary account. 

There are nine expense accounts in Overnight’s ledger (see the adjusted trial balance in 
Exhibit 5—1). Again, a compound journal entry is used to close each of these accounts. The 
required closing entry is displayed in Exhibit 5—5. 
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Exhibit 5-5 OVERNIGHT AUTO SERVICE 
CLOSING OF EXPENSE GENERAL JOURNAL 
ACCOUNTS DECEMBER 31, 2011 
Date Account Titles and Explanation Debit Credit 
2011 
Dec. 31 Income: SuMMary <sccba Arcee wan cece o-aeeya cneienn aie cee eee 135,058 
AdvertisingiEXpenSe’ . 32 snc. ce acne acu sees ae 3,900 
Wages: Expense tc t:cais scrnuaccs sestees ai elem yniees saetaureste 58,750 
Supplies ExpemSe? ices aeunarat mss c eseaay acaeca es 7,500 
Depreciation Expense: Building.................... 1,650 
Depreciation Expense: Tools and Equipment ......... 2,200 
WHITE SHEXPeNSe ties arry-cotssi saa teeter arctan intodsaeewce ants 19,400 
InSuranCevEXPENS@s: asia eens cmecsceeerertoy reno scanta ays 15,000 
Interest / EXPENSeY .csaciecs cs eushe ssn sinheyeysiblaehs Hinaue ae 30 
Incomemiaxes ExpenScina. ea tne a. geese eee nan eae 26,628 


To close the expense accounts. 


After this closing entry has been posted, the Income Summary account has a credit bal- 
ance of $39,942 ($175,000 credit posted minus the $135,058 debit posted), and the nine 
expense accounts each have zero balances as shown in Exhibit 5-6. This $39,942 credit 
balance equals the net income reported in Overnight’s income statement. Had the compa- 
ny’s income statement reported a net loss for the year, the Income Summary account would 
have a debit balance equal to the amount of the loss reported. 


Exhibit 5-6 
TRANSFERRING EXPENSE 


ACCOUNT BALANCES TO 
THE INCOME SUMMARY 


Closing the Temporary Accounts 


CLOSING THE INCOME SUMMARY ACCOUNT 


The net income of $39,942 earned during the year causes an increase in Overnight’s owners’ 
equity. Thus, the $39,942 credit balance of the Income Summary account is transferred to the 
Retained Earnings account by the closing entry in Exhibit 5-7. 


OVERNIGHT AUTO SERVICE 


GENERAL JOURNAL 
DECEMBER 31, 2011 
Date Account Titles and Explanation Debit Credit 
2011 
Dec. 31 INCOMESSUMMANYrai2.ccpacgeerec ean creuesc as acess cher sven eos mice easy 39,942 
RetainediEamingSi.se..2-5 eee cee Oo oamene moe 39,942 


Transferring net income earned in 2011 
to the Retained Earnings account. 


After this closing entry has been posted, the Income Summary account has a zero balance, 
and the net income for the year ended December 31, 2011, appears as an increase (or credit 
entry) in the Retained Earnings account as shown in Exhibit 5-8. 


Exhibit 5-8 INCOME INCREASES RETAINED EARNINGS 


CLOSING THE DIVIDENDS ACCOUNT 


As explained earlier in the chapter, dividends to stockholders are not considered an expense 
of the business; therefore, they are not taken into account in determining net income for the 
period. Since dividends are not an expense, the Dividends account is not closed to the Income 
Summary account. Instead, it is closed directly to the Retained Earnings account, as shown 
in Exhibit 5-9. 


OVERNIGHT AUTO SERVICE 


GENERAL JOURNAL 
DECEMBER 31, 2011 


Date Account Titles and Explanation Debit Credit 

2011 

Dec. 31 RetaimediEanmimgs: i.e cccsevs) cox ciswe caewcncuticrce)curleiea etaceees 14,000 
DIVIDES Sees rearnsereercene re eeaner meaee nen ee eater net ate 14,000 


To transfer dividends declared in 2011 to 
the Retained Earnings account. 


Exhibit 5-7 
CLOSING THE INCOME 
SUMMARY ACCOUNT 


Exhibit 5-9 
CLOSING THE 
DIVIDENDS ACCOUNT 
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After this closing entry has been posted, the Dividends account will have a zero balance, 
and the Retained Earnings account will have an ending credit balance of $25,942, as shown 
in Exhibit 5-10. 


Exhibit 5-10 DIVIDENDS DECREASE RETAINED EARNINGS 


Summary of the Closing Process 


As illustrated, the closing process involves four simple steps: 


1. Closing the various revenue accounts and transferring their balances to the Income Sum- 
mary account. 


2. Closing the various expense accounts and transferring their balances to the Income 
Summary account. 


3. Closing the Income Summary account and transferring its balance to the Retained Earnings 
account. 


4. Closing the Dividends account and transferring its balance to the Retained Earnings 
account. 


The entire closing process is illustrated in Exhibit 5—11 using T accounts. 


Exhibit 5-11 


FLOWCHART OF THE 
CLOSING PROCESS 
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After-Closing Trial Balance 


After the revenue and expense accounts have been closed, it is desirable to prepare an = Learning Objective 


after-closing trial balance that consists solely of balance sheet accounts. There is always the Prepare an after-closing 
possibility that an error in posting the closing entries may have upset the equality of debits _ trial balance. LO5 
and credits in the ledger. The after-closing trial balance, or post-closing trial balance as it is 

often called, is prepared from the ledger. It gives assurance that the accounts are in balance 

and ready for recording transactions in the new accounting period. The after-closing trial 

balance of Overnight Auto Service is shown in Exhibit 5-12. 


OVERNIGHT AUTO SERVICE Exhibit 5-12 
AFTER-CLOSING TRIAL BALANCE AFTER-CLOSING 
DECEMBER 31, 2011 TRIAL BALANCE 


BUUGING sso cts crs re Sune gare veo re cee eerie a oe aes 36,000 

Accumulatedidepreciation: DUIGING Sac n-isase swore a eee ee oes $ 1,650 
Noolsand equipment eye cmccuee ss terrace eet teee es ete eine earch 12,000 

Accumulated depreciation: tools and equipment ................. 2,200 
Notes payablodaen sun waar rycen tage career: iar ere cues 4,000 
ACCOUNIS DAV ADC nmenw yar tate ulcer te iene earn Ure Ce neieiie ema ee 2,690 
Wages pavablesuinn mamas ssn owen an ae eenva um ia rome aires 1,950 
InCOMeiaxes; Payables. seine tack clactemecs ee sees rence nen aces 5,580 
Interestinavable te can cacemary eat sree a ereimogr oe moon oid verge aor 30 
Unearned rent revenue... 2... ee enn ee 6,000 
Gapitalistocks is neac eoaruret ae oe See ane eer eee eae aL 80,000 
Retainedseanmings;(Dec:31! 3. aasceae Gaecinn a2 ete Sees eee 25,942 


$130,042 $130,042 


In comparison with the adjusted trial balance in Exhibit 5-1, an after-closing trial bal- 
ance contains only balance sheet accounts. Also, the Retained Earnings account no longer 
has a zero balance. Through the closing of the revenue, expense, and dividends accounts, the 
Retained Earnings account has been brought up-to-date. 


A LAST LOOK AT OVERNIGHT: WAS 2011 A GOOD YEAR? 


Let us now consider the financial results of Overnight’s first fiscal year. Uearningloplecuve 


: : oye . . Use financial statement 
Evaluatin g Profitability In 2011, Overnight earned a net income of nearly $40,000. information to evaluate 


Thus, net income for the first year of operations amounts to 50 percent of the stockholders’ _ profitability and liquidity. 
$80,000 investment. This is a very impressive rate of return for the first year of operations. 
Of course, Overnight’s stockholders (members of the McBryan family) have taken a certain 
amount of risk by investing their financial resources in this business. Does a 50 percent return 
on investment adequately compensate the stockholders for their risk? Stated differently, could 
they invest their $80,000 in a less risky venture and still generate a 50 percent rate of return? 
Probably not. 
But in evaluating profitability, the real question is not how the business did, but how it 
is likely to do in the future. To generate a substantial return on investment in the first year 
of operations indicates good profit potential. Overnight’s rental contract with Harbor Cab 
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Company is also promising. In 2011, only $3,000 in revenue was earned by renting storage 
space to the company for its cabs (December’s rent). In 2012, Overnight will earn 12 full 
months of rent revenue from Harbor Cab ($33,000 more than it earned in 2011). In addition, 
if Harbor Cab stores its cabs in Overnight’s garage, Overnight becomes the likely candidate 
to perform any necessary maintenance and repairs. 


Evaluating Liquidity Liquidity refers to a company’s ability to meet its cash obliga- 
tions as they become due. Liquidity, at least in the short term, may be independent of profit- 
ability. And in the short term, Overnight appears to have potential cash flow problems. In the 
very near future, Overnight must make cash expenditures for the following items: 


Items requiring cash Note:andiinterest payable ny. tac cccrictecus ee tcretacn euclerierres us eysenvs ures efeeeie eye cieanteuncs $ 4,030 
payment in near future ACCOUNTS PaVable we erie cen putas sete me geyo an puta ceei nr nat aie Rew aoa carey canny 2,690 
Wagesipavablecn. a sens sisminlemcrrnte. ae Reus tn eieeia cntenis; cies eisinieuste acres atcha een rece 1,950 

Incomejtaxes payables. c sexe e wee eyseucen ope pee cena testizs oro eestor Uncen ne 5,580 

REUTE Ines) oll EEMEM connnanonenenesaneeuoctudancaagsnosuaennuanean 18,000 

Motalkexpenditures:comingidues {ts seas es se eee sess se ie eee $32,250 


These outlays exceed the company’s liquid assets (cash and accounts receivable) reported in 
its December 31, 2011, balance sheet. 

It is important to note that the cash and accounts receivable amounts reported in Overnight’s 
balance sheet represent the balances of those accounts at a point in time. Thus, while these 
liquid assets are currently insufficient to cover the cash expenditures coming due, this may 
not be the case for long. On the basis of its past performance, Overnight is likely to generate 
revenue in excess of $40,000 during the next several months. If a substantial amount of this 
revenue is received in cash, and expenses are kept under control, the company may actually 
become more liquid than it appears to be now. 


Financial Analysis and Decision Making 


management’s ability to control these costs. In 2011, Over- 
night was able to convert 22.8 percent of its revenue into net 
income; thus, it incurred approximately 78 cents in costs for 
every dollar of revenue it generated. 

Return on equity is a measure of net income relative to 
average stockholders’ equity throughout the year. In 2011, 
Overnight’s average stockholders’ equity was $92,971 (i.e., 
the average of its beginning stockholders’ equity of $80,000, 
and its ending stockholders’ equity of $105,942). Thus, the 
company earned income of approximately 43 cents on every 
dollar of equity capital. 


Measures of Profitability 


The $39,942 net income figure reported in Overnight’s income 
statement is more meaningful when examined in the context 
of management’s ability to control costs or when measured 
relative to the company’s shareholders’ equity. 

Two commonly used measures of profitability that address 
these issues are the net income percentage and return on 
equity. Using data from Overnight’s financial statements, 
these measures are computed as follows: 


Net Income Percentage = Net Income ~ Total Revenue 
= $39,942 + $175,000 = 22.8% 
tos Measures of Liquidity 
Return on Equity = Net Income + Average 
Stockholders’ Equity 
= $39,943 + $92,971 = 43% 


At the end of 2011, Overnight’s balance sheet reports liabili- 
ties of $20,250, most of which will require payment early in 
2012. However, the balance sheet reports cash of only 


All companies must incur costs in order to generate rev- 
enue. The net income percentage is simply a measure of 


$18,592, which may be an indication of potential liquidity 
problems. 


Two common measures of liquidity are a company’s work- 
ing capital and its current ratio. Using data from Overnight’s 
financial statements, these measures are computed as follows: 


Working Capital = Current Assets — Current Liabilities 
= $30,042 — $20,250 = $9,792 


Current Ratio = Current Assets + Current Liabilities 
= $30,042 + $20,250 = 1.48:1 


Working capital is a measure of short-term debt-paying ability 
expressed in dollars. Current assets represent a company’s 
potential cash inflows in the near future, whereas current lia- 
bilities represent cash outlays coming due soon. Overnight’s 


current assets exceed its current liabilities by $9,792; how- 
ever, shop supplies and unexpired insurance policies are not 
truly liquid assets. Likewise, unearned rent revenue does not 
actually represent a future cash obligation. 

The current ratio is simply working capital expressed as a 
ratio. Thus, Overnight has approximately $1.48 of potential cash 
inflow for every dollar of current obligations coming due. Again, 
this figure does not take into account shop supplies and insur- 
ance policies will not actually convert into cash, or that unearned 
revenue will not actually require a future outlay of cash. 

Throughout the remainder of this textbook additional 
measures of performance will be discussed. Chapter 14 is 
devoted entirely to financial analysis. 


PREPARING FINANCIAL STATEMENTS COVERING 
DIFFERENT PERIODS OF TIME 


Many businesses prepare financial statements every quarter, as well as at year-end. In addi- 
tion, they may prepare financial statements covering other time periods, such as one month or 
the year-to-date. 

When a business closes its accounts only at year-end, the revenue, expense, and dividends 
accounts have balances representing the activities of the year-to-date. Thus, at June 30, these 
account balances represent the activities recorded over the past six months. Year-to-date finan- 
cial statements can be prepared directly from an adjusted trial balance. But how might this busi- 
ness prepare interim financial statements covering only the month of June? Or the quarter 
(three months) ended June 30? 

The answer is by doing a little subtraction. As an example, assume that the adjusted bal- 
ance in Overnight’s Repair Service Revenue account at the ends of the following months was 
as shown: 


Marchi3il (end ofithefirstiquarnten) 2.25: cescrecso ae cer cts emma arn coat le omens $38,000 
May Sil jamacdanac cis awiemrtinas crocus sarah aueeen ek ann seins tacmmena ei ania mn ales 67,000 
UNG SO areas sr dort o.teerscey es sm atle teas techassi ates ance coes ste tear dora easy eued suanctie tears ins Ga snieuce enema trunedecs 80,000 


At each date, the account balance represents the revenue earned since January 1. Thus the 
March 31 balance represents three months’ revenue; the May 31 balance, five months’ rev- 
enue; and the June 30 balance, the revenue earned over a period of six months. 

To prepare an income statement for the six months ended June 30, we simply use the June 30 
balance in the revenue account—$80,000. But to prepare an income statement for the month 
ended June 30, we would have to subtract from the June 30 balance of this account its bal- 
ance as of May 31. The remainder, $73,000, represents the amount of revenue recorded in the 
account during June ($80,000 — $67,000 = $13,000). 

To prepare an income statement for the quarter ended June 30, we would subtract from 
the June 30 balance in this revenue account its balance as of March 31. Thus the rev- 
enue earned during the second quarter (April 1 through June 30) amounts to $42,000 
($80,000 — $38,000 = $42,000). 

Computations like these are not required for the balance sheet accounts. A balance sheet 
always is based on the account balances at the balance sheet date. Therefore, a June 30 bal- 
ance sheet looks exactly the same regardless of the time period covered by the other financial 
statements. 


Learning Objective 
Explain how interim 

financial statements are L07 
prepared in a business 

that closes its accounts 

only at year-end. 


Revenue amounis are for 
the year-to-date 
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Ethics, Fraud & Corporate Governance 


As stated previously in this chapter, a company should disclose 
any facts that an intelligent person would consider necessary 
for the statements to be interpreted properly. Public companies 
are required to file annual reports with the Securities and 
Exchange Commission (SEC). These annual reports include 
a section labeled, “Management Discussion and Analysis” 
(MD&A). The SEC requires that companies include an 
MD¢& A in their annual reports because the financial statements 
and related notes may be inadequate for assessing the quality 
and sustainability of a company’s earnings. 

In the late 1990s, the SEC brought an enforcement action 
against Sony Corporation alleging inadequate disclosure 
in its MD&A. Although a Japanese corporation, Sony lists 
its stock on the New York Stock Exchange and is therefore 
subject to SEC oversight. Sony had reported only two industry 
segments in its annual report (electronics and entertainment). 
The entertainment segment included two separate units, Sony 
Music Entertainment and Sony Pictures Entertainment. The 
music group was profitable, whereas the pictures group was 
losing significant amounts of money. By combining its music 
and picture units as a single entertainment segment, Sony was 
able to conceal significant losses incurred by Sony Pictures. 


This decision was at odds with both Sony’s external auditor 
and with its U.S.—based financial staff. 

Although Sony chose to report only two segments, it could 
have elaborated on the entertainment segment’s performance 
in its MD&A by separately discussing the results of Sony 
Music and Sony Pictures. Sony did discuss Sony Pictures 
separately, but not in a manner necessary for an intelligent 
person to properly interpret the results of Sony Pictures. 
Sony’s MD&A did not discuss the nature and extent of the 
losses incurred by Sony Pictures. Conversely, Sony’s MD&A 
highlighted certain positive developments at Sony Pictures, 
including box office receipts, box office market share, and 
Academy Award nominations. 

The SEC concluded that Sony’s MD&A disclosures were 
inadequate. Sony consented to an SEC cease-and-desist order 
without either admitting or denying guilt. In essence, Sony 
did not agree that it did anything wrong, but it promised to 
never do what it did again. As part of its settlement, Sony also 
agreed to have its external auditor examine the MD&A for the 
following year and to publicly report the findings. This penalty 
was meaningful because an examination of the MD&A 
normally does not fall within the scope of an external audit. 


Concluding Remarks 


We have now completed the entire accounting cycle, the eight steps of which include: 


1. Journalize (record) transactions. Enter all transactions in the journal, thus creating a 
chronological record of events. 

2. Post to ledger accounts. Post debits and credits from the journal to the proper ledger 
accounts, thus creating a record classified by accounts. 


3. Prepare a trial balance. Prove the equality of debits and credits in the ledger. 

4. Make end-of-period adjustments. Make adjusting entries in the general journal and post to 
ledger accounts. 

5. Prepare an adjusted trial balance. Prove again the equality of debits and credits in the 
ledger. (Note: These are the amounts used in the preparation of financial statements.) 


6. Prepare financial statements and appropriate disclosures. An income statement shows the 
results of operation for the period. A statement of retained earnings shows changes in 
retained earnings during the period. A balance sheet shows the financial position of the 
business at the end of the period. Financial statements should be accompanied by notes 
disclosing facts necessary for the proper interpretation of those statements. 

7. Journalize and post the closing entries. The closing entries “zero” the revenue, expense, 
and dividends accounts, making them ready for recording the events of the next accounting 
period. These entries also bring the balance in the Retained Earnings account up-to-date. 

8. Prepare an after-closing trial balance. This step ensures that the ledger remains in balance 
after the posting of the closing entries. 


Concluding Remarks 207 


SURE Eh een Ne 


The Worksheet 


A worksheet illustrates in one place the relationships among the unadjusted trial balance, Learning Objective 
proposed adjusting entries, and financial statements. A worksheet is prepared at the end of the Prepare a worksheet and 
period, but before the adjusting entries are formally recorded in the accounting records. It is &xPlain its uses. Los 


not a formal step in the accounting cycle. Rather, it is a tool used by accountants to work out 
the details of the proposed end-of-period adjustments. It also provides them with a preview of 
how the financial statements will look. 

You can see a worksheet for Overnight Auto Service at December 31, 2011, in Exhibit 5-13 
on page 209. 


ISN’T THIS REALLY A SPREADSHEET? 


Yes. The term worksheet is a holdover from the days when these schedules were prepared 
manually on large sheets of columnar paper. Today, most worksheets are prepared using a 
spreadsheet software or with general ledger software. 

Since the worksheet is simply a tool used by accountants, it often isn’t printed out in hard 
copy—it may exist only on a computer screen. But the concept remains the same; the work- 
sheet displays in one place the unadjusted account balances, proposed adjusting entries, and 
financial statements as they will appear if the proposed adjustments are made. 


HOW IS A WORKSHEET USED? 


A worksheet serves several purposes. It allows accountants to see the effects of adjusting 
entries without actually entering these adjustments in the accounting records. This makes 
it relatively easy for them to correct errors or make changes in estimated amounts. It also 
enables accountants and management to preview the financial statements before the final 
drafts are developed. Once the worksheet is complete, it serves as the source for recording 
adjusting and closing entries in the accounting records and for preparing financial statements. 
Another important use of the worksheet is in the preparation of interim financial state- 
ments. Interim statements are financial statements developed at various points during the 
fiscal year. Most companies close their accounts only once each year. Yet they often need to 
develop quarterly or monthly financial statements. Through the use of a worksheet, they can 
develop these interim statements without having to formally adjust and close their accounts. 


THE MECHANICS: HOW IT’S DONE 


Whether done manually or on a computer, the preparation of a worksheet involves five basic 
steps. We begin by describing these steps as if the worksheet were being prepared manually. 
Afterward, we explain how virtually all of the mechanical steps can be performed automati- 
cally by a computer. 


1. Enter the ledger account balances in the Trial Balance columns. The worksheet begins 
with an unadjusted trial balance. A few lines should be left blank immediately below the 
last balance sheet account. It is often necessary to add a few more accounts during the 
adjusting process. Additional income statement accounts also may be necessary. In our 
illustration, the unadjusted trial balance appears in blue. 

2. Enter the adjustments in the Adjustments columns. This step is the most important: Enter 
the appropriate end-of-period adjustments in the Adjustments columns. In our illustration, 
these adjustments appear in red. 

Notice that each adjustment includes both debit and credit entries, which are linked 
together by the small key letters appearing to the left of the dollar amount. Thus, adjusting 
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entry a consists of a $600 debit to Supplies Expense and a $600 credit to Shop Supplies. 
Because the individual adjusting entries include equal debit and credit amounts, the totals 
of the debit and credit Adjustments columns should be equal. 


Sometimes the adjustments require adding accounts to the original trial balance. (The 
four ledger account titles printed in red were added during the adjusting process.) 


3. Prepare an adjusted trial balance. The balances in the original trial balance (blue) are 
adjusted for the debit or credit amounts in the Adjustments columns (ved). The adjusted 
trial balance is totaled to determine that the accounts remain in balance. 


At this point, the worksheet is almost complete. We have emphasized that financial 
statements are prepared directly from the adjusted trial balance. Thus we have only to 
arrange these accounts into the format of financial statements. 


4. Extend the adjusted trial balance amounts into the appropriate financial statement columns. 
The balance sheet accounts—assets, liabilities, and owners’ equity—are extended into the 
Balance Sheet columns; income statement amounts, into the Income Statement columns. 
(The “Balance Sheet” and “Income Statement” captions in the original trial balance 
should simplify this procedure. Notice each amount is extended to only one column. 
Also, the account retains the same debit or credit balance as shown in the adjusted trial 
balance.) 


5. Total the financial statement columns; determine and record net income or net loss. The 
final step in preparing the worksheet consists of totaling the Income Statement and Balance 
Sheet columns and then bringing each set of columns into balance. These tasks are per- 
formed on the bottom three lines of the worksheet. In our illustration, the amounts involved 
in this final step are shown in black. 


When the Income Statement and Balance Sheet columns are first totaled, their respective 
debit and credit columns will not be equal. But each set of columns should be out of balance 
by the same amount—and that amount should be the amount of net income or net loss for the 
period. 

Let us briefly explain why both sets of columns initially are out of balance by this amount. 
First consider the Income Statement columns. The Credit column contains the revenue 
accounts, and the Debit column, the expense accounts. The difference, therefore, represents 
the net income (net loss) for the period. 

Now consider the Balance Sheet columns. All of the balance sheet amounts are shown at 
up-to-date amounts except for the Retained Earnings account, which still contains the bal- 
ance from the beginning of the period. To bring the Retained Earnings account up-to-date, 
we must add net income and subtract any dividends. The dividends already appear in the 
Balance Sheet Debit column. So what’s the only thing missing? The net income (or net loss) 
for the period. 

To bring both sets of columns into balance, we enter the net income (or net loss) on the 
next line. The same amount will appear in both the Income Statement columns and the Bal- 
ance Sheet columns. But in one set of columns it appears as a debit, and in the other, it appears 
as acredit.? After this amount is entered, each set of columns should balance. 


Computers Do the Pencil-Pushing When a worksheet is prepared by computer, 
accountants perform only one of the steps listed above—entering the adjustments. The com- 
puter automatically lists the ledger accounts in the form of a trial balance. After the accoun- 
tant has entered the adjustments, it automatically computes the adjusted account balances 
and completes the worksheet. (Once the adjusted balances are determined, completing the 
worksheet involves nothing more than putting these amounts in the appropriate column and 
determining the column totals.) 


3 To bring the Income Statement columns into balance, net income is entered in the Debit column. This is 
because the Credit column (revenue) exceeds the Debit column (expenses). But in the balance sheet, net 
income is an element of owners’ equity, which is represented by a credit. In the event of a net Joss, this 
situation reverses. 
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WHAT IF: A SPECIAL APPLICATION 
OF WORKSHEET SOFTWARE 


We have discussed a relatively simple application of the worksheet concept—illustrating the 
effects of proposed adjusting entries on account balances. But the same concept can be applied 
to proposed future transactions. The effects of the proposed transactions simply are entered 
in the “Adjustments” columns. Thus, without disrupting the accounting records, accountants 
can prepare schedules showing how the company’s financial statements might be affected by 
such events as a merger with another company, a 15 percent increase in sales volume, or the 
closure of a plant. 

There is a tendency to view worksheets as mechanical and old-fashioned. This is not at all 
the case. Today, the mechanical aspects are handled entirely by computer. The real purpose of 
a worksheet is to show quickly and efficiently how specific events or transactions will affect 
the financial statements. This isn’t bookkeeping—it’s planning. 


SUMMARY OF LEARNING OBJECTIVES 


Prepare an income statement, a statement of 
101 retained earnings, and a balance sheet. The finan- 
cial statements are prepared directly from the adjusted 
trial balance. The income statement is prepared by reporting all 
revenue earned during the period, less all expenses incurred in 
generating the related revenue. The retained earnings statement 
reports any increase to Retained Earnings resulting from net 
income earned for the period, as well as any decreases to Retained 
Earnings resulting from dividends declared or a net loss incurred 
for the period. The balance sheet reveals the company’s financial 
position by reporting its economic resources (assets) and the 
claims against those resources (liabilities and owners’ equity). 


Explain how the income statement and the 

102 statement of retained earnings relate to the 

balance sheet. An income statement shows the revenue 

and expenses of a business for a specified accounting period. In 

the statement of retained earnings, the net income figure from the 

income statement is added to the beginning Retained Earnings 

balance, while dividends declared during the period are 

subtracted, in arriving at the ending Retained Earnings balance. 

The ending Retained Earnings balance is then reported in the 
balance sheet as a component of owners’ equity. 


Explain the concept of adequate disclosure. 

L03_ = Adequate disclosure is the generally accepted account- 
ing principle that financial statements should include 

any information that an informed user needs to interpret the 
statements properly. The appropriate disclosures usually are 
contained in several pages of notes that accompany the statements. 


Explain the purposes of closing entries; prepare 
104 these entries. Closing entries serve two basic purposes. 
The first is to return the balances of the temporary 
owners’ equity accounts (revenue, expense, and dividends 
accounts) to zero so that these accounts may be used to measure 
the activities of the next reporting period. The second purpose 
of closing entries is to update the balance of the Retained 
Earnings account. Four closing entries generally are needed: 
(1) close the revenue accounts to the Income Summary account, 
(2) close the expense accounts to the Income Summary account, 
(3) close the balance of the Income Summary account to the 
Retained Earnings account, and (4) close the Dividends account 
to the Retained Earnings account. 


Prepare an after-closing trial balance. After the 

LOS revenue and expense accounts have been closed, it is 

desirable to prepare an after-closing trial balance 

consisting solely of balance sheet accounts. The after-closing 

trial balance, or post-closing trial balance, gives assurance that 

the accounts of the general ledger are in balance and ready for 
recording transactions for the new accounting period. 


Use financial statement information to evaluate 
L06 profitability and liquidity. Profitability is an increase 
in stockholders’ equity resulting from revenue exceeding 
expenses, whereas liquidity refers to a company’s ability to meet 
its cash obligations as they come due. Liquidity, at least in the 
short term, may be independent of profitability. Financial 
statements are useful tools for evaluating both profitability and 
liquidity. In the Financial Analysis feature, we illustrated several 
measures of profitability and liquidity computed using financial 
statement information. Throughout the remainder of this text we 
introduce and discuss many additional measures. 


Explain how interim financial statements are 
L07 prepared in a business that closes its accounts 
only at year-end. When a business closes its accounts 
only at year-end, the revenue, expense, and dividends accounts 
have balances representing the activities of the year-to-date. To 
prepare an income statement for any period shorter than the 
year-to-date, we subtract from the current balance in the revenue 
or expense account the balance in the account as of the beginning 
of the desired period. This process of subtracting prior balances 
from the current balance is repeated for each revenue and 
expense account and for the dividends account. No computations 
of this type are required for the balance sheet accounts, as a 
balance sheet is based on the account balances at the balance 
sheet date. 


Prepare a worksheet and explain its uses. A work- 
LO8 sheet is a “testing ground” on which the ledger accounts are 
adjusted, balanced, and arranged in the format of financial 
statements. A worksheet consists of a trial balance, the end-of- 
period adjusting entries, an adjusted trial balance, and columns 
showing the ledger accounts arranged as an income statement and as 
a balance sheet. The completed worksheet is used as the basis for 
preparing financial statements and for recording adjusting and 
closing entries in the formal accounting records. 


*Supplemental Topic, “The Worksheet.” 


Key Terms Introduced or 
Emphasized in Chapter 5 


adequate disclosure (p. 196) The generally accepted accounting 
principle of providing with financial statements any information 
that users need to interpret those statements properly. 


after-closing trial balance (p.203) A trial balance prepared after 
all closing entries have been made. Consists only of accounts for 
assets, liabilities, and owners’ equity. 


closing entries (p. 198) Journal entries made at the end of the 
period for the purpose of closing temporary accounts (revenue, 
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expense, and dividends accounts) and transferring balances to 
the Retained Earnings account. 


current assets (p. 196) Cash and other assets that can be con- 
verted into cash or used up within a relatively short period of 
time without interfering with normal business operations. 


current liabilities (p. 196) Existing obligations that are expected 
to be satisfied with a company’s current assets within a rela- 
tively short period of time. 


general ledger software (p. 207) Computer software used for 
recording transactions, maintaining journals and ledgers, and 
preparing financial statements. Also includes spreadsheet capa- 
bilities for showing the effects of proposed adjusting entries or 
transactions on the financial statements without actually record- 
ing these entries in the accounting records. 


Income Summary (p. 198) The summary account in the ledger 
to which revenue and expense accounts are closed at the end of 


Chapter 5 The Accounting Cycle: Reporting Financial Results 


the period. The balance (credit balance for a net income, debit bal- 
ance for a net loss) is transferred to the Retained Earnings account. 


interim financial statements (p. 205) Financial statements 
prepared for periods of less than one year (includes monthly and 
quarterly statements). 


notes (accompanying financial statements) (p. 197) Supple- 
mental disclosures that accompany financial statements. These 
notes provide users with various types of information consid- 
ered necessary for the proper interpretation of the statements. 


worksheet (p. 207) A multicolumn schedule showing the 
relationships among the current account balances (a trial bal- 
ance), proposed or actual adjusting entries or transactions, and 
the financial statements that would result if these adjusting 
entries or transactions were recorded. Used both at the end of the 
accounting period as an aid to preparing financial statements and 
for planning purposes. 


Demonstration Problem 


Jan’s Dance Studio, Inc., performs adjusting entries every month, but closes its accounts only at 
year-end. The studio’s year-end adjusted trial balance dated December 31, 2011, appears below. 
(Bear in mind, the balance shown for Retained Earnings was last updated on December 31, 20/0.) 


JAN’S DANCE STUDIO, INC. 


ADJUSTED TRIAL BALANCE 


Prepaid studio rent........ 
Unexpired insurance....... 
Supplies ................ 
EqQuipment.s 2c e2d.cc2i8aids 


Accumulated depreciation: 


Notes payable............ 
Accounts payable......... 
Salaries payable.......... 
Income taxes payable...... 
Unearned studio revenue... . 
Capital stock............. 
Retained earnings......... 
Dividends ............... 
Studio revenue earned..... 
Salary expense........... 
Supply expense .......... 
Rent expense............ 
Insurance expense........ 
Advertising expense....... 


Interest expense.......... 
Income taxes expense ..... 


DECEMBER 31, 2011 
diay ekesauer a ehcuety Gdiw a noe suneeettae inetd «ec $171,100 
Sy hd Gath dep lere Car wRe e ahkdee wee due nee eal ad 9,400 
chanced pactbreqkya acetd Matta eee 3,000 
Sits caehaseene comicuste dct sa mraag a. conn ieteeehns sare 7,200 
Lyd ed She ERs Lees o% 500 
ee ee ee ee ee ee eee 18,000 
equipment........... 0. ee eee eee ee $ 7,200 
Med Veo Rue daiad vee didauiald pe 10,000 
iba daloatan pete Awek ance ne daheengk a ade 3,200 
dite emed ete RYE Rowe aT Ee 4,000 
Liste Sede V at ke eet wee anaes 6,000 
Lindi cing He eeaicied EaMtetaades 8,800 
cifd tatiok 2 WEA Lape he SETAE a 100,000 
od te pap ebb baie acd etn eb boi anton 42 40,000 
er ee ee ee ee a ee 6,000 
vid tends kor ee RRR eee ae 165,000 
of eA Oe pala Oa esRe ae winked alee 85,000 
ee ee ere ee are 3,900 
ee ee ee ee 12,000 
dd Sua utRS oedpiaae Shanske Se hea Abas 1,900 
gael Bon eb eteuevietee Atcas ps ear a ceaee be eee pasa 500 
Depreciation expense: equipment ...................-0000000- 1,800 
iQvininhs Adewiawe shoo aw naa Aes 900 
as te aad tetera a ths fae ea deer eae evn (2p 23,000 
$344,200 $344,200 


Instructions 


a. Prepare an income statement and statement of retained earnings for the year ended 
December 31, 2011. Also prepare the studio’s balance sheet dated December 31, 2011. 


b. Prepare the necessary closing entries at December 31, 2011. 


c. Prepare an after-closing trial balance dated December 31, 2011. 


Demonstration Problem 


Solution to the Demonstration Problem 


a. 


JAN’S DANCE STUDIO, INC. 


INCOME STATEMENT 
FOR THE YEAR ENDED DECEMBER 31, 2011 
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Revenue: 
Studio revenue earned ........... 02... eee $165,000 
Expenses: 
Salary OxpenSe® a... cscs cnc deca bee ee one ees $85,000 
SUPPlYOXPCNSE: ascivdasee de thd ed Ree be Gb dood Roe ee 3,900 
Rent Cxpense\inviisc: weit dias kus de Pak he iecentnoe ied 12,000 
Insurance expense ....... 2.2... ee eee 1,900 
Advertising expense ..... 0.0.0.0... 0c eee eee eee 500 
Depreciation expense: equipment .....................-.000-. 1,800 
Interest expense ......... 2.0... eee eee eee 900 106,000 
Income before income taxeS ........... 00.0. e ee ee eee eee eee $ 59,000 
Income taxes expense .......... 0... eee eee 23,000 
NEVINCOME. i030 csi eed e ne bbe he Cee idee $ 36,000 


JAN’S DANCE STUDIO, INC. 
STATEMENT OF RETAINED EARNINGS 


FOR THE YEAR ENDED DECEMBER 31, 2011 


Retained earnings, January 1, 2011 ............. 0.0... eee eee 
Add: Net income earned in 2011.1... teens 
SUDIOIAlY snes whole Sew nt GAs EERE REE A eee cea ME ee dead 
Less: Dividends declared in 2011 ......... 0... ccc cece ee 
Retained earnings, December 31, 2011 ......... 2.00.0. eee ee 


JAN’S DANCE STUDIO, INC. 


BALANCE SHEET 


$40,000 
36,000 
$76,000 
6,000 
$70,000 


DECEMBER 31, 2011 
Assets 
Cais 234.02 b tovgtieaech ade etare ts cuern a aie iveone baheen oie nee $171,100 
Accounts receivable... ss nc cc wee ae eb od oe eee bed eee ee 9,400 
Prepaid studio rent... 0.0... 0... eee eee 3,000 
Unexpired insurance. .... 0.2.0... 0c cette 7,200 
SUPPICS 2.3.05 25.8 cA ieee be debra Rhee eee wae eS 500 
EQUIPMEN:¢ 2 tcpeihtd Sb ace baat ae Skla cadbealngie dd Sarees + ate $18,000 
Less: Accumulated depreciation: equipment ..................... 7,200 10,800 
TOtall ASSOtS <2 sca ci cag ipcn aedeen apa’ a Sispacehlo he trek tara? Benauauoueee ak) am a enka $202,000 
Liabilities & Stockholders’ Equity 
Liabilities: 
Notes payableseccc aii ears Sages Ahly eed $ 10,000 
Accounts payable ......... 0.0.0... eee eee 3,200 
Salaries Payable is icc chacteseterccwst loi hs Rlanies ec ede wide eae aden a eu ds 4,000 
Income taxes payable........... 0... 0c cee ee ee 6,000 
Unearned studio revenue ............... 00.0... e eee eee 8,800 
Total liabilities: 25060 ht debe etaae etl dad bee eed wdeoede aaron $ 32,000 
Stockholders’ equity: 
Capital StOCK ss t:ncs cn tatnhndeeeees Gaaie bi eene bt Gaaw naedn $100,000 
RetainedieatningS. 2:2 ccecws esas peed eens Meenas ee deed vied 70,000 
Total stockholders’ equity............... 0.0.02 eee ee eee $170,000 
Total liabilities and stockholders’ equity....................0.0.0. $202,000 
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JAN’S DANCE STUDIO, INC. 


GENERAL JOURNAL 
DECEMBER 31, 2011 


Date Account Titles and Explanations Debit Credit 
Dec. 31 
2011 
1. Studio Revenue Earned ............. 0.00.00 e eee eee eee 165,000 
INCOME SUMMARY :.6 sci now teas techs meee w ad debts 165,000 
To close Studio Revenue Earned. 
2. Income: SUMMANY «bac d ak kee eee ee eh eee Hide ee ER a 129,000 
Salary Expenses is t4c icant wes iawaa emai ead tains 85,000 
Supply Expense............ 0.00. cee ee eee eee 3,900 
Rent-Expense: 2.014.040 dbhtend bien er bbe seat diaades 12,000 
Insurance Expense .............. 0202 eee ee eee eee 1,900 
Advertising'EXpensSe: v0: 2 secca ues cae ed pean ad bea es 500 
Depreciation Expense: Equipment ................... 1,800 
Interest Expense ............ 02... eee eee eee eee 900 
Income Taxes Expense...........-.000 cee eee eee 23,000 
To close all expense accounts. 
3. Income Summary .......... 0.000 e eee eee eee 36,000 
Retained Earnings.............. 00.2: e eee eee eee 36,000 
To transfer net income earned in 2011 to the Retained 
Earnings account ($165,000 — $129,000 = $36,000). 
4. Retained :Earmings: wow dacien doevewad da ade Cede 4d eee 6,000 
DIVIAGMOS | 2 sccuiezun dei c, ie Scud Race ace delineated cated alded 6,000 


To transfer dividends declared in 2011 to the Retained 
Earnings account. 


JAN’S DANCE STUDIO, INC. 
AFTER-CLOSING TRIAL BALANCE 
DECEMBER 31, 2011 


Prepaid Studio‘rent)s.05 cancaneeowhew teense venues Pewnae wae 3,000 

Unexpired insurance ........ 0.0.0 cee tees 7,200 

SUPPliCS 04.346 .ces adhe d eile Pdi Sond oh edie eto d 94a rebiee 500 

EGQUIPMON: «222. <0 cucu Gin, atarnd casein Gi bya a asad at eieraus emp aleed. aomause 18,000 

Accumulated depreciation: equipment ......................00. $ 7,200 

NOteS Payable re iscietngcticcs Ghee evemadsla get » a4 oie ampaiee dds ae woere mteuete 10,000 

Accounts payable: e200 scence Gaede ede Gee ee eddeters 3,200 

Salaries payable. cscs ii sisagwicea deb batenwiews ded bee eekne 4,000 

Income taxes: payable «3 isc 2 pein gs Qe diee ope a4 diel Spend 6,000 

Unearned studio revenue ............... 020. ees 8,800 

Capital. Stock © 2 caiaku face Sathya. oeb eee en Re ea 100,000 

Retained earnings, December 31 ..............00 0c cece eee 70,000 
$209,200 $209,200 


Discussion Questions 


Self-Test Questions 


The answers to these questions appear on page 240. 


1. 


For a publicly owned company, indicate which of the fol- 
lowing accounting activities are likely to occur at or shortly 
after year-end. (More than one answer may be correct.) 


a. Preparation of income tax returns. 
b. Adjusting and closing of the accounts. 


c. Drafting of disclosures that accompany the financial 
statements. 


d. An audit of the financial statements by an independent 
CPA firm. 


Which of the following financial statements is generally 
prepared first? 


a. Income statement. 

b. Balance sheet. 

c. Statement of retained earnings. 
d. Statement of cash flows. 


Which of the following accounts would never be reported 
in the income statement as an expense? 


a. Depreciation expense. 
b. Income taxes expense. 
c. Interest expense. 

d. Dividends expense. 


Which of the following accounts would never appear in the 
after-closing trial balance? (More than one answer may be 
correct.) 


a. Unearned revenue. 

b. Dividends. 

ce. Accumulated depreciation. 
d. Income taxes expense. 


Which of the following journal entries is required to close 
the Income Summary account of a profitable company? 


a. Debit Income Summary, credit Retained Earnings. 
b. Credit Income Summary, debit Retained Earnings. 
ce. Debit Income Summary, credit Capital Stock. 
d. Credit Income Summary, debit Capital Stock. 


Indicate those items for which generally accepted account- 
ing principles require disclosure in notes accompanying 
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the financial statements. (More than one answer may be 
correct.) 


a. A large lawsuit was filed against the company two days 
after the balance sheet date. 


b. The depreciation method in use, given that several dif- 
ferent methods are acceptable under generally accepted 
accounting principles. 

c. Whether small but long-lived items—such as elec- 
tric pencil sharpeners and handheld calculators—are 
charged to asset accounts or to expense accounts. 

d. As of year-end, the chief executive officer had been 
hospitalized because of chest pains. 


. Ski West adjusts its accounts at the end of each month but 


closes them only at the end of the calendar year (December 
31). The ending balances in the Equipment Rental Revenue 
account and the Cash account in February and March 
appear below. 


Feb. 28 Mar. 31 
Casi i seeese tooo neesecess saan $14,200 $26,500 
Equipment rental revenue........ 12,100 18,400 


Ski West prepares financial statements showing separately 
the operating results of each month. In the financial state- 
ments prepared for the month ended March 31, Equipment 
Rental Revenue and Cash should appear as follows: 


a. Equipment Rental Revenue, $18,400; Cash, $26,500. 
b. Equipment Rental Revenue, $18,400; Cash, $12,300. 
c. Equipment Rental Revenue, $6,300; Cash, $26,500. 
d. Equipment Rental Revenue, $6,300; Cash, $12,300. 


. Which of the following accounts is not closed to the Income 


Summary account at the end of the accounting period? 
(More than one answer may be correct.) 


a. Rent Expense. 

b. Accumulated Depreciation. 
c. Unearned Revenue. 

d. Supplies Expense. 


MUM DISCUSSION Questions 


1. 


Explain briefly the items generally included in a compa- 
ny’s annual report. (You may use the financial statements 
appearing in Appendix A to support your answer.) 


. Some people think that a company’s retained earnings rep- 
resent cash reserved for the payment of dividends. Are they 
correct? Explain. 


Sh 


4. 


Discuss the relationship among the income statement, the 
statement of retained earnings, and the balance sheet. 
Identify several items that may require disclosure in the 
notes that accompany financial statements. 

What type of accounts are referred to as temporary or nomi- 
nal accounts? What is meant by these terms? 
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12. How does depreciation expense differ from other operating 
expenses? 


6. What type of accounts are referred to as permanent or real 
accounts? What is meant by these terms? 

7. Explain why the Dividends account is closed directly to the 13. 
Retained Earnings account. 

8. Which accounts appear in a company’s after-closing trial 
balance? How do these accounts differ from those reported 14 
in an adjusted trial balance? 

9. Can a company be profitable but not liquid? Explain. “15 


Explain the need for closing entries and describe the process 

by which temporary owners’ equity accounts are closed at 

year-end. 

. Explain the significance of measuring a company’s return 
on equity. 

. Explain several purposes that may be served by preparing 

a worksheet (or using computer software that achieves the 

goals of a worksheet). 


10. What are interim financial statements? Do accounts that 
appear in a company’s interim balance sheet require any 
special computations to be reported correctly? Explain. 


11. Explain the accounting principle of adequate disclosure. *Supplemental Topic, “The Worksheet.” 
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Brief Exercises 


101 BRIEF During the current year, the total assets of Mifflinburg Corporation decreased by $60,000 and total 
EXERCISE 5.1 liabilities decreased by $300,000. The company issued $100,000 of new stock, and its net income 
Balancing the for the year was $250,000. No other changes to stockholders’ equity occurred during the year. 

Lo2 Accounting Equation Determine the dollar amount of dividends declared by the company during the year. 

Loi BRIEF On December 1, 2011, Millstone Corporation invested $45,000 in a new delivery truck. The truck 
EXERCISE 5.2 is being depreciated at a monthly rate of $500. During 2011, the company issued stock for $60,000 
Income Statement and declared dividends of $5,000. Its net income in 2011 was $70,000. Millstone’s ending Retained 

Loz and Balance Sheet Earnings balance as reported in its December 31, 2011, balance sheet was $90,000. Its beginning 
Relationships Capital Stock balance on January 1, 2011, was $200,000. Given this information, determine the 

total stockholders’ equity reported in the company’s balance sheet dated December 31, 2011. 

Loi BRIEF Indicate in which section of the balance sheet each of the following accounts is classified. Use 
EXERCISE 5.3 the symbols CA for current assets, NCA for noncurrent assets, CL for current liabilities, LTL for 
Classifying Balance long-term liabilities, and SHE for stockholders’ equity. 

L02 ‘Sheet Accounts a. Prepaid Rent f. Mortgage Payable (due in 15 years) 

b. Dividends Payable g. Unearned Service Revenue 
c. Salaries Payable h. Accounts Receivable 

d. Accumulated Depreciation: Equipment i. Land 

e. Retained Earnings j. Office Supplies 

L044. BRIEF Indicate whether a debit or credit is required to close each of the following accounts. Use the sym- 
EXERCISE 5.4 bols D if a debit is required, C if a credit is required, and N if the account is not closed at the end 


Identifying and 


of the period. 


Closing Temporary a. Salary Expense 
ACCOUMES b. Unexpired Insurance 
c. Consulting Fees Earned 
d. Depreciation Expense 
e. Dividends 
f. Retained Earnings 
g. Interest Revenue 
h. Accumulated Depreciation 
i. Income Taxes Expense 
j. Unearned Revenue 
k. Income Summary (of a profitable company) 
1. Income Summary (of an unprofitable company) 
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L044 BRIEF The following account balances were taken from Cal Tour Corporation’s year-end adjusted trial 

EXERCISE 5.5 balance (assume these are the company’s only temporary accounts): 

Closing Entries of a 

Profitable Company iMG RCS cis au xcesad avn ndamwntads svn Gdabu ates units buateea beatin $ 600 
SEIrviCE TEVENUC sac ee 5-e so ed eew esse ee eee S eRe eR RSS Ae eS 19,800 
SUPPliGS CXPENSe 5. c.c i cdwrre ere Dek ied aed os be P Ged eee ewe be Ewe wed 525 
Rent 6xpense's sxntew S46 And yin 6Seu wi bebe 8 oe Read ahr wn Aes 3,660 
Depreciation expense: equipment ............. 02... eee ee eee 1,200 
Salaries CXPENnSeiwawewsi 2 Pete takers Haein eee Bao eee eee 12,700 
Income taxeS CXPENSE . 6. 6c saci evedee eed ae dbs Hae tee dare e Eee ee RAE 615 


Prepare the company’s necessary closing entries. 


L044. BRIEF The following account balances were taken from Jachobson Consulting’s year-end adjusted trial 
EXERCISE 5.6 balance (assume these are the company’s only temporary accounts): 
Closing Entries of an 
Unprofitable Company 


Consulting fees earned... 6c ccce seen ecu teed nee Sew Rae eh a eee wee Re $26,000 
INTETESTFEVENUC shes a8 eee Kawa OA Oa DE ew oR Ga Ree awe OA ea ew 300 
INSUrFANCE EXPENSE os. yee ka ee kad Led dae eae eee AE Sede ee eed a eee 1,900 
RENUEXDENSS 4 ee scise acs oe pea a eae Ss pea Fae eta d aware aay 10,800 
Depreciation expense: office equipment .................. 0.000002 eee 5,600 
SAlANMES SXPSMSS iis te foe «Sect ater drauaug ince Gee Soares er duakscaincnere daca etdeauatedaes Mearehente eed 16,400 
DIVIGGNOS 5.62. ident iad oe dead ou em htdewd dudowhaddavd ey ees 400 


Prepare the company’s necessary closing entries. 


05 BRIEF Indicate whether each of the following accounts appears in the debit column or in the credit col- 
EXERCISE 5.7 umn of an after-closing trial balance. Use the symbols D for debit column, C for credit column, 
After-Closing Trial and N if the account does not appear in an after-closing trial balance. 


Balance Unearned Service Revenue 


Accumulated Depreciation: Office Equipment 
Land 

Consulting Fees Earned 

Capital Stock 

Income Summary (of a profitable company) 
Depreciation Expense: Office Equipment 


Se po eo t pf 


Income Taxes Payable 


—e 
. 


Unexpired Insurance 
j. Dividends 

k. Retained Earnings 

1. Dividends Payable 


Lo6 BRIEF Dog Daze, Inc., has provided the following information from its most current financial 
EXERCISE 5.8 statements: 
Profitability and 
Liquidity Measures 


TOtall FEVENUE: 2c css ccwwe eee id ha aalk ee ed ahead Wite a ed weeeele ete gb bee $60,000 
WOtEEXPENSSS's <x.srcassutheidsiaeiy Say sade ceataety ghee sanacaseah annem, wages ale elaceudemeaee 45,000 
Totalicurrent assets: ..cicccd iogedadiades has idetgerieioddeuedhe Mhaedoud 16,000 
TotaliCurrent WABINISS: 598 fees teiesn Haz eee ave ceca aach ane Grncbes eal aye iGo arpchaendn cs ancet eee A 4,000 
Total stockholders’ equity, January 1,2011................. 0.0.2 ee eee eee 37,000 
Total stockholders’ equity, December 31, 2011................0....00 0.00000. 38,000 


218 Chapter 5 The Accounting Cycle: Reporting Financial Results 


a. Compute the company’s net income percentage in 2011. 
b. Compute the company’s return on equity in 2011. 
c. Compute the company’s current ratio at December 31, 2011. 


L07_ BRIEF The following revenue figures were taken from Rosemont Corporation’s adjusted trial balance at 
EXERCISE 5.9 the end of the following months (adjusting entries are performed monthly whereas closing entries 
Measuring Interim are performed annually, on December 31): 

Revenue 
March 31 (end of the first quarter) ......... 0.0... eee eee eee $140,000 
September 30 (end of the third quarter). .............. 0.000002 02 eee ee eee 450,000 
December 31 (end of the fourth quarter) ............ 20.0... eee eee eee eee 680,000 


Compute how much revenue the company earned from: 
a. April 1 through September 30. 

b. October 1 through December 31 (the fourth quarter). 
c. April 1 through December 31. 


L08. *BRIEF Accountants at Warner Co. use worksheets similar to the one shown in Exhibit 5—13, on page 209. 
EXERCISE 5.10 In the company’s most current year-end worksheet, the amounts transferred from the adjusted trial 
The Worksheet balance columns fo the balance sheet and income statement columns are as follows: 
Total amount transferred to the credit column of the balance sheet............. $410,000 
Total amount transferred to the debit column of the balance sheet............. 540,000 
Total amount transferred to the credit column of the income statement.......... 380,000 


a. What was the company’s net income for the year? 


b. What was the total amount transferred from the adjusted trial balance columns to the debit 
column of the income statement? 


Exercises @ connect’ 
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01 EXERCISE 5.1 Listed below are nine technical terms used in this chapter: 
Accounting Liquidity Nominal accounts Real accounts 
through Terminology : : : 2 : 
Adequate disclosure  After-closing trial balance Closing entries 
LO7 Income summary Interim financial statements — Dividends 


Each of the following statements may (or may not) describe one of these technical terms. For each 
statement, indicate the accounting term described, or answer “None” if the statement does not 
describe any of the items. 


a. The accounting principle intended to assist users in interpreting financial statements. 
A term used to describe a company’s ability to pay its obligations as they come due. 
A term used in reference to accounts that are closed at year-end. 

A term used in reference to accounts that are not closed at year-end. 


cae 


A document prepared to assist management in detecting whether any errors occurred in post- 
ing the closing entries. 


f. A policy decision by a corporation to distribute a portion of its income to stockholders. 
g. The process by which the Retained Earnings account is updated at year-end. 


h. Entries made during the accounting period to correct errors in the original recording of com- 
plex transactions. 


“Supplemental Topic, “The Worksheet.” 
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LOi_ EXERCISE 5.2 Tutors for Rent, Inc., performs adjusting entries every month, but closes its accounts only at 
Financial Statement year-end. The company’s year-end adjusted trial balance dated December 31, 2011, was: 
Preparation 

ue TUTORS FOR RENT, INC. 

ADJUSTED TRIAL BALANCE 
LOG DECEMBER 31, 2011 
SUPPICS ccc scitivece edd s eee eRe eR Pe eee 300 
EQUIPMCN -4-2-5.:-ccecr t4nce demand Boe demas Sia Aeon 12,000 
Accumulated depreciation: equipment.....................-0.. $ 5,000 
Accounts payablescs cesses aiceedas di bon ce eidap ebo pce dae ad 1,500 
Income taxes payable. .......... 0... eee eee 3,500 
Capital'stock: 2.cadeucae sorb Aicderseerr ibeeees ohio eee awes 25,000 
Retained earnings. ......... 0.0... eee eee 45,000 
DIVIDENIS.2.tiecet ees keke Rede ed bed ASSO RS Dood ebeee 2,000 
Tutoring revenue earned .......... 2... es 96,000 
Salary Cxpens@: ics. che baceiwavak ei G hbo Gaede Poe E eee 52,000 
SUPPly CXPENSE: jswvset ies eos Ba ee aR ed ee ee aS 1,200 
Advertising:expense.. 0... s 2c ceceeee basi eu sawed ees beweenaewes 300 
Depreciation expense: equipment ..............-.. 000 ce eee eee 1,000 
Income taxes expense .......... 0... cee eee eee eee 11,600 
$176,000 $176,000 
a. Prepare an income statement and statement of retained earnings for the year ended December 
31, 2011. Also prepare the company’s balance sheet dated December 31, 2011. 
b. Does the company appear to be liquid? Defend your answer. 
c. Has the company been profitable in the past? Explain. 

L01 EXERCISE 5.3 Wilderness Guide Services, Inc., performs adjusting entries every month, but closes its accounts 
Financial Statement only at year-end. The company’s year-end adjusted trial balance dated December 31, 2011, follows: 
Preparation 

ue WILDERNESS GUIDE SERVICES, INC. 

ADJUSTED TRIAL BALANCE 
Log DECEMBER 31, 2011 
Camping ;SupplieS:.ii ccc tent ea ieee en ee eee bee ees 7,900 
Unexpired insurance policies ............. 0.0.02 cece eee eee 2,400 
EQUIDIMGMI. sccsce dace ts cut ie MEU alee te RRS et ele 70,000 
Accumulated depreciation: equipment................002020 eee $ 60,000 
Notes payable (due 4/1/12) .......... 0.0.0.0 2 eee eee 18,000 
Accounts payables. scii2caidodows dt wee gdebedededeicaiuedd 9,500 
Capital StOCK: «tis caieiecasaseshtud ecetaravecdlpans ate delete perane Gta cee ebend 25,000 
Retained earnings. ........... 0... eee eee 15,000 
DIVIGGMOS sac. aiays aero? Gxt accoes, dapausviied GW pccden apquavedued &Y mctahead bapadsos 1,000 
Guide revenue earned .... 0.0.0.0... ee ee 102,000 
Salary CxpenSe: 4¢ccsa4h vagina eis where Saha Areas 87,500 
Camping supply expense............ 0.0.0. c eee eee eee ee 1,200 
INnSurance Expense s.; o25 4.0 be eke eee eee eee eee eee wale 9,600 
Depreciation expense: equipment ....................0000000- 5,000 
Interest: CxXPONSe 2 ecu s4 cA tesa een wie thaw as ee eee 1,700 


$229,500 $229,500 


a. Prepare an income statement and statement of retained earnings for the year ended 
December 31, 2011. Also prepare the company’s balance sheet dated December 31, 2011. 
(Hint: Unprofitable companies have no income taxes expense.) 


b. Does the company appear to be liquid? Defend your answer. 


c. Has the company been profitable in the past? Explain. 
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Refer to the adjusted trial balance of Tutors for Rent, Inc., illustrated in Exercise 5.2 to respond to 
the following items: 

a. Prepare all necessary closing entries at December 31, 2011. 

b. Prepare an after-closing trial balance dated December 31, 2011. 


c. Compare the Retained Earnings balance reported in the after-closing trial balance prepared in 
part b to the balance reported in the adjusted trial balance. Explain why the two balances are 
different. (Include in your explanation why the balance reported in the after-closing trial bal- 
ance has increased or decreased subsequent to the closing process.) 


Refer to the adjusted trial balance of Wilderness Guide Services, Inc., illustrated in Exercise 5.3 to 
respond to the following items: 

a. Prepare all necessary closing entries at December 31, 2011. 

b. Prepare an after-closing trial balance dated December 31, 2011. 


c. Compare the Retained Earnings balance reported in the after-closing trial balance prepared 
in part b to the balance reported in the adjusted trial balance. Explain why the two balances 
are different. (Include in your explanation why the balance reported in the after-closing trial 
balance has increased or decreased subsequent to the closing process.) 


The following information was taken directly from the footnotes to the financial statements of 
Best Buy: 
1. “We recognize revenue at the time the customer takes possession of the merchandise.” 


2. “We sell gift cards to customers and initially establish an Unredeemed Gift Card Liability for 
the cash value of the gift card.” 


“Advertising costs are recorded as expenses the first time the advertisement runs.” 
“We compute depreciation using the straight-line method.” 
Discuss what is meant by each of the above footnote items. 


As noted, Best Buy uses a Unredeemed Gift Card Liability account to record the sale of gift 
cards. Assume that you purchase a $500 gift card from Best Buy as a birthday present for a 
friend. Prepare the journal entries made by Best Buy to record (1) your purchase of the gift 
card and (2) the use of the gift card by your friend to purchase a $500 television. 

c. Discuss how the matching principle relates to Best Buy’s treatment of advertising 
expenditures. 


se pe ee 


Gerdes Psychological Services, Inc., closes its temporary accounts once each year on December 31. 
The company recently issued the following income statement as part of its annual report: 


GERDES PSYCHOLOGICAL SERVICES, INC. 


INCOME STATEMENT 
FOR THE YEAR ENDED DECEMBER 31, 2011 


Revenue: 

Counseling revenue .......... 0.0: $225,000 
Expenses: 

Advertising expense ..... 0.0... eect tte nee $ 1,800 

Salaries expense: sic cniwaseiaiieeve teaeea ree ee ieee wate 94,000 

Office supplies expense ......... 0.0.0.0 cc eee eens 1,200 

UtilitieS CXPONSC: .0-2 ie so.ed4-iee hota dds Soke GbR be ae 850 

Malpractice insurance expense ..............2...2 02 eee ee eee 6,000 

Office rentexXpensSes ov navsedviied ieeew eke eed Pees PEs 24,000 

Continuing education expense ............... 0.000 c eee eee eee 2,650 

Depreciation expense: fixtures ....................-000-000-. 4,500 

Miscellaneous expense ............. 0000. c cee eee 6,000 

Income taxes expense .......... 02... eee eee eee 29,400 170,400 
NGTIMCOMG sch ison 2 de pecaipach trad Bie wa gianaihuGs weed Sie wieahacel gs sceie aes $ 54,600 


The firm’s statement of retained earnings indicates that a $6,000 cash dividend was declared and 
paid during 2011. 


a. Prepare the necessary closing entries on December 31, 2011. 


b. If the firm’s Retained Earnings account had a $92,000 balance on January 1, 2011, at what amount 
should Retained Earnings be reported in the firm’s balance sheet dated December 31, 2011? 
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L02. EXERCISE 5.8 Ferraro Consulting provides risk management services to individuals and to corporate clients. The 
Closing Entries of an company closes its temporary accounts once each year on December 31. The company recently 
Unprofitable Company _ issued the following income statement as part of its annual report: 


FERRARO CONSULTING 
INCOME STATEMENT 
FOR THE YEAR ENDED DECEMBER 31, 2011 

Revenue: 

Consulting revenue—individual clients ..................... $ 40,000 

Consulting revenue—corporate clients ..................... 160,000 

$200,000 

Expenses: 

Advertising expense ..... 0.0... eee tte $ 16,000 

Depreciation expense: computers ....................00002 24,000 

Rent Cxpense oac46Gacieetdeoeie SO eee eee BP eed dacbe 9,600 

Office supplies expense ............ 0000 c eee 4,400 

Travel \OXPONnse secakksd a eee aed eek Sis eeteueh sea gie wages 57,800 

Utilities: expeNnS@ wc icsi is nedetcGs eevee hea ae Lew eee ali 3,300 

Telephone and Internet expense ................0.00000055 1,900 

Salaries expense ......... 0.0... eee eee 155,500 

Interest expense .... 0.0.0... eee ees 2,500 275,000 
N6RIOSS Mescancnieaiatiakarenetectigatadeacenak taatased $ (75,000) 


The firm’s statement of retained earnings indicates that a $25,000 cash dividend was declared and 
paid in 2011. 
a. Prepare the necessary closing entries on December 31, 2011. 


b. If the firm’s Retained Earnings account had a $300,000 balance on January 1, 2011, at what amount 
should Retained Earnings be reported in the firm’s balance sheet dated December 31, 2011? 


102 EXERCISE 5.9 When Torretti Company began business on August 1, it purchased a one-year fire insurance policy 
Distinction between and debited the entire cost of $7,200 to Unexpired Insurance. Torretti adjusts its accounts at the 
the Adjusting andthe end of each month and closes its books at the end of the year. 

L04 Closing Process a. Give the adjusting entry required at December 31 with respect to this insurance policy. 

b. Give the closing entry required at December 31 with respect to insurance expense. Assume 
that this policy is the only insurance policy Torretti had during the year. 

c. Compare the dollar amount appearing in the December 31 adjusting entry (part a) with that in 
the closing entry (part b). Are the dollar amounts the same? Why or why not? Explain. 

LOG EXERCISE 5.10 A recent balance sheet of Oregon Foods is provided below: 

Measuring and 
Evaluating Profitability OREGON FOODS 
and Liquidity BALANCE SHEET 


DECEMBER 31, 2011 


Office SuPPlIGS: 33.00.2500. createed es eia deere es Adaesaeees 300 
PREP AIC PONE ees sede ced ahane ot edocs xsdous oh Sy vpl mec de do av totesbeee Seep ay acd bday aus 1,700 
Equipment) oe dcaete shed eee sane Gee ae denen ane duc $12,000 

Accumulated depreciation: equipment...................0.0000. (4,800) $ 7,200 
TiOtAlhASSEtS sea. dhssecastcs. ae. -acaem ancien’ aad. vaew nate att asian ann aa ane yggeantenntanacane acd $23,200 

Liabilities 
Accounts payables. ...c2c¢.00cc0td add ded weeded ba eee we $ 2,200 
Income taxes payable ............ 0... 020s 1,800 
Total liabilities... 0... en teens $ 4,000 
Stockholders’ Equity 

Capital’Stock: s...on.cac.ecned Sans etay ead cecdhdd see inet aads $10,000 
Retained earnings ........... 00.0 ccc ete eee 9,200 
Total stockholders’ equity............ 0.002 cee eee $19,200 


Total liabilities and stockholders’ equity..................0.0.0.0. $23,200 
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Other information provided by the company is as follows: 


Total revenue for the year ended December 31, 2011...............2.0.0.00. $25,500 
Total expenses for the year ended December 31, 2011....................0.. 20,400 
Total stockholders’ equity, January 1,2011............... 000.000. 0 2c e eee 14,800 


Compute and discuss briefly the significance of the following measures as they relate to Oregon 
Foods: 


a. Net income percentage in 2011. 

b. Return on equity in 2011. 

c. Working capital on December 31, 2011. 
d. Current ratio on December 31, 2011. 


LO6 EXERCISE 5.11 A recent balance sheet of Denver Tours is provided below: 
Measuring and 
Evaluating Profitability 


and Liquidity DENVER TOURS 
BALANCE SHEET 
DECEMBER 31, 2011 
Assets 
CASI: chasers atte Rou eee d mae ate Beg ae Se EY oe a $ 75,100 
Accounts: receivable s. i... 020.0845 00 ne nepde esa cnaadaieed ess 14,000 
Office'supplieS: 236 occ wed p ee ha cae wade we he eRe Ke eee Es 1,500 
Prepaidirent:<.25.ac.vety winas da be Pea ed Ya ae Pee aS 3,400 
BUS@S 2 idee ou ind honed eid SER oti oe Bhs eet $ 240,000 
Accumulated depreciation: buses...................-...-004. (18,000) $222,000 
Total ASSCtS: sais, some cee ee fone See eet eile PA Aes oar dos $316,000 
Liabilities 
Accounts payable... 1... 2. . eee eee $140,200 
Unearned revenue ... 2... 0... teenies 94,800 
Totaliliabilitiesss, wt. scisee Peed rt baw Saat k eaewen eat ed $235,000 


Capital Stock: . 1.25..0¢n40ae 552854 dnaslad Piacae ob eae ae $ 80,000 
Retained: earningS: «2 ssc ccav24 saben aman d 4 deamem agd ee 1,000 
Total stockholders’ equity................. 000.000.0000 0000- $ 81,000 
Total liabilities and stockholders’ equity....................... $316,000 


Other information provided by the company is as follows: 


Total revenue for the year ended December 31, 2011....................... $152,000 
Total expenses for the year ended December 31, 2011...................... 148,960 
Total stockholders’ equity, January 1,2011...............0.0. 00000000000. 79,000 


Compute and discuss briefly the significance of the following measures as they relate to Denver 
Tours: 


a. Net income percentage in 2011. 

b. Return on equity in 2011. 

c. Working capital on December 31, 2011. 
d 


Current ratio on December 31, 2011. 
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Ski Powder Resort ends its fiscal year on April 30. The business adjusts its accounts monthly, 
but closes them only at year-end (April 30). The resort’s busy season is from December | 
through March 31. 

Adrian Pride, the resort’s chief financial officer, keeps a close watch on Lift Ticket Rev- 
enue and Cash. The balances of these accounts at the end of each of the last five months are as 
follows: 


Lift Ticket 

Revenue Cash 
November 30 $ 30,000 $ 9,000 
December 31 200,000 59,000 
January 31 640,000 94,000 
February 28 850,000 116,000 
March 31 990,000 138,000 


Mr. Pride prepares income statements and balance sheets for the resort. Indicate what amounts 
will be shown in these statements for (1) Lift Ticket Revenue and (2) Cash, assuming they are pre- 
pared for: 

a. The month ended February 28. 
b. The entire “busy season to date”—that is, December | through March 31. 


c. Interms of Lift Ticket Revenue and increases in Cash, which has been the resort’s best month? 
(Indicate the dollar amounts.) 


Custodian Commandos, Inc., provides janitorial services to public school systems. The business 
adjusts its accounts monthly, but closes them only at year-end. Its fiscal year ends on December 31. 

A summary of the company’s total revenue and expenses at the end of five selected months is as 
follows: 


Total Total 
Revenue Expenses 
March 31 $ 69,000 $ 48,000 
June 30 129,000 90,000 
August 31 134,000 115,000 
September 30 159,000 130,000 
December 31 249,000 175,000 


a. Rank the company’s fiscal quarters from most profitable to least profitable. 

b. Compute the company’s income for the month of September. 

c. Compute the company’s net income (or loss) for the first two months of the third quarter. 
Provide a possible explanation why profitability for the first two months of the third quarter 
differs significantly from profitability achieved in the third month of the quarter (as computed 
in part b). 


Indicate the effect of the following errors on each of the financial statement elements described in 
the column headings in the table below. Use the following symbols: O = overstated, U = under- 
stated, and NE = no effect. 
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Net Total Total Retained 
Error Income Assets Liabilities | Earnings 


a. Recorded a dividend as an expense 
in the income statement. 


b. Recorded unearned revenue as 
earned revenue in the income 
statement. 


c. Failed to record accrued wages 
payable at the end of the 
accounting period. 

d. Recorded a declared but unpaid 
dividend by debiting Dividends 
and crediting Cash. 

e. Failed to disclose a pending lawsuit 
in the notes accompanying the 
financial statements. 


LO3. EXERCISE 5.15 The Home Depot, Inc., financial statements appear in Appendix A at the end of this textbook. 
Examining Home a. Does the company use straight-line depreciation? How can you tell? 
Loe eae shy Financial b. At what point does the company recognize and record revenue from its customers? 
atements 
c. Using information from the consolidated financial statements, evaluate briefly the company’s 
SL profitability and liquidity. 
RS 
SY 
lm connect 
Problem Set A pec 
101 PROBLEM 5.1A Party Wagon, Inc., provides musical entertainment at weddings, dances, and various other func- 
Correcting tions. The company performs adjusting entries monthly, but prepares closing entries annually on 
Classification Errors December 31. The company recently hired Jack Armstrong as its new accountant. Jack’s first 
L02 assignment was to prepare an income statement, a statement of retained earnings, and a balance 
sheet using an adjusted trial balance given to him by his predecessor, dated December 31, 2011. 
104 From the adjusted trial balance, Jack prepared the following set of financial statements: 


PARTY WAGON, INC. 


LO6 INCOME STATEMENT 
FOR THE YEAR ENDED DECEMBER 31, 2011 


Revenue: 
Party revenue earned... 11.2... ee ees $130,000 
Unearned party revenue. ........ 0.0... eee ee 1,800 
Accounts'receivable 224.6 scene ccvr ences beac e sewer eaae 9,000 
Totalifevenue: 2. si dwisard cate bi oneaana ee Bik bdadas ie ees $140,800 
Expenses: 
Insurance expense ....... 2.2... eee ee $ 1,800 
Office rent expense. .......... 2... eee ee eee 12,000 
Supplies expense ......... 0.0: tee ee 1,200 
DIVIGDENOS: 55) a feiss auc es wh aged ueteeeaed iy tom ald dcuithautand Gu oom addebss 1,000 
Salary Oxpense:. 2... .dciaen ri di obetdeehewede dededaadvawkeds 75,000 
Accumulated depreciation: van............. 0.000 16,000 
Accumulated depreciation: equipment and music ............... 14,000 
Repair and maintenance expense ..............-0020 ee ee eee 2,000 
Travel CXpensSe@ si: sacs acc ameter as ee Pte awa We be een gs 6,000 
Miscellaneous expense ............... cee eee eee ees 3,600 
InterestexpenSe -.. eacsan ct deachidasad pean arbigavaee acces 4,400 137,000 
Income before income taxeS ............ 0.00 c eee eee eee $ 3,800 
Income taxes payable........... 0... eee ees 400 


INGUINGOMES 6 sion -secsa-tesecicere Gace een ice acento beak oop aaa duende akon eee doe $ 3,400 


Problem Set A 225 


PARTY WAGON, INC. 


STATEMENT OF RETAINED EARNINGS 
FOR THE YEAR ENDED DECEMBER 31, 2011 


Retained earnings (per adjusted trial balance) .........................00.. $15,000 
AG INCOMES 2 5c! anresus d.tusveee tse cnengidie Bausueeeed Gah biases Beaeawann® Bae shared eunaue ee 4 3,400 
Less: Income taxes expense... 1... 0.0... eee ees 2,000 
Retained earnings Dec. 31, 2011 ..... 0.2... cee eae $16,400 


PARTY WAGON, INC. 


BALANCE SHEET 
DECEMBER 31, 2011 
AS Migs eth cassie ee ay esas chs sat em ahah atop encsan edoen aeeiyhee: ey ean bi euch $15,000 
MUPDNCS i285 2 eicancystecaiers ciara or eerencrauaustac cat and/a sransictonee te eeahens eexeiauceevae 500 
NI stot ap caattecds by ces uthee sh a ar cased de apetarteeietoa ht rPenetacioiay aa ahushanat hacen, a Ses givenctas $40,000 
Less: Depreciation expense: van............ 000002 e eee eee 8,000 32,000 
Equipment and music... 0.20.0... 0.00 cect eee $35,000 
Less: Depreciation expense: music and equipment................. 7,000 28,000 
TOtall ASSCTS) se. 2.is cctsaerecdis encase fo cesiinyeet hg wee Savatage Sf sane aie elie $75,500 
Liabilities & Stockholders’ Equity 
Liabilities: 
Accounts payable .... 0.0... eects $ 7,000 
Notes payable ...icicees idee Gee eee diheva d dee pebound 39,000 
Salaries payable... 2.2.0... ee eee 1,600 
PIODAIG FORE: ace Sc iccit Secee acne bonne apher eee ane peed oie 2,000 
Unexpired insurance.......... 02.2... eee eee 4,500 
Ota TADUITSS: Sccgecens Gea cata Godt hella a eactacgial Soars ela ate ankun Gosraadenasde $54,100 
Stockholders’ Equity: 
CapitaliStock sicu0rtenidieheewcgte dade peel adaes erence’ 5,000 
Retained! CammingS: ni.620 ces dit ona bee waded mee saa aei gees 16,400 
Total. stockholders’ equity: .cc00isiw nied seenereia eee bane ns $21,400 
Total liabilities and stockholders’ equity......................00.0. $75,500 
Instructions 


a. Prepare a corrected set of financial statements dated December 31, 2011. (You may assume 
that all of the figures in the company’s adjusted trial balance were reported correctly except 
for Interest Payable of $200, which was mistakenly omitted in the financial statements pre- 
pared by Jack.) 


b. Prepare the necessary year-end closing entries. 


c. Using the financial statements prepared in part a, briefly evaluate the company’s profitability 
and liquidity. 
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Lawn Pride, Inc., provides lawn-mowing services to both commercial and residential customers. 
The company performs adjusting entries on a monthly basis, whereas closing entries are prepared 
annually at December 31. An adjusted trial balance dated December 31, 2011, follows. 


LAWN PRIDE, INC. 


ADJUSTED TRIAL BALANCE 


DECEMBER 31, 2011 
Debits Credits 
GASH sie tend tittegetiar be Sheen dupe dhe thea hk cpudnaaty dehuthdcanty ok Lares Shape te cident $ 58,525 
Accounts receivable. .......... 0.0.00. eee ee 4,800 
Unexpired insurance ... 1.0.0.0... 0. eee eee eee 8,000 
PREPAlGWO Ni sc esce.a.g aienacalte deleted ails 4S a) eparallecdavadd ales & aepandlend adntsl-s 3,000 
SUPPSS 52 2 be sicde Se dearn Gettin he dasdi ce anager ceeeainarn eras ease al 1,075 
TRUCKS. ccc c20045 otek en Hehe OER eewOeas wha ge Rew nas 150,000 
Accumulated depreciation: trucks ...............0.0.0.0.0000. $120,000 
Mowing:equipment: 2.5.2 25cukeate ha dees aes ste esas 20,000 
Accumulated depreciation: mowing equipment.................. 12,000 
Accounts payable: si iccaccdege bdawsd ed eoriaheeeeed cea a 1,500 
Notes payable sii atc p rear teh ies daa tease eee 50,000 
Salaries payable sic dao yeetet ae dat oy Guchetae Aid oo beens 900 
Interest payable... 6... eee 150 
Income taxes payable .......... 02... eee eee 1,050 
Unearned mowing revenue .......... 00.0.0 900 
Capital StOCK woccipeaa cs bot elenie ete Se Pelee elie ee eke 20,000 
Retained earnings .......... 2.0.0.0 cece eee eee 30,000 
DIVIDCNS :25tiecs aes baa QE eee el eae aoe ea 5,000 
Mowing revenue earned ........... 2.0.2. eee 170,000 
INSUFANCE EXPENSES gs 0.8e eee ee ap ewes a ole eels 2,400 
Office irent:expense6:.. 6c aee cide dab ea deleted ae de wee baler eda 36,000 
SUPPIIES EXPENSE: 202502 bndecadaedave paddtedewi aes Saeed 5,200 
Salary GxpOnSe's.4 si sieadvenes base eene Pease pee eeee Lae 60,000 
Depreciation expense: trucks ............. 000000 e eee eee ee 30,000 
Depreciation expense: mowing equipment ..................... 4,000 
Repair and maintenance expense.................00.00e ee eee 3,000 
FUSILOXPENSC + ec heed bee cds deuee bated hd peed eee dae 1,500 
Miscellaneous expense............ 0.0.0 5,000 
Interest expense ........ 0... eee eee 3,000 
Income taxes GXPeNSe: ois doe a eke eda ek aD te 6,000 
$406,500 $406,500 
Instructions 
a. Prepare an income statement and statement of retained earnings for the year ended December 
31, 2011. Also prepare the company’s balance sheet dated December 31, 2011. 
b. Prepare the necessary year-end closing entries. 
c. Prepare an after-closing trial balance. 
d. Using the financial statements prepared in part a, briefly evaluate the company’s profitability 


and liquidity. 
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Mystic Masters, Inc., provides fortune-telling services over the Internet. In recent years the com- 
pany has experienced severe financial difficulty. Its accountant prepares adjusting entries on a 
monthly basis, and closing entries on an annual basis, at December 31. An adjusted trial balance 
dated December 31, 2011, follows. 


MYSTIC MASTERS, INC. 


ADJUSTED TRIAL BALANCE 
DECEMBER 31, 2011 


Debits Credits 
CaShis aeob dated a ced seed chew ON GRR eie Aero eachela ne $ 960 
Accounts receivable ..05 4 ccc a views orb bade eewead ed beeen hae 300 
Unexpired insurance :.:.3 esc. tocs eee Pie AHERN Dees eae ed 2,000 
Prépaiditent...cc.ccovect cre awen ges bee Pea ee ded bee Pade eas 1,500 
SUPPLIES st: sin Frenchie GAs eae as Ars ca Aa te Shr a Beam ys 200 
Furniture: and fixtures io. cs c0 ecc cee eae eb id ee ke we wee eh ee tea ead 8,400 
Accumulated depreciation: furniture and fixtures...............-.-- $ 5,200 
Accounts payables< ico ica Chckes She esa ides Ah eche deities 6,540 
Notes: payable ica: 5 cpiaige dt ajadiduw afate, ane ae ald 2 Since crabs ase crmes 24,000 
Salaries payable... 2.2... 1,700 
Interest payable ... 6... ee 360 
Unearned client revenue. ... 2.2.0.0... eee es 200 
CapitalStock. 5c.) cess dese 4 hich, eee deg anaes eat a Ra ee eee Be Een ee 4,000 
Retained earningS:c.s2 24 cee eed tA toe eet 68 eee a 2,600 
Client revenue-earned 2. cca ceee eee hei ec ase bee de bed ew aed beuds 52,000 
INSUraNCe CxXPeNSO sg. i escr ese piGerse sere Oe eeGs eer e meee 6,000 
Office rent:expense. oc 2ccsearsseaeeee sei ew ives eee ee gee e eens 9,000 
SUPPliCS OXPENSE iiic1 ssc eeKeeeeA a we Gesews Aue eevee 4 440 
Salary CxpONnS@ iceacciacns ptgewdars Geeotni ne ethas dey ehhetee need 48,000 
Depreciation expense: furniture and fixtures ...................... 1,400 
Office and telephone expense ............... 00.0000 e eee eee eee 3,000 
Internet service expense. .......... 0.0... eee eee 4,900 
L6gali@xpeNnSe iiwrican yo. Siiieek ieee hace silo eked 1,500 
Interest expense. .... 6... tees 4,000 
Miscellaneous expense ............. 0.00.2 5,000 

$96,600 $96,600 


Instructions 


a. 


So 


Prepare an income statement and statement of retained earnings for the year ended December 
31, 2011. Also prepare the company’s balance sheet dated December 31, 2011. (Hint: The 


company incurred no income taxes expense in 2011.) 
Prepare the necessary year-end closing entries. 
Prepare an after-closing trial balance. 


Using the financial statements prepared in part a, briefly evaluate the company’s 


performance. 


Identify information that the company is apt to disclose in the notes that accompany the finan- 
cial statements prepared in part a. 
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Guardian Insurance Agency adjusts its accounts monthly but closes them only at the end of the cal- 
endar year. Below are the adjusted balances of the revenue and expense accounts at September 30 
of the current year and at the ends of two earlier months: 


Sept.30 Aug.31 June 30 


COMMISSIONS CAMEC sc 6 ivaeyeiidacene does aeeres $144,000 $128,000 $90,000 
AGVEHISING| GXPCNSE: ¢66 caw od ccwea we deed neaeoeEn 28,000 23,000 15,000 
Salaries expense ........... 0.00 eee eee eee 36,000 32,000 24,000 
RORUGXDCNSE : cic cn ree dade ce iotenes wns e cae ee 22,500 20,000 15,000 
Depreciation expense. ...........-..2 0c e eee eee 2,700 2,400 1,800 


Instructions 


a. Prepare a three-column income statement, showing net income for three separate time peri- 
ods, all of which end on September 30. Use the format illustrated below. Show supporting 
computations for the amounts of revenue reported in the first two columns. 


GUARDIAN INSURANCE AGENCY 
INCOME STATEMENT 


FOR THE FOLLOWING TIME PERIODS 


Month Quarter 9 Months 
Ended Ended Ended 
Sept.30 Sept.30 Sept. 30 


Revenue: 
ComimissiciS Samed o2 2 55ccseee end osheededebd oe $ $ $ 
Expenses: 


b. Briefly explain how you determined the dollar amounts for each of the three time periods. 
Would you apply the same process to the balances in Guardian’s balance sheet accounts? 
Explain. 

c. Assume that Guardian adjusts and closes its accounts at the end of each month. Briefly 
explain how you then would determine the revenue and expenses that would appear in each of 
the three columns of the income statement prepared in part a. 


Silver Lining, Inc., provides investment advisory services. The company adjusts its accounts 
monthly, but performs closing entries annually on December 31. The firm’s unadjusted trial bal- 
ance dated December 31, 2011, is shown on the following page. 
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SILVER LINING, INC. 


UNADJUSTED TRIAL BALANCE 


DECEMBER 31, 2011 

Debit Credit 
SIN ee etetese eevee bedi tne csc ee ante dou lt Aud tn, dance Gey Sea Rane ale $ 42,835 
Accounts receivable... 1.2.0.0... 00. e eee 2,000 
Oilice: SUPPlIESs...i5-2 ected badd bode ae bee bed alee keke 205 
PRE PAlG EM cobs. cczcacacetelgndogiap teste, x a arelermelicien Segoe whee ig ace WANS nadolol 1,200 
Unexpired insurance ..... 0.0.0.0... eee eee 270 
Office equipment ....... 0.2.0... ee eee 54,000 
Accumulated depreciation: office equipment.................... $ 35,250 
Accounts payables ¢ oscsc seins eddie and Rawls bea sea ee eS 1,400 
Interest: payable..j 20. uonisii eat Ga taew ea dom eneaed Geese we 360 
Income:taxes payable. cccisuse ge asceve av eke cia ekaeaie abe 1,750 
Notes payable: 2siicuoniges eae dae weed eee Vane Faced 9,000 
Unearned consulting services revenue ...................-008. 3,500 
Capital:StOCk:« 2 odmiakesieng inde dau cath ces a save a date ehdopisente Ada wince ate 30,000 
Retained earnings ....... 0.0.0... cee ees 8,000 
DIVIDONS 6,5. ie sisceit tech tadec a arated Gdn ds nb sunray dat oe ean eter ee 1,000 
Consulting services revenue ......... 20.00.00 0 eee eee 60,000 
Office supplies expense ........... 0.2... eee ee eee 605 
Depreciation expense: office equipment ....................0.. 8,250 
Rentiexpens@: icc Sack dw ntawiake dds awed bee dete we 3,525 
INSUFANCEOXPENSE .¢.5sc2aw Sree ena ee ve bee pi eee 1,010 
Salaries expense :s..2c ccses wakes son emiades Kew oes Raw 27,100 
Interest expense ...... 0... eee eee 360 
Income taxes CxpeNnse: vii .0ccaes dud aed s ee Meee eee eae eS 6,900 
NOtalS icv de sai wh eA cele pe eh i Gee ng $149,260 $149,260 


Other Data 


1. Accrued but unrecorded and uncollected consulting services revenue totals $1,500 at 
December 31, 2011. 


2. The company determined that $2,500 of previously unearned consulting services revenue had 
been earned at December 31, 2011. 


3. Office supplies on hand at December 31 total $110. 


4. The company purchased all of its equipment when it first began business. At that time, the 
estimated useful life of the equipment was six years (72 months). 


The company prepaid its six-month rent agreement on October 1, 2011. 
The company prepaid its 12-month insurance policy on March 1, 2011. 
Accrued but unpaid salaries total $1,900 at December 31, 2011. 


On June 1, 2011, the company borrowed $9,000 by signing a nine-month, 8 percent note pay- 
able. The entire amount, plus interest, is due on March 1, 2012. 


So ese 


9. The company’s CPA estimates that income taxes expense for the entire year is $7,500. The 
unpaid portion of this amount is due early in 2012. 


Instructions 


a. Prepare the necessary adjusting journal entries on December 31, 2011. Prepare also an 
adjusted trial balance dated December 31, 2011. 
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b. From the adjusted trial balance prepared in part a, prepare an income statement and statement 
of retained earnings for the year ended December 31, 2011. Also prepare the company’s bal- 
ance sheet dated December 31, 2011. 


c. Prepare the necessary year-end closing entries. 
Prepare an after-closing trial balance. 


Compute the company’s average monthly insurance expense for January and February of 
2011. 


f. Compute the company’s average monthly rent expense for January through September of 
2011. 


g. If the company purchased all of its office equipment when it first incorporated, for how long 
has it been in business as of December 31, 2011? 


L0i PROBLEM 5.6A Brushstroke Art Studio, Inc., provides quality instruction to aspiring artists. The business adjusts 
Short Comprehensive __ its accounts monthly, but performs closing entries annually on December 31. This is the studio’s 
through Problem Including unadjusted trial balance dated December 31, 2011. 


Both Adjusting and 
Closing Entries 


LO6 BRUSHSTROKE ART STUDIO, INC. 


UNADJUSTED TRIAL BALANCE 
DECEMBER 31, 2011 


Debits Credits 


OSs cs stn Feet as, Sadao eG Mets Al cue eats eZ codpuena at ots A $ 22,380 
Client fees receivable... 0... eee eee 71,250 
SUDPIICS ac5 cau cnmon ean ee Grae tam d ewe ee rae eed awe ae ore eee 6,000 
Prepaid’ studio Tent:..¢.és.0c0 64 a4 sted raw s BAe eed ea ec 2,500 
StUdIO EQUIPMENT ¢ ioc. dered dee Sete ES Dene eee RS 96,000 
Accumulated depreciation: studio equipment.................... $ 52,000 
Accounts payable:is:s.00d9. wea steasavee eae bene ne eee we tau 6,420 
Note:payable =. i¢.¢.d.2 ecseciuecied geteicde pdt dete Eodseed dd Sey be Bde ee sie 24,000 
Interest payable: ...2..c.is edd che abe ee ON Gad da geen Bee 480 
Unearned client fees ......... 0.0... eee eee 8,000 
Income taxes payable .......... 0.0... eee eee 5,000 
Capital SOCK ss. 2. oie) tess, nip atevicticete sonatas laa Giarcenahoa cmd ph ial inb d df Pasne thu apa 50,000 
Retained earnings. ........... 0... eee eee 20,000 
Client fees earned .... 0... 2. eee 82,310 
SUpplieS EXPENSE... coyvwgs ike s eeulN ed Lea ed pelnw ee aes 4,000 
Salary GXPeNnse) s..0cccsee een ewttiwarecear eee aen ck be awenes 17,250 
Interest expense... si ewes dice ober yea bee eae 480 
SluUdioO Tent Expense. s. vee ese ess cane sade w ess ee wees 11,250 
WtilitieS expenSera: soe piece Sia de beam Gade we Sew Re Ee 3,300 
Depreciation expense: studio equipment....................0.. 8,800 
Income taxes expense ..... 1.2.0... eee 5,000 


$248,210 $248,210 


Other Data 


1. Supplies on hand at December 31, 2011, total $1,000. 


2. The studio pays rent quarterly (every three months). The last payment was made November 1, 
2011. The next payment will be made early in February 2012. 


3. Studio equipment is being depreciated over 120 months (10 years). 
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4. On October 1, 2011, the studio borrowed $24,000 by signing a 12-month, 12 percent note 
payable. The entire amount, plus interest, is due on September 30, 2012. 


At December 31, 2011, $3,000 of previously unearned client fees had been earned. 
Accrued, but unrecorded and uncollected client fees earned total $690 at December 31, 2011. 


Accrued, but unrecorded and unpaid salary expense totals $750 at December 31, 2011. 


Go 


Accrued income taxes expense for the entire year ending December 31, 2011, total $7,000. 
The full amount is due early in 2012. 


Instructions 


a. Prepare the necessary adjusting journal entries on December 31, 2011. Prepare also an 
adjusted trial balance dated December 31, 2011. 


b. From the adjusted trial balance prepared in part a, prepare an income statement and statement 
of retained earnings for the year ended December 31, 2011. Also prepare the company’s bal- 
ance sheet dated December 31, 2011. 


c. Prepare the necessary year-end closing entries. 
d. Prepare an after-closing trial balance. 


e. Has the studio’s monthly rent remained the same throughout the year? If not, has it gone up or 
down? Explain. 


L08 *PROBLEM 5.7A Refer to the Demonstration Problem illustrated in the previous chapter on pages 161—164. Prepare 
Short Comprehensive a 10-column worksheet for Internet Consulting Service, Inc., dated December 31, 2011. At the bot- 
Problem Including tom of your worksheet, prepare a brief explanation keyed to each adjusting entry. 


Adjusting Entries, 
Closing Entries, 
and Worksheet 
Preparation 


L066 PROBLEM 5.8A A recent annual report issued by Best Buy revealed the following data: 
Evaluating Profitability 
and Liquidity 
| End Beginning 

eXe of Year of Year 
Current: assets2.5255 Urania ee Pen ed eed beeen $8.2 billion $7.3 billion 
Current liabilities. 0.0445 excee Spee a Mh cha eases ee Os $8.4 billion $6.8 billion 
Stockholders’ ‘equity . i..cis thee eisaw.ddriweiaeie tens $4.6 billion $4.5 billion 


The company’s income statement reported total annual revenue of $45.0 billion and net income for 
the year of $1.0 billion. 


Instructions 
a. Evaluate Best Buy’s profitability by computing its net income percentage and its return on 
equity for the year. 


b. Evaluate Best Buy’s liquidity by computing its working capital and its current ratio at the 
beginning of the year and at the end of the year. 


c. Does Best Buy appear to be both profitable and liquid? Explain. 


* Supplemental Topic, “The Worksheet.” 
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Problem Set B 


401 PROBLEM 5.1B Strong Knot, Inc., a service company, performs adjusting entries monthly, but prepares closing 
Correcting entries annually on December 31. The company recently hired Sally Addsup as its new accountant. 
Classification Errors Sally’s first assignment was to prepare an income statement, a statement of retained earnings, and 


a balance sheet using an adjusted trial balance given to her by her predecessor, dated December 31, 
2011. The statements Sally prepared are as follows: 


Lo4 


STRONG KNOT, INC. 


108 INCOME STATEMENT 
FOR THE YEAR ENDED DECEMBER 31, 2011 


Revenue: 

Service revenue earned ......... 0... eee ees $160,000 

Unearned fevenue «sci cs csi eet aa ener Gein eee eee pee 3,500 

Accounts receivable ............ 0.00. ees 8,200 

Total revenue ... 6... eee nee $171,700 
Expenses: 

Insurance expense ..... 2.2... eee eee $ 1,800 

Office rent expense. ....... 0.0... eee eee ee 18,000 

Supplies expense ...... 60... eee ees 1,200 

DIVIDGMS: x. shied tdci pee aA inte d SCA aA done Bekins 3,000 

Salary GxXPONnsSe@wsxcuiiciceeverbale taoe bonged a hanaewen a 96,000 

Accumulated depreciation: auto......................00000-. 12,000 

Accumulated depreciation: equipment .......................-. 13,000 

Repair and maintenance expense ............-0 0:0 e eee eee 1,700 

Tavel'OxXpense.os.e0t x cose ee itad date tame y cee 6,600 

Miscellaneous expense........... 2.0000: 2,100 

Interest expense... 1.0.2... eee eee 2,800 158,200 
Income before income taxeS............ 00.0.0 eee eee eee $ 13,500 
Income taxes payable.......... 0.0... eee eee 400 
N@t INCOME oi ice a be cena weed emda a ween a ale ave $ 13,100 


STRONG KNOT, INC. 


STATEMENT OF RETAINED EARNINGS 
FOR THE YEAR ENDED DECEMBER 31, 2011 


Retained earnings (per adjusted trial balance) .....................0.0.000.0. $17,500 
ACGHIMCOMEG® a: a. Sector cele s a cceecd ct eo ate ache ie, koe 4 Md keen ca eon a dean date eens Go 13,100 
Less: Income taxes expense .......... 0... eee tees 4,000 


Retained earnings, Dec. 31, 2011 ... 1... . eect tee $26,600 
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STRONG KNOT, INC. 


BALANCE SHEET 
DECEMBER 31, 2011 
Assets 
SMe, deapeasecuden tara, area: Sapnatecuden tin ay acgeacdsondsvanstaeDars eeacneh aaudeaaleaiha deena $15,400 
SUD PSS) cieductn crt dranacge etd aucusin toteee ty ane is aucuceg oe ener ae araceusheenean tas 900 
AUtOMOD ING <2 9 5. 5 ao Sod domes & oe ate algo eed Bene ese, Baerga wn Seane $37,000 
Less: Depreciation expense: automobile .....................00.. 4,000 33,000 
Equipment and music......... 2.0... cece eee ees $39,000 
Less: Depreciation expense: equipment .....................00.. 3,000 36,000 
Total ASSOtS ict. s s ancist g daz ctedgun, he apace avaucbledeye’, w aceaeia davdedn 2 Bane $85,300 
Liabilities & Stockholders’ Equity 
Liabilities: 
Accounts payable... 0.0... 6. ccc eee $ 5,200 
Notes payablevcs acide ee hike bute gin bee ee pbbina eda eed 45,800 
Salaries payable... 1.2.2... eee 900 
Prepaid tent. .cdic+ bbe ied bane edes Av ad ed eadeus oe 800 
Unexpired insurance... 0.0.0.0... 2c eee eee 3,000 
Potala DiS. c35252, e-dcetsaclbns dtiarda Sea Se atas aan nes dia Wks RD aasean Waa di 4 $55,700 
Stockholders’ Equity: 
Capital: StoCk i103 -22.diaide edi emnee pean eee dae alae dg 3,000 
Retained CarningS ....:cc10is i aoeer wade ead Pie rw awn lamers 26,600 
Total stockholders’ equity.............. 0.0... e eee eee eee $29,600 
Total liabilities and stockholders’ equity.......................0.. $85,300 
Instructions 


a. Prepare a corrected set of financial statements dated December 31, 2011. (You may assume 
that all of the figures in the company’s adjusted trial balance were reported correctly except 
for Notes Payable, which is some amount other than $45,800.) 


b. Prepare the necessary year-end closing entries. 
c. Using the financial statements prepared in part a, briefly evaluate the company’s profitability 


and liquidity. 

L01 PROBLEM 5.2B Garden Wizards provides gardening services to both commercial and residential customers. The 
Preparing Financial company performs adjusting entries on a monthly basis, whereas closing entries are prepared 
Statements and annually at December 31. An adjusted trial balance dated December 31, 2011, follows. 

Loz Closing Entries of a 
Profitable Company 

104 

through 
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GARDEN WIZARDS 


ADJUSTED TRIAL BALANCE 
DECEMBER 31, 2011 


Debits Credits 


COS xiieistde idle adden aah tava aha aha dada adaew aha bece $ 27,800 
Accounts receivable wc. cccce vere es wear ceed abode ee 4,300 
Unexpired insurance... ........ 00. teens 8,700 
Prepaid tents. 2 succcstaeaanar dees hana a ee hares ed tamed eae 3,200 
SUPPNCS is. ots. Aatatemiacl ia tnine ie dunteislea te om atare @ data ehing te aiwapisae ahaus 1,400 
MUCK Ss bes ercte st. die tak ap Sigua beasties Gel atin eb ee hed Seed es 140,000 
Accumulated depreciation: trucks......................000000. $ 75,000 
EGUIPMONt .32 dene tdb bes eh deupeni dnb ageiee ida adbeeecd 28,000 
Accumulated depreciation: equipment......................0.. 14,000 
Accounts [payable a cc0iuseediowds nbd eae en eneandl pak dunes 2,200 
Notes:payable:. iic..4 ieee ior ed shi Sabo deeide ab de bees 38,000 
Salaries payables scourge cies sien iow she? Foam Ee a ae Roo Pane 900 
Interestipayable: ncoc. cei enegaverelebtevesdeaaw bantawne ewes 300 
Income taxes! payables: i060 fered Soe eee eA ew Sees 1,700 
Unearned service revenue............ 2.0.0. ee eee 2,000 
CabitaliStoCke:t nes saan dee teeta Be ee Sdeaas 18,000 
Retained earnings .......... 2.0... c eee ees 21,000 
DIVIGORAS 3.2.2. a gteietegch scp connie cntaetsegcs oe keenade ents ateae: naked Daten 3,300 
Service revenue earned... ... 2... 6. eee eee 194,000 
Insurance expense.......... 02. eee ees 1,800 
Office rent expense ........ 02... eee eee 28,000 
Supplies expense ....... 0.0... eee eee 5,600 
Salary CxpenSO incu ctaui ca pectorpes ides oeiaess Gane ebeae 72,000 
Depreciation expense: truckS............... 0.02: e eee eee eee 16,000 
Depreciation expense: equipment ..................0.000-008. 4,000 
Repair and maintenance expense ..................000000008- 5,300 
FUCILEXPENSE 2s adwiaedtig ik ohh sda eAa wen Aeto ys Reh aaraed oda 2,200 
Miscellaneous expense ............ 2... e eee eee ee eee 2,700 
Interest expense. ......... 02. eee eee eee 3,800 
Income taxes expense ............ 2c eee eee eee ee 9,000 


$367,100 $367,100 


Instructions 


a. Prepare an income statement and statement of retained earnings for the year ended December 
31, 2011. Also prepare the company’s balance sheet dated December 31, 2011. 

b. Prepare the necessary year-end closing entries. 

c. Prepare an after-closing trial balance. 


d. Using the financial statements prepared in part a, briefly evaluate the company’s profitability 
and liquidity. 
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L01 PROBLEM 5.3B Debit Doctors, Inc., provides accounting advice over the Internet. In recent years the company has 
Preparing Financial experienced severe financial difficulty. Its accountant prepares adjusting entries on a monthly basis 
Statements and and closing entries on an annual basis at December 31. An adjusted trial balance dated December 

L04 


Closing Entries of an 31, 2011, follows. 


througn UNprofitable Company 


DEBIT DOCTORS, INC. 


LOG ADJUSTED TRIAL BALANCE 


DECEMBER 31, 2011 


Debits Credits 


Cashissn fie ba Aidan the aad edaae aE oe be onaap tae $ 450 
ACCOUNTS TECEIVADIC 0c caw se veered Taanes HERG Poe 220 
Unexpired: insurance: ss c.cAncecueke ee ewe beh neee task he eas 1,600 
Prépaidirent ic:2cncaenattaseGede inet baeeheetayabe la wek Ge 1,800 
SUPP SS y sucha, (2 deayatsis dt 8-5% sy angad deavausvienssee as reed Reavawavianned Ge brandad duavadeys 900 
Furniture: and TIXtUIES + . 35.3.04¢40006 2804 n200 DO boee dee Rhee Rhee 10,000 
Accumulated depreciation: furniture and fixtures................. $ 6,600 
Accounts payable....... 0.0... eee 7,100 
NOLES Payable ye iaicsisr data cat's, de ay diss vetedb alien sey deleoadisvated® iW ondastids doayedutul 24,000 
Salaries payable... 2.2... eee 2,100 
Interest payable: oieisic toa cere eee bee tou mned One had baa meee on 170 
Unearned client revenue ...........6 0000 eee 600 
Capital St0CK iss «gee aa see eee ged as ke ea geeks eae 4,000 
Retained CarningSii.c..cscadead inital eee eedeedaes Lee eee 2,000 
Client revenue earned ... 0... 0. eee eee 56,700 
Insurance expense... 1.2... cee 6,200 
Office rent expense ......... 0... cet 12,000 
Supplies expense. ... 2.0... eee ees 300 
Salary OXPCNSs ovcc seb bc ds dd eeaaed Ee bee ee dy Rhee ees 48,000 
Depreciation expense: furniture and fixtures ..............-0.04. 1,200 
Office and telephone expense ...............-...00-0-0-0000- 4,600 
Internet service expense. ..........-. 000 eet 7,200 
Legal OxpensSe i.s.cc0sed vee e eee ieaee stew een ees a eee eae 1,800 
INnt6reSt CXPENSC 22s. cc cca teedaes bak Pee Re aes Reem toe ON 2,700 
Miscellaneous expense ............. 00. c eee eee ee eee 4,300 


$103,270 $103,270 


Instructions 


a. Prepare an income statement and statement of retained earnings for the year ended December 
31, 2011. Also prepare the company’s balance sheet dated December 31, 2011. (Hint: The 
company incurred no income taxes expense in 2011.) 


Prepare the necessary year-end closing entries. 
Prepare an after-closing trial balance. 
Using the financial statements prepared in part a, briefly evaluate the company’s performance. 


SSeS: 


Identify information that the company is apt to disclose in the notes that accompany the finan- 
cial statements prepared in part a. 
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Silver Real Estate adjusts its accounts monthly but closes them only at the end of the calendar year. 
Below are the adjusted balances of the revenue and expense accounts at September 30 of the cur- 
rent year and at the ends of two earlier months: 


Sept.30 Aug. 31 June 30 


COMMIsSIONS GAMNEd 2 inca sceeseeaiencdoaenacand $160,000 $145,000 $100,000 
Advertising expense............... 02. eee eee eee 33,000 28,000 18,000 
Salaries expense ............. 002 cece eee eee 38,000 35,000 28,000 
RGMUGXDCNSCG . 2 cca eeseac sear deagasaaasbacaes 20,000 18,000 14,000 
Depreciation expense. ...............0 eee ee eee eee 2,200 2,100 1,500 


Instructions 


a. Prepare a three-column income statement, showing net income for three separate time peri- 
ods, all of which end on September 30. Use the format illustrated below. Show supporting 
computations for the amounts of revenue in the first two columns. 


SILVER REAL ESTATE 
INCOME STATEMENT 


FOR THE FOLLOWING TIME PERIODS 


Month Quarter Nine Months 
Ended Ended Ended 
Sept. 30 Sept. 30 Sept. 30 


Revenue: 
Commissions earned ........... 00000 c eee eee $ $ $ 
Expenses: 


b. Briefly explain how you determined the dollar amounts for each of the three time periods. 
Would you apply the same process to the balances in Silver’s balance sheet accounts? Explain. 


c. Assume that Silver adjusts and closes its accounts at the end of each month. Briefly explain 
how you then would determine the revenue and expenses that would appear in each of the 
three columns of the income statement prepared in part a. 


Next Job, Inc., provides employment consulting services. The company adjusts its accounts 
monthly but performs closing entries annually on December 31. The firm’s unadjusted trial bal- 
ance dated December 31, 2011, is shown on the following page. 


Other Data 
1. Accrued but unrecorded and uncollected consulting fees earned total $25,000 at December 31, 
2011. 


2. The company determined that $15,000 of previously unearned consulting services fees had 
been earned at December 31, 2011. 


3. Office supplies on hand at December 31 total $300. 


4. The company purchased all of its equipment when it first began business. At that time, the 
estimated useful life of the equipment was six years (72 months). 


The company prepaid its nine-month rent agreement on June 1, 2011. 
The company prepaid its six-month insurance policy on December 1, 2011. 
Accrued but unpaid salaries total $12,000 at December 31, 2011. 


On September 1, 2011, the company borrowed $60,000 by signing an eight-month, 4 percent 
note payable. The entire amount, plus interest, is due on March 1, 2012. 


Ree Bl a a 


9. The company’s accounting firm estimates that income taxes expense for the entire year is 
$50,000. The unpaid portion of this amount is due early in 2012. 
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NEXT JOB, INC. 
UNADJUSTED TRIAL BALANCE 


DECEMBER 31, 2011 
CaSAis inc teenies ese eoLebeae de Dade ea Ge $276,500 
Accounts receiVableiiicccci cao pee ee bees ed eiteas Gea eo pee 90,000 
Office:supplieS:. cceerss tee eeed 24 bad ben caw Owe bee Dae we OR 800 
PRODUC TONNE occ des caccete sees cca ce whiet dnalic saben tn eer alact daaeeuinisiee a ks meacdtae tehalvaddie 3,600 
Unexpired insurance ............ 0.0.0. e eee ee 1,500 
Office equipment........... 0... eee eee 72,000 
Accumulated depreciation: office equipment .................... $ 24,000 
ACCOUNTS: Payables. iis hiers tac deen adainrans nave date Waa wo,ad aala tac 4,000 
Notes payable (due 3/1/12) .......... 0.0.0.0 2 eee eee ee 60,000 
Interest payable: cece ek da hae Heed ans wee be, RECS Fe oe hE Hee 600 
Income taxes: payable wjacivicig saad evs boa do Pid ieee es 9,000 
Dividends payables..i....ca¢ss e725 r ere rt heath eeetna waa d ae a 3,000 
Unearned consulting fees ............ 00... eee eee 22,000 
Capital StOGk sic. f. 5 5 Sa AMAA Bode ad ee ee nena ecleo Gcs 200,000 
Retained 6armingSiig . 23sec octet ee ieee tages setae onde 40,000 
DIVIGENOS 250 cebier ha latee een a bedacses Debdaeheds 3,000 
Consulting fees earned... 2.2... eee 500,000 
Rent expense s..cce0se4 sre cde ba pe Se ee ede 14,700 
Insurance expense... 1.2.0... ee tees 2,200 
Office supplies expense... .......... 0.0 eee ee 4,500 
Depreciation expense: office equipment ......................0. 11,000 
SalariGS:CxXPENSe: vines oe Seam eee ee wa ddan bee Sa wa ekared 330,000 
Wtiliti6S CxPENSe:. a2..d2s nce eneedewaksle ha eee bead Hehe oe a 4,800 
INtereSt:SxpenSe..cscdaaisaneiivedadiyiddar tad adh gaeagwes 3,000 
Income taxes expense .......... 0... cee eee eee eee 45,000 
TONS sf 2.08 Ree eis ieee HO ETER Lele he Pee SS Gale Seden $862,600 $862,600 
Instructions 


a. Prepare the necessary adjusting journal entries on December 31, 2011. Also prepare an 
adjusted trial balance dated December 31, 2011. 


b. From the adjusted trial balance prepared in part a, prepare an income statement and statement 
of retained earnings for the year ended December 31, 2011. Also prepare the company’s bal- 
ance sheet dated December 31, 2011. 


c. Prepare the necessary year-end closing entries. 
Prepare an after-closing trial balance. 


e. Compute the company’s average monthly insurance expense for January through November of 
2011. 


Compute the company’s average monthly rent expense for January through May of 2011. 

g. Ifthe company purchased all of its office equipment when it first incorporated, for how long 
has it been in business as of December 31, 2011? 

h. Assume that the company had a note payable outstanding on January 1, 2011, that it paid off 
on April 1, 2011. How much interest expense accrued on this note in 2011? 


01 PROBLEM 5.6B Tammy Touchtone operates a talent agency called Touchtone Talent Agency. Some clients pay 
Short Comprehensive _ in advance for services; others are billed after services have been performed. Advance payments 

through Problem Including are credited to an account entitled Unearned Agency Fees. Adjusting entries are performed on a 
Both Adjusting and monthly basis. Closing entries are performed annually on December 31. An unadjusted trial bal- 
Closing Entries ance dated December 31, 2011, follows. (Bear in mind that adjusting entries have already been 


made for the first 11 months of 2011, but not for December.) 


LOG 
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TOUCHTONE TALENT AGENCY 
UNADJUSTED TRIAL BALANCE 


DECEMBER 31, 2011 
GAS ene cors descactar ahd ahssagerdehacese tan c, atdosoustend duacnehven oh afaasceendee lunar anarai $ 14,950 
Fees receivable... 0.0... eee 35,300 
Prepaid lent s.xcsmwcecenea ad cameaaee fered Pamaa bere Be orate Bee 1,200 
Unexpired insurance policies ............... 00.0000 2 eee eee 375 
Office SUPPlICS:...c5 ni eivednnea nt ARM Rae ORS ee eee es wad ee 900 
OMICS SQUIPIMEN Es 2. iis. a. 5.ce-5)5-8 deere a cris, gic ale, minted el arg ee ak Ra ee 15,000 
Accumulated depreciation: office equipment .................... $ 12,000 
Accounts payable oi edna 4 oAccleed statis gets Gara d atustenne@ east 1,500 
Note payable (due 3/1/12) ....... 0... 2. eee eee 6,000 
Income:taxes:payable: scic..sciecneewaer ess Dhow Mode e as 3,200 
Wnearned agency f0@S iiccsces va ete eae Wa ee naa eaoe 8,000 
Capital: StoCKs. ic ccna ee ee aan teen ne awe Gast Peas aoe Bae 20,000 
Retained Garnings....: 22d accede teen dedaviaus Wied ee anaes wae 10,800 
DIVIDENdS: why eet cease cande Le cae w eee db ceee nae ed ee 800 
Agency fees earmed «2 civics as acce ope a4 dakine s sien es Gone 46,500 
Telephone expense. ... 2.2.0.0... ee ee eee 480 
Office supply expense ........... 02... eee eee ees 1,130 
Depreciation expense: office equipment ......................0. 2,750 
RENE CXPENSE 25 ox 5.288 wee aid ag cudedeen Risen alah Sede Mage el ease 6,100 
Insurance expense... 1.0.0... tee 1,175 
Salaries expense ........ 0... eee ees 24,640 
Income: taxes exPeNSe 2 tang asd Osaed sd cee ed Peaks Seed De 3,200 


$108,000 $108,000 


Other Data 


Office equipment is being depreciated over 60 months (5 years). 
At December 31, 2011, $2,500 of previously unearned agency fees had been earned. 
Accrued but unrecorded and unpaid salary expense totals $1,360 at December 31, 2011. 


The agency pays rent quarterly (every three months). The most recent advance payment of $1,800 
was made November 1, 2011. The next payment of $1,800 will be made on February 1, 2012. 


Accrued but unrecorded and uncollected agency fees earned total $3,000 at December 31, 2011. 
Office supplies on hand at December 31, 2011, total $530. 

On September 1, 2011, the agency purchased a six-month insurance policy for $750. 

On December 1, 2011, the agency borrowed $6,000 by signing a three-month, 9 percent note 
payable. The entire amount borrowed, plus interest, is due March 1, 2012. 

Accrued income taxes payable for the entire year ending December 31, 2011, total $3,900. 
The full amount is due early in 2012. 


Instructions 


a. 


b. 


Prepare the necessary adjusting journal entries on December 31, 2011. Also prepare an 
adjusted trial balance dated December 31, 2011. 


From the adjusted trial balance prepared in part a, prepare an income statement and statement 
of retained earnings for the year ended December 31, 2011. Also prepare the company’s bal- 
ance sheet dated December 31, 2011. 


Prepare the necessary year-end closing entries. 
Prepare an after-closing trial balance. 


Assume that the agency purchased all of its office equipment when it first began business 
activities. For how many months has the agency been in operation? 
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f. Has the agency’s monthly office rent remained the same throughout the year? If not, has it 
gone up or down? Explain. 


g. Has the agency’s monthly insurance expense remained the same throughout the year? If not, 
has it gone up or down? Explain. 


L08 *PROBLEM 5.7B Refer to Problem 4.4A on pages 174-175 in the previous chapter. Prepare a 10-column worksheet 
Short Comprehensive | for Campus Theater dated August 31, 2011. At the bottom of your worksheet, prepare a brief 
Problem Including explanation keyed to each adjusting entry. 


Adjusting Entries, 
Closing Entries, 
and Worksheet 
Preparation 


L066 PROBLEM 5.8B A recent annual report issued by The Gap, Inc., revealed the following data: 
Evaluating Profitability 
and Liquidity End Beginning 
of Year of Year 
Current assetS 2.0.0... ett $4.0 billion $4.1 billion 
Current liabiliti€Sy:.2¢c0ci022 et alopiatieee een ingasgicee ed $2.2 billion $2.4 billion 
Stockholders’ equity... 0.2.0.0... eee eee eee $4.4 billion $4.3 billion 


The company’s income statement reported total annual revenue of $14.5 billion and net income for 
the year of $967 million. 


Instructions 

a. Evaluate The Gap’s profitability by computing its net income percentage and its return on 
equity for the year. 

b. Evaluate The Gap’s liquidity by computing its working capital and its current ratio at the 
beginning of the year and at the end of the year. 


c. Does The Gap, Inc., appear to be both profitable and liquid? Explain. 


* Supplemental Topic, “The Worksheet.” 


Critical Thinking Cases 


103. CASE 5.1 Listed below are five items that may—or may not—require disclosure in the notes that accompany 


, financial statements. 
Adequate Disclosure : , : 
a. Mandella Construction Co. uses the percentage-of-completion method to recognize revenue 


on long-term construction contracts. This is one of two acceptable methods of accounting for 
such projects. Over the life of the project, both methods produce the same overall results, but 
the annual results may differ substantially. 


b. One of the most popular artists at Spectacular Comics is leaving the company and going to 
work for a competitor. 


c. Shortly after the balance sheet date, but before the financial statements are issued, one of 
Coast Foods’s two processing plants was damaged by a tornado. The plant will be out of ser- 
vice for at least three months. 


d. The management of Soft Systems believes that the company has developed systems software 
that will make Windows® virtually obsolete. If they are correct, the company’s profits could 
increase by 10-fold or more. 


e. College Property Management (CPM) withheld a $500 security deposit from students who, 
in violation of their lease, kept a dog in their apartment. The students have sued CPM for this 
amount in small claims court. 


Instructions 


For each case, explain what, if any, disclosure is required under generally accepted accounting 
principles. Explain your reasoning. 
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Working for the 
Competition 


CASE 5.3 


Certifications by CEOs 
and CFOs 


INTERNET 
CASE 5.4 
Annual Report 
Disclosures 
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This problem focuses on the following question: Js it ethical for a CPA (or CPA firm) to provide 
similar services to companies that compete directly with one another? These services may include 
assistance in the preparation of financial statements, income tax services, consulting engagements, 
and audit work. 


Instructions 


a. Before doing any research, discuss this question as a group. Identify potential arguments on 
each side of the issue. 


b. Arrange an interview with a practicing (or retired) public accountant. Learn the accounting 
profession’s position on this issue, and discuss the various arguments developed in part a. 


c. Develop your group’s position on this issue and be prepared to explain it in class. Explain why 
you have chosen to overlook the conflicting arguments developed in part a. (If your group is 
not in agreement, dissenting members may draft a dissenting opinion.) 


The Sarbanes-Oxley Act requires that the CEO (chief executive officer) and CFO (chief financial 
officer) of publicly traded corporations include statements of personal certification in the disclo- 
sures accompanying the financial reports filed with the SEC. In essence, these statements hold the 
CEO and CFO personally liable for their company’s annual report content. The personal certifica- 
tions must be signed by both the CEO and the CFO. Each certification requires that the CEO and 
CFO commit to the following statements: 


1. [have reviewed this annual report. 


2. On the basis of my knowledge, this report does not contain any untrue statements of material 
facts or omissions of material facts. 


3. On the basis of my knowledge, the financial statements, and other financial information 
included in this report, fairly present in all material respects the financial condition, results of 
operations, and cash flows of the business. 


4. Iam responsible for establishing and maintaining disclosure controls and procedures. 


5. I have disclosed any fraud, whether or not material, and have disclosed all significant control 
deficiencies and material weaknesses involving the company’s financial reporting. 


Instructions 


As a group, discuss the meaning and purpose of the personal certification requirement. How might 
this requirement contribute to improved investor confidence? 


Visit the home page of the Ford Motor Company at: 
www.ford.com 


From Ford’s home page, access the company’s most recent annual report (select the “About 
Ford” menu item). Locate the notes to the financial statements and identify the information topics 
disclosed in these footnotes. 

Internet sites are time and date sensitive. It is the purpose of these exercises to have you explore 
the Internet. You may need to use the Yahoo! search engine http://www.yahoo.com (or another 
favorite search engine) to find a company’s current Web address. 


Answers to Self-Test Questions 
i vasbycad 2a ah Gl 4. bd Sy 6. a,b Uae 8. b,c 


COMPREHENSIVE PROBLEM I 


Susquehanna Equipment Rentals 


A COMPREHENSIVE ACCOUNTING CYCLE PROBLEM 


On December 1, 2011, John and Patty Driver formed a corporation called Susquehanna 
Equipment Rentals. The new corporation was able to begin operations immediately by pur- 
chasing the assets and taking over the location of Rent-It, an equipment rental company that 
was going out of business. The newly formed company uses the following accounts: 


Cash 

Accounts Receivable 
Prepaid Rent 
Unexpired Insurance 
Office Supplies 
Rental Equipment 


Accumulated Depreciation: 


Rental Equipment 
Notes Payable 
Accounts Payable 
Interest Payable 
Salaries Payable 
Dividends Payable 
Unearned Rental Fees 


Income Taxes Payable 
Capital Stock 
Retained Earnings 
Dividends 

Income Summary 
Rental Fees Earned 
Salaries Expense 
Maintenance Expense 
Utilities Expense 

Rent Expense 

Office Supplies Expense 
Depreciation Expense 
Interest Expense 
Income Taxes Expense 


The corporation performs adjusting entries monthly. Closing entries are performed annually 
on December 31. During December, the corporation entered into the following transactions: 


Dec. 1 Issued to John and Patty Driver 20,000 shares of capital stock in exchange for a 


total of $200,000 cash. 


Dec. 1 Purchased for $240,000 all of the equipment formerly owned by Rent-It. Paid 
$140,000 cash and issued a one-year note payable for $100,000. The note, plus all 
12-months of accrued interest, are due November 30, 2012. 

Dec. 1 Paid $12,000 to Shapiro Realty as three months’ advance rent on the rental yard 
and office formerly occupied by Rent-It. 


Dec. 4 Purchased office supplies on account from Modern Office Co., $1,000. Payment 
due in 30 days. (These supplies are expected to last for several months; debit the 
Office Supplies asset account.) 


Dec. 8 Received $8,000 cash as advance payment on equipment rental from McNamer 
Construction Company. (Credit Unearned Rental Fees.) 


Dec. 12 Paid salaries for the first two weeks in December, $5,200. 


Dec. 15 Excluding the McNamer advance, equipment rental fees earned during the first 
15 days of December amounted to $18,000, of which $12,000 was received in cash. 


Dec. 17 Purchased on account from Earth Movers, Inc., $600 in parts needed to repair a 
rental tractor. (Debit an expense account.) Payment is due in 10 days. 


Dec. 23 Collected $2,000 of the accounts receivable recorded on December 15. 
Dec. 26 Rented a backhoe to Mission Landscaping at a price of $250 per day, to be paid 


when the backhoe is returned. Mission Landscaping expects to keep the backhoe 
for about two or three weeks. 


Dec. 26 Paid biweekly salaries, $5,200. 
Dec. 27 Paid the account payable to Earth Movers, Inc., $600. 241 
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Dec. 28 Declared a dividend of 10 cents per share, payable on January 15, 2012. 

Dec. 29 Susquehanna Equipment Rentals was named, along with Mission Landscaping 
and Collier Construction, as a co-defendant in a $25,000 lawsuit filed on behalf 
of Kevin Davenport. Mission Landscaping had left the rented backhoe in a fenced 
construction site owned by Collier Construction. After working hours on 
December 26, Davenport had climbed the fence to play on parked construction 
equipment. While playing on the backhoe, he fell and broke his arm. The extent of 
the company’s legal and financial responsibility for this accident, if any, cannot be 
determined at this time. (Note: This event does not require a journal entry at this 
time, but may require disclosure in notes accompanying the statements.) 

Dec. 29 Purchased a 12-month public-liability insurance policy for $9,600. This policy pro- 
tects the company against liability for injuries and property damage caused by its 
equipment. However, the policy goes into effect on January 1, 2012, and affords no 
coverage for the injuries sustained by Kevin Davenport on December 26. 

Dec. 31 Received a bill from Universal Utilities for the month of December, $700. Pay- 
ment is due in 30 days. 

Dec. 31 Equipment rental fees earned during the second half of December amounted to 
$20,000, of which $15,600 was received in cash. 


Data for Adjusting Entries 

a. The advance payment of rent on December | covered a period of three months. 

. The annual interest rate on the note payable to Rent-It is 6 percent. 

. The rental equipment is being depreciated by the straight-line method over a period of eight years. 
. Office supplies on hand at December 31 are estimated at $600. 


ceased 


. During December, the company earned $3,700 of the rental fees paid in advance by 
McNamer Construction Company on December 8. 


f. As of December 31, six days’ rent on the backhoe rented to Mission Landscaping on 
December 26 has been earned. 


g. Salaries earned by employees since the last payroll date (December 26) amounted to 
$1,400 at month-end. 

h. It is estimated that the company is subject to a combined federal and state income tax rate 
of 40 percent of income before income taxes (total revenue minus all expenses other than 
income taxes). These taxes will be payable in 2012. 


Instructions 


a. Perform the following steps of the accounting cycle for the month of December: 
1. Journalize the December transactions. Do not record adjusting entries at this point. 
2. Post the December transactions to the appropriate ledger accounts. 


3. Prepare the unadjusted trial balance columns of a 10-column worksheet for the year ended 
December 31. 


4. Prepare the necessary adjusting entries for December. 
5. Post the December adjusting entries to the appropriate ledger accounts. 
6. Complete the 10-column worksheet for the year ended December 31. 


b. Prepare an income statement and statement of retained earnings for the year ended December 
31, and a balance sheet (in report form) as of December 31. 


c. Prepare required disclosures to accompany the December 31 financial statements. Your solu- 
tion should include a separate note addressing each of the following areas: (1) depreciation 
policy, (2) maturity dates of major liabilities, and (3) potential liability due to pending litigation. 

d. Prepare closing entries and post to ledger accounts. 

Prepare an after-closing trial balance as of December 31. 


During December, this company’s cash balance has fallen from $200,000 to $65,000. Does it 
appear headed for insolvency in the near future? Explain your reasoning. 


g. Would it be ethical for Patty Driver to maintain the accounting records for this company, or 
must they be maintained by someone who is independent of the organization? 


© AP Photo/Chitose Suzuki 


Learning Objectives 


CHAPTER 6 


Merchandising Activities 


AFTER STUDYING THIS CHAPTER, YOU SHOULD BE ABLE TO: 


L01 


L02 


L038 


L04 


LOS 


LOG 


LO7 


LO8 


Describe the operating cycle of a merchandising company. 

Understand the components of a merchandising company’s income statement. 
Account for purchases and sales of merchandise in a perpetual inventory system. 
Explain how a periodic inventory system operates. 

Discuss the factors to be considered in selecting an inventory system. 

Account for additional merchandising transactions related to purchases and sales. 
Define special journals and explain their usefulness. 


Measure the performance of a merchandising business. 


Saks Inc. is a retailer of a wide variety of distinctive luxury fashion apparel, 
shoes, accessories, jewelry, cosmetics, and gifts. The company operates 
108 stores in 28 states, including 53 Saks Fifth Avenue stores and 55 Saks 
Fifth Avenue Off 5" Street stores. Saks Fifth Avenue stores are located in 
exclusive shopping destinations or as anchor stores in upscale regional 
malls. Saks Fifth Avenue Off 5" Street aims to be the premier luxury off-price 
retailer in the United States. 

Saks Inc. tailors the merchandise in each store location to the tastes and 
lifestyle needs of its local customers. The company has invested in online 
information technology to provide detailed information about its customers 
and their purchasing patterns and preferences. In addition, Saks has vendor 
relationships with leading American and European fashion houses, including 
Giorgio Armani, Chanel, Gucci, Prada, Louis Vuitton, St. John, Zegna, Cartier, 
Hugo Boss, Ralph Lauren, Burberry, among many others. Although Saks 
Carries merchandise for both men and women, sales to its female customer 
base comprise more than 75 percent of total sales. 

Saks Inc.’s financial statements are similar to those of the service 
organizations illustrated in previous chapters. They differ, however, because 
Saks sells merchandise to its customers. Companies that sell merchandise 


must report information about inventory costs in their financial statements. 
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Describe the operating 
Lo1  ¢ycle of a merchandising 
company. 


Exhibit 6-1 
THE OPERATING CYCLE 


Chapter 6 Merchandising Activities 


In this chapter we examine accounting issues related to merchandising businesses, such as 
clothing retailers and grocery stores. In addition to discussing the unique features of a mer- 
chandising company’s financial statements, we illustrate ways to use financial information to 
evaluate the performance of these companies. 

Saks Ince.’s retail stores are good examples of merchandising outlets. Managing inventory 
(goods that are purchased for the purpose of resale to customers) is of utmost importance 
to merchandising businesses. For a luxury chain like Saks to be successful, its stores must 
acquire hundreds of inventory items and sell them quickly at competitive prices. 

In most merchandising companies, inventory is a relatively liquid asset—that is, it usually 
is sold within a few days or weeks. For this reason, inventory appears near the top of the bal- 
ance sheet, immediately below accounts receivable. 


Merchandising Companies 


THE OPERATING CYCLE OF A MERCHANDISING COMPANY 


The series of transactions through which a business generates its revenue and its cash receipts 
from customers is called the operating cycle. The operating cycle of a merchandising com- 
pany consists of the following basic transactions: (1) purchases of merchandise; (2) sales of the 
merchandise, often on account; and (3) collection of the accounts receivable from customers. 
As the word cycle suggests, this sequence of transactions repeats continuously. Some of the 
cash collected from the customers is used to purchase more merchandise, and the cycle begins 
anew. This continuous sequence of merchandising transactions is illustrated in Exhibit 6-1. 
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Comparing Merchandising Activities with Manufacturing Activities 
Most merchandising companies purchase their inventories from other business organizations 
in a ready-to-sell condition. Companies that manufacture their inventories, such as General 
Motors, IBM, and Boeing Aircraft, are called manufacturers, rather than merchandisers. 
The operating cycle of a manufacturing company is longer and more complex than that of a 
merchandising company, because the first transaction—purchasing merchandise—is replaced 
by the many activities involved in manufacturing the merchandise. 

Our examples and illustrations in this chapter are limited to companies that purchase 
their inventory in a ready-to-sell condition. The basic concepts, however, also apply to 
manufacturers. 


Retailers and Wholesalers Merchandising companies include both retailers and 
wholesalers. A retailer is a business that sells merchandise directly to the public. Retailers 
may be large or small; they vary in size from national store chains, such as Saks, The Gap, 


Merchandising Companies 


and Walmart, to small neighborhood businesses, such as gas stations and convenience stores. 
In fact, more businesses engage in retail sales than in any other type of business activity. 

The other major type of merchandising company is the wholesaler. Wholesalers buy large 
quantities of merchandise from several different manufacturers and then resell this merchan- 
dise to many different retailers. Because wholesalers do not sell directly to the public, even 
the largest wholesalers are not well known to most consumers. Nonetheless, wholesaling is a 
major type of merchandising activity. 

The concepts discussed in the remainder of this chapter apply equally to retailers and to 
wholesalers. 


INCOME STATEMENT OF A MERCHANDISING COMPANY 


The income statement of a merchandising company differs somewhat from that of a service 
organization illustrated in previous chapters. Exhibit 6-2 compares the income statement 
structure of a service company to that of a merchandising company. 


SERVICE COMPANY’S MERCHANDISING COMPANY’S 
INCOME STATEMENT INCOME STATEMENT 
Revenue 
| 


minus minus 


’ 


a 
equals 
y 
| 
minus 
y 
| 


equals 


Net Income 


The income statement of Computer City is shown in Exhibit 6-3. The following discussion 
of its structure and components will illustrate the unique characteristics of income statements 
prepared by merchandising companies. 

Computer City’s $900,000 in sales represents the selling price of merchandise it sold to 
customers during the period. Selling merchandise introduces a new and major cost of doing 
business: the cost incurred by Computer City to acquire the inventory it sold to customers. As 
items are sold from inventory, their costs must be removed from the balance sheet and trans- 
ferred to the income statement to offset sales revenue. This $540,000 cost subtracted from 
sales revenue in Computer City’s income statement is referred to as the cost of goods sold. 
In essence, the cost of goods sold is an expense; however, this item is of such importance to 
a merchandising company that it is shown separately from other expenses in the company’s 
income statement. 
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Exhibit 6-2 

A COMPARISON OF 
INCOME STATEMENTS 
USED BY A SERVICE 
COMPANY AND A 
MERCHANDISING 
COMPANY 
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Exhibit 6-3 


A MERCHANDISING 
COMPANY’S INCOME 
STATEMENT 
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COMPUTER CITY 
INCOME STATEMENT 


FOR THE YEAR ENDED DECEMBER 31, 2011 


SAS Siete eer enced te cen Me ease eter isco ae den car fae We eee $900,000 
EesSHCostofigoodS’SOld) iy sae csccsecr stun or teeesuce sate reneie ee eeete 540,000 
GROSS Prolite ieee ela a cseasiett eres e cesta el eens eae ere beeen ncn Use $360,000 
Operating expenses: 
WeagesiexpenSes fitters stan tneteteste ee ie entetene eee nee $150,900 
/ACVemiSINGIEXPENSE# aaacccus seats crs ay merse us teeia cures 6,800 
INSUTANCe.eXDEMSC acre sees eke ree cuecs eirusl a Bremen eceneuene eens epee 9,600 
Wiilitiestexpenser say wk ieee fe che Chee cesta ho aes ar renee ice 6,400 
Oflice:suppliesiexpeNnSer ee rcscon cine micas tee eucicaneleneyeete seas 1,700 
Depreciation‘expenSe: yess cee nets ismssas see ea rae iene eee 58,600 234,000 
Incomesbelore taxes) ..cascgnacs ate Rae aes a $126,000 
Incomertaxes:expenSer 2 force .ccke celseraaeles aisns cena si aynias ee 36,000 
INe\ullintcteln ate) sa scree tesesreartrcis aero nait mmc ne ener epee ene aes $ 90,000 


The $360,000 difference between sales and the cost of goods sold is Computer City’s gross 
profit (or gross margin). Gross profit is a useful means of measuring the profitability of sales 
transactions, but it does not represent the overall profitability of the business. A merchan- 
dising company has many expenses in addition to the cost of goods sold. Computer City’s 
$270,000 in other expenses includes wages expense, advertising expense, insurance expense, 
utilities expense, office supplies expense, depreciation expense, and income taxes expense.! 
A company earns net income only if its gross profit exceeds the sum of its other expenses. 


ACCOUNTING SYSTEM REQUIREMENTS 
FOR MERCHANDISING COMPANIES 


In previous chapters, we recorded economic events using only general ledger accounts. These 
accounts, often referred to as control accounts, are used to prepare financial statements that 
summarize the financial position of a business and the results of its operations. Although gen- 
eral ledger accounts provide a useful overview of a company’s financial activities, they do not 
provide the detailed information needed to effectively manage most business enterprises. This 
detailed information is found in accounting records called subsidiary ledgers. 

Subsidiary ledgers contain information about specific control accounts in the company’s 
general ledger. Merchandising companies always maintain accounts receivable and accounts 
payable subsidiary ledgers. Thus, if a company has 500 credit customers, there are 500 indi- 
vidual customer accounts in the accounts receivable subsidiary ledger that, in total, add up 
to the Accounts Receivable general ledger balance reported in the balance sheet. Likewise, 
if a company has 20 creditors, there are 20 individual records in the accounts payable sub- 
sidiary ledger that contain detailed information about the amount owed to each creditor. The 
individual balances of these accounts add up to the Accounts Payable control balance in the 
general ledger. 

Many merchandising companies also maintain an inventory subsidiary ledger by creating 
a separate inventory account for each item that they sell. The inventory subsidiary ledger for a 
large department store contains thousands of accounts. Each of these accounts tracks informa- 
tion for one type of product, showing the quantities and costs of all units purchased, sold, and 
currently in stock. 


' The income statement presented in Exhibit 6-3 is somewhat condensed. For instance, it is a common practice 
for companies to subdivide operating expenses into selling expenses and general and administrative expenses. 
A more detailed income statement presentation is developed in Chapter 12. 


Perpetual Inventory Systems 


It may seem that maintaining records for thousands of separate accounts would involve an 
incredible amount of work. And it would, in a manual accounting system. However, in a com- 
puterized accounting system, subsidiary ledger accounts and general ledger control accounts 
are posted automatically as transactions are recorded. Thus, no significant amount of effort 
is required. 

Throughout the remainder of this chapter we will record various merchandise transactions 
directly in the general ledger control accounts. To avoid excessive detail, we will assume that 
the specific account information underlying these transactions has been posted to the neces- 
sary subsidiary accounts. 


TWO APPROACHES USED IN ACCOUNTING 
FOR MERCHANDISE INVENTORIES 


Either of two approaches may be used in accounting for merchandise inventories: (1) a per- 
petual inventory system, or (2) a periodic inventory system. In the past, both systems were 
in widespread use. Today, however, the growing use of computerized accounting systems 
has made the perpetual approach easy and cost-effective to implement. Thus, the periodic 
approach is used primarily by very small businesses with manual accounting systems. 

Before we examine perpetual and periodic inventory systems, it is important to realize that 
accounting for inventory is similar to accounting for the prepaid expenses we discussed in 
Chapter 4 (for example, office supplies, unexpired insurance policies, prepaid rent, etc.). As 
inventory is purchased, it is initially reported as an asset in the balance sheet. As it is sold to 
customers, this asset is converted to an expense, specifically, the cost of goods sold. 

Both perpetual and periodic inventory systems account for the flow of inventory costs from 
the balance sheet to the income statement as illustrated in Exhibit 6-4. 


Balance Sheet 


As goods 
are 
purchased 


Gana reo As goods 
I ateme are sold 


Perpetual Inventory Systems 


In a perpetual inventory system, all transactions involving costs of merchandise are recorded 
immediately as they occur. The system draws its name from the fact that the accounting 
records are kept perpetually up-to-date. Purchases of merchandise are recorded by debiting an 
asset account entitled Inventory. When merchandise is sold, two entries are necessary: one to 
recognize the revenue earned and the second to recognize the related cost of goods sold. This 
second entry also reduces the balance of the Inventory account to reflect the sale of some of 
the company’s inventory. 

A perpetual inventory system uses an inventory subsidiary ledger. This ledger provides 
company personnel with up-to-date information about each type of product that the company 
buys and sells, including the per-unit cost and the number of units purchased, sold, and cur- 
rently on hand. 
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Exhibit 6-4 


THE FLOW OF INVENTORY 
COSTS 


Learning Objective 
Account for purchases 
and sales of merchandise 
in a perpetual inventory 
system. 
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the start of the cycle 


rs Entries to record a sale... 
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To illustrate the perpetual inventory system, we follow specific items of merchandise 
through the operating cycle of Computer City, a retail store. The transactions comprising this 
illustration are as follows: 


Sept. 1 Purchased 10 Regent 21-inch computer monitors on account from Okawa 
Wholesale Co. The monitors cost $600 each, for a total of $6,000; payment is due 
in 30 days. 

Sept. 7 Sold two monitors on account to RJ Travel Agency at a retail sales price of $1,000 
each, for a total of $2,000. Payment is due in 30 days. 


Oct. 1 Paid the $6,000 account payable to Okawa Wholesale Co. 
Oct. 7 Collected the $2,000 account receivable from RJ Travel Agency. 


Purchases of Merchandise Purchases of inventory are recorded at cost. Thus 
Computer City records its purchase of the 10 computer monitors on September | as follows: 


INVENTOR Atreyu acer enemanee neyo neuen cur urge Bineentner ee rye sue 6,000 
Accounts Payable (Okawa Wholesale Co.).............-0-+20005 6,000 


Purchased 10 Regent 21-inch computer monitors for 
$600 each; payment due in 30 days. 


This entry is posted both to the general ledger control accounts and to the subsidiary led- 
gers. Thus, the debit to Inventory is also posted to the Regent 21-Inch Monitors account in 
the inventory subsidiary ledger. Information regarding the quantity of monitors purchased and 
their unit cost is also recorded in this subsidiary ledger. Likewise, the credit to Accounts Pay- 
able is posted to the account for Okawa Wholesale Co. in Computer City’s accounts payable 
subsidiary ledger. 


Sales of Merchandise The revenue earned in a sales transaction is equal to the sales 
price of the merchandise times the number of units sold, and is credited to a revenue account 
entitled Sales. Except in rare circumstances, sales revenue is considered realized when the 
merchandise is delivered to the customer, even if the sale is made on account. Therefore, 
Computer City will recognize the revenue from the sale to RJ Travel Agency on September 7, 
as follows: 


SAl@S iiss sone es eases Scat eon esi eae oO romper Sues en Se ee A Si caar eR Ce 2,000 


Sold two Regent 21-inch monitors for $1,000 each; 
payment due in 30 days. 


The matching principle requires that revenue be matched (offset) with all of the costs and 
expenses incurred in producing that revenue. Therefore, a second journal entry is required at 
the date of sale to record the cost of goods sold. 


CostiofiGoods:Soldiye Aeris aeees eres eee ee es eee eee ee ener 1,200 
INnVeMtonyergecateretoe meine arain acteey sence Arne sean nine Rn kaa ae 1,200 


To transfer the cost of two Regent 21-inch monitors ($600 each) 
from Inventory to the Cost of Goods Sold account. 


Notice that this second entry is based on the cost of the merchandise to Computer City, not 
on its retail sales price.” 

Both of the journal entries relating to this sales transaction are posted to Computer City’s 
general ledger. In addition, the $2,000 debit to Accounts Receivable (first entry) is posted to the 


? In our illustration, all of the Regent monitors were purchased on the same date and have the same unit cost. 
Often a company’s inventory of a given product includes units acquired at several different per-unit costs. This 
situation is addressed in Chapter 8. 


Perpetual Inventory Systems 
account for RJ Travel Agency in the accounts receivable ledger. The credit to Inventory (second 
entry) also is posted to the Regent 21-Inch Monitors account in the inventory subsidiary ledger. 


Payment of Accounts Payable to Suppliers |The payment to Okawa Wholesale Co. 
on October | is recorded as follows: 


Cash 
Paid account payable. 


6,000 


Both portions of this entry are posted to the general ledger. In addition, payment of the account 
payable is entered in the Okawa Wholesale Co. account in Computer City’s accounts payable 
subsidiary ledger. 


Collection of Accounts Receivable from Customers On October 7, collec- 
tion of the account receivable from RJ Travel Agency is recorded as follows: 


Accounts Receivable (RJ Travel Agency) ....................5. 
Collected an account receivable from a credit customer. 


2,000 


Both portions of this entry are posted to the general ledger; the credit to Accounts Receivable 
also is posted to the RJ Travel Agency account in the accounts receivable ledger. 

Collection of the cash from RJ Travel Agency completes Computer City’s operating cycle 
with respect to these two units of merchandise. 


TAKING A PHYSICAL INVENTORY 


The basic characteristic of the perpetual inventory system is that the Inventory account is 
continuously updated for all purchases and sales of merchandise. When a physical inven- 
tory is taken, management uses the inventory ledger to determine on a product-by-product 
basis whether a physical count of the inventory on hand corresponds to the amount indicated 
in the inventory subsidiary ledger. Over time normal inventory shrinkage may cause some 
discrepancies between the quantities of merchandise shown in the inventory records and the 
quantities actually on hand. Inventory shrinkage refers to unrecorded decreases in inventory 
resulting from such factors as breakage, spoilage, employee theft, and shoplifting. 

In order to ensure the accuracy of their perpetual inventory records, most corporations are 
required to take a complete physical count of the merchandise on hand at least once a year. This 
procedure is called taking a physical inventory, and it usually is performed near year-end. 

Once the quantity of merchandise on hand has been determined by a physical count, the 
per-unit costs in the inventory ledger accounts are used to determine the total cost of the 
inventory. The Inventory control account and the accounts in the inventory subsidiary ledger 
then are adjusted to the quantities and dollar amounts indicated by the physical inventory. 

To illustrate, assume that at year-end both the Inventory control account and inventory sub- 
sidiary ledger of Computer City show an inventory with a cost of $72,200. A physical count, 
however, reveals that some of the merchandise listed in the accounting records is missing; the 
items actually on hand have a total cost of $70,000. Computer City would make the following 
adjusting entry to correct its Inventory control account: 


Cost of Goods Sold 
Inventory 


To adjust the perpetual inventory records to reflect the 
results of the year-end physical count. 


2,200 


Computer City also will adjust the appropriate accounts in its inventory subsidiary ledger to 
reflect the quantities indicated by the physical count. 
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Learning Objective 


L04 


Explain how a periodic 
inventory system operates. 
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Reasonable amounts of inventory shrinkage are viewed as a normal cost of doing business 
and simply are debited to the Cost of Goods Sold account, as illustrated above.* 


INTERNATIONAL 


International Financial Reporting Standards (IFRSs) for valuing inventory differ in some 
respects from U.S. GAAP rules. For example, U.S. GAAP does not allow reversals of 
inventory write-downs, but international standards allow such reversals if certain criteria 
are met. Thus, the inventory values on the balance sheet and the cost of goods sold on 
the income statement of a firm could differ depending on whether their financial state- 
ments are prepared under GAAP or under IFRSs. 


CLOSING ENTRIES IN A PERPETUAL INVENTORY SYSTEM 


As explained and illustrated in the previous chapters, revenue and expense accounts are closed 
at the end of each accounting period. A merchandising business with a perpetual inventory 
system makes closing entries that parallel those of a service-type business. The Sales account 
is a revenue account and is closed into the Income Summary account along with other revenue 
accounts. The Cost of Goods Sold account is closed into the Income Summary account in the 
same manner as the other expense accounts. 


You as the Inventory Manager 
for Computer City 


YOUR TURN 


Assume you are the inventory manager for the largest store owned by Computer City. You 
are very busy one day when Fran Mally, an auditor from the accounting firm employed by 
Computer City, arrives and asks for assistance in determining the store’s physical inventory 
on hand. You are overwhelmed with work and tell Fran that you do not have the time or the 
personnel needed to assist her in this task. You are also annoyed because you were not told 
that she was coming today to complete the physical inventory count. What should you do? 


(See our comments on the Online Learning Center Web site.) 


Periodic Inventory Systems 


A periodic inventory system is an alternative to a perpetual inventory system. In a periodic 
inventory system, no effort is made to keep up-to-date records of either the inventory or the 
cost of goods sold. Instead, these amounts are determined only periodically—usually at the 
end of each year. 


OPERATION OF A PERIODIC INVENTORY SYSTEM 


A traditional periodic inventory system operates as follows. When merchandise is purchased, 
its cost is debited to an account entitled Purchases, rather than to the Inventory account. When 
merchandise is sold, an entry is made to recognize the sales revenue, but no entry is made to 
record the cost of goods sold or to reduce the balance of the Inventory account. As the inven- 
tory records are not updated as transactions occur, there is no inventory subsidiary ledger. 
The foundation of the periodic inventory system is the taking of a complete physical inventory 
at year-end. This physical count determines the amount of inventory appearing in the balance 
sheet. The cost of goods sold for the entire year then is determined by a short computation. 


3 If a large inventory shortage is caused by an event such as a fire or theft, the cost of the missing or damaged 
merchandise may be debited to a special loss account, such as Fire Loss. In the income statement, a loss is 
deducted from revenue in the same manner as an expense. 


Periodic Inventory Systems 


Data foran Illustration — To illustrate, assume that one of Computer City’s suppliers, 
Wagner Office Products, has a periodic inventory system. At December 31, 2011, the follow- 
ing information is available: 


1. The inventory on hand at the end of 20/0 cost $14,000. 
2. During 20/1, purchases of merchandise for resale to customers totaled $130,000. 
3. Inventory on hand at the end of 20// cost $12,000. 


The inventories at the end of 2010 and at the end of 2011 were determined by taking a 
complete physical inventory at (or very near) each year-end. (Because the Inventory account 
was not updated as transactions occurred during 2011, it still shows a balance of $14,000— 
the inventory on hand at the beginning of the year.) 

The $130,000 cost of merchandise purchased during 2011 was recorded in the Purchases 
account. 


Recording Purchases of Merchandise Wagner Office Products made many 
purchases of merchandise totaling $130,000 during 2011. The entry to record the first of these 
purchases is as follows: 


JamuGs = sPurchaSesazs seve snes. ae uree ten center aiiatay wren uy cache veusmeyvuntns aneneue aes 2,000 
Accounts Payable (Ink Jet Solutions) ................. 2,000 
Purchased inventory on account; payment due in 30 days. 


This entry was posted to the Purchases and Accounts Payable accounts in the general 
ledger. The credit portion also was posted to the account for Ink Jet Solutions in Wagner’s 
accounts payable subsidiary ledger. The debit to Purchases was not “double-posted,” as there 
is no inventory subsidiary ledger in a periodic system. 


Computing the Cost of Goods Sold The year-end inventory is determined by tak- 
ing a complete physical count of the merchandise on hand. Once the ending inventory is known, 
the cost of goods sold for the entire year can be determined by a short computation. The follow- 
ing computation uses the three information items for Wagner Office Products just presented: 


Inventorya(beginningrotithesy cay) (il) ecaesicnstceys sere etseainersiepeesnsiene ee metenenet $ 14,000 
Adds PUrChASCSH(2)o argerc rennet eee eevee ry rereoene Pay tee Me nearer ecto Meroe 130,000 
Costiofgoodsiavailableitomsalemeeremrrsierer erie ei rnen rere esr $144,000 
Eessslnventonyi(endiofithelyean) (3) maccctaeicnrtecteicn aise ecuebarsicieyepercieenesy ei 12,000 
Costiofigoods:sold tea vit cris ete esee ee iris Sere ree oleae peers Sa cere a $132,000 


The $132,000 cost of goods sold is made up of two elements: the $130,000 cost of merchan- 
dise purchased during the year and the decrease in inventory of $2,000 ($14,000 beginning 
inventory — $12,000 ending inventory). 


Recording Inventory and the Cost of Goods Sold Wagner has now deter- 
mined its inventory at the end of 2011 and its cost of goods sold for the year. But neither of 
these amounts has yet been recorded in the company’s accounting records. 

In a periodic system, the ending inventory and the cost of goods sold are recorded during 
the company’s year-end closing procedures (The term closing procedures refers to the end-of- 
period adjusting and closing entries.) 


CLOSING PROCESS IN A PERIODIC INVENTORY SYSTEM 


There are several different ways of recording the ending inventory and cost of goods sold in 
a periodic system, but they all produce the same results. One approach is to create a Cost of 
Goods Sold account with the proper balance as part of the closing process. Once this account 
has been created, the company can complete its closing procedures in the same manner as if a 
perpetual inventory system had been in use. 


Computation of the cost 
of goods sold 
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Exhibit 6-5 


CREATING THE COST OF 
GOODS SOLD ACCOUNT 
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Creating a Cost of Goods Sold Account A Cost of Goods Sold account is created 
with two special closing entries. The first entry creates the new account by bringing together the 
costs contributing toward the cost of goods sold. The second entry adjusts the Cost of Goods 
Sold account to its proper balance and records the ending inventory in the Inventory account. 
The costs contributing to the cost of goods sold include (1) beginning inventory and 
(2) purchases made during the year. These costs are brought together by closing both the 
Inventory account (which contains its beginning-of-the-year balance) and the Purchases 
account into a new account entitled Cost of Goods Sold. This year-end closing entry is: 


DecxsilesCostoliGoods! Soldier ee eee ee eer cee re 144,000 
Inventory (beginning balance) ..................... 14,000 
Purchases. sr. vcmivimcao sexe er emis ot noearseomere waeienmcte 130,000 


To close the accounts contributing to the cost of goods sold 
for the year. 


Wagner’s Cost of Goods Sold account now includes the cost of all goods available for sale 
during the year. Of course, not all of these goods were sold; the physical inventory taken at 
the end of 2011 shows that merchandise costing $12,000 is still on hand. Therefore, a second 
closing entry is made transferring the cost of merchandise still on hand out of the Cost of 
Goods Sold account and into the Inventory account. For Wagner, this second closing entry is: 


Dec. 31 Inventory (year-end balance) ......................-.2-5- 12,000 
(Sots oli CToVoyely48fo]|0|) mean amie arn neon ennai e aa 12,000 


To reduce the balance of the Cost of Goods Sold account 
by the cost of merchandise still on hand at year-end. 


With these two entries, Wagner has created a Cost of Goods Sold account with a bal- 
ance of $132,000 ($144,000 — $12,000) and has brought its Inventory account up-to-date. 
Exhibit 6—5 provides a T account presentation of these entries. 


Periodic Inventory Systems 


Com pleting the Closing Process Wagner may now complete its closing process 
in the same manner as a company using a perpetual inventory system. The company will 
make the usual four closing entries, closing the (1) revenue accounts, (2) expense accounts 
(including Cost of Goods Sold), (3) Income Summary account, and (4) Dividends account. 


COMPARISON OF PERPETUAL AND PERIODIC 
INVENTORY SYSTEMS 


Exhibit 6-6 provides a comparison of the way in which various events are recorded in per- 
petual and periodic systems. Perpetual systems are used when management needs informa- 
tion throughout the year about inventory levels and gross profit. Periodic systems are used 
when the primary goals are to develop annual data and to minimize record-keeping require- 
ments. A single business may use different inventory systems to account for different types of 
merchandise. 


Who Uses Perpetual Systems? When management or employees need up-to- 
date information about inventory levels, there is no substitute for a perpetual inventory 


255 


Exhibit 6-6 SUMMARY OF THE JOURNAL ENTRIES MADE IN PERPETUAL AND PERIODIC INVENTORY SYSTEMS 


Event Perpetual System Periodic System 
Acquiring IMVGMLONV ee cccsce etree eee sine eoeetrenere cea XXX RurchaSes ingress cyan aniston: XXX 
ane il Accounts Payable (or Cash)....... XXX Accounts Payable (or Cash)... . XXX 
inventor 
y To record the purchase of To record the purchase of 
merchandise inventory. merchandise inventory. 
Sale of Accounts Receivable (or Cash)........ XXX Accounts Receivable (or Cash) .... . XXX 
AEA aes SaleSwee Re Rn oer ree XXX SHES Bes esasd Mes eaeueane XXX 
invento: 
ue To record the sale of To record the sale of 
merchandise inventory. merchandise inventory. 
Costa? Cows Solel .acaspnescsaneaae XXX In a periodic system, no entry at the time of 
Inventonyaceere ey ee eee ae xxx | Sale is made to update the Cost of 
Goods Sold and Inventory accounts. 
To update the Cost of Goods Sold y 
and Inventory accounts. 
Settlement of Accounts! Payableteemrm aerate XXX /NCCOUINS IPEWEINIS coonccaacancas XXX 
Accounts Payable Cashin scot st sisnae aetna ae XXX Gasiiiiiaen accede mines anaes pasises XXX 
te lier: 
gee gee To record payment for To record payment for 
merchandise inventory merchandise inventory 
purchased on account. purchased on account. 
Collections from Cashivesn ace accaren aware cnet einen eres XXX Cashier aiy et cicacana nun naseners Cremeans XXX 
credit customers Accounts Receivable ............ XXX Accounts Receivable ........ XXX 
To record cash collections from To record cash collections from 
credit customers. credit customers. 
Creating year-end | No entry necessary. Cost of Goods Sold and CostofiGoods|Soldiemas er XXX 
balances for Cost Inventory accounts should both reflect year-end Inventory (beginning bal.).... . XXX 
of Goods Sold balances in a perpetual system. If a year-end Purch 
and Inventory physical count reveals less inventory on hand ictal ca eaeeeuaet- ye ena: a 
accounts than reported in the Inventory account, the To close the Purchases and Inventory balances 
following entry is needed to record inventory to the Cost of Goods Sold account. 
shrinkage: 
CostiofiGoodsiSolderim aes ecar XXX Inventory (ending balance) ....... XXX 
Inventory (shrinkage amount) ..... XXX Cost of Goods Sold ......... XXX 
To reduce year-end inventory balance To create the year-end balance in the 
for shrinkage. Inventory account. 


Note: |\n a periodic inventory system, the Cost of Goods Sold account is both debited and credited to create its year-end balance. 
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system. Almost all manufacturing companies use perpetual systems. These businesses need 
current information to coordinate their inventories of raw materials with their production 
schedules. Most large merchandising companies—and many small ones—also use perpet- 
ual systems. 

In the days when all accounting records were maintained by hand, businesses that sold many 
types of low-cost products had no choice but to use periodic inventory systems. A Walmart 
store, for example, may sell several thousand items per hour. Imagine the difficulty of keep- 
ing a perpetual inventory system up-to-date if the records were maintained by hand. But with 
today’s computerized terminals and bar-coded merchandise, many high-volume retailers now 
use perpetual inventory systems. In fact, Walmart has been a leader among retailers in devel- 
oping perpetual inventory systems. 


INTERNATIONAL 


Walmart, referred to as the company Sam Walton built, is the world’s largest retailer. By 
diversifying from its original discount stores to include Sam’s Club and its super stores, 
Walmart has fueled its retail engine. International expansion includes 317 stores in Canada, 
1,469 in Mexico, 371 in the United Kingdom, 170 Costa Rican stores, 434 stores in Brazil, 
279 Chinese stores, 43 stores in Argentina, 371 Japanese stores, and 56 stores in Puerto 
Rico. According to a recent annual report, 25 percent of total sales came from international 
locations. Walmart employs approximately 1,400,000 associates in the United States and 
approximately 700,000 internationally. 


Source: Walmart stores Inc., 10-K, March 30, 2010. 


Perpetual inventory systems are not limited to businesses with computerized inventory 
systems. Many small businesses with manual systems also use perpetual inventory systems. 
However, these businesses may update their inventory records on a weekly or a monthly basis, 
rather than at the time of each sales transaction. 

Whether accounting records are maintained manually or by computer, most businesses use 
perpetual inventory systems in accounting for products with a high per-unit cost. Examples 
include automobiles, heavy machinery, electronic equipment, home appliances, and jewelry. 
Management has a greater interest in keeping track of inventory when the merchandise is 
expensive. Also, sales volume usually is low enough that a perpetual system can be used, even 
if accounting records are maintained by hand. 


Who Uses Periodic Systems? Periodic systems are used when the need for current 
information about inventories and sales does not justify the cost of maintaining a perpetual 
system. In a small retail store, for example, the owner may be so familiar with the inventory 
that formal perpetual inventory records are unnecessary. Most businesses—large and small— 
use periodic systems for inventories that are immaterial in dollar amount, or when manage- 
ment has little interest in the quantities on hand. As stated previously, businesses that sell 
many low-cost items and have manual accounting systems sometimes have no choice but to 
use the periodic method. 


SELECTING AN INVENTORY SYSTEM 


Accountants—and business managers—often must select an inventory system appropriate for 
a particular situation. Some of the factors usually considered in these decisions are listed in 
Exhibit 6-7. 


The Trend in Today’s Business World Advances in technology are quickly 
extending the use of perpetual inventory systems to more businesses and more types of inven- 
tory. This trend is certain to continue. Throughout this textbook, you may assume that a per- 
petual inventory system is in use unless we specifically state otherwise. 


Transactions Relating to Purchases 


Factors Suggesting a Perpetual Factors Suggesting a Periodic 
Inventory System Inventory System 
Large company with professional management. Small company, run by owner. 
Management and employees wanting Accounting records of inventories and 
information about items in inventory specific product sales not needed in 
and the quantities of specific products daily operations; such information 
that are selling. developed primarily for use in annual 
income tax returns. 
Items in inventory with a high per-unit cost. Inventory with many different kinds of 
low-cost items. 
Low volume of sales transactions or a High volume of sales transactions and a 
computerized accounting system. manual accounting system. 
Merchandise stored at multiple locations or in All merchandise stored at the sales site 
warehouses separate from the sales sites. (for example, in the store). 


YOUR TURN You as a Buyer for a Retail Business 


Assume you are in charge of purchasing 
merchandise for Ace Hardware Stores. 
You are currently making a decision about | 
the purchase of barbecue grills for sale 
during the upcoming summer season. You 
must decide how many of each brand and 
type of grill to order. Describe the types of 
accounting information that would be useful 
in making this decision and where this infor- 
mation might be found. 


(See our comments on the Online Learning Center © The McGraw-Hill Companies, Inc./Jill Braaten, 
Web site.) photographer/DAL 


Transactions Relating to Purchases 


In addition to the basic transactions illustrated and explained in this chapter, merchandising 
companies must account for a variety of additional transactions relating to purchases of mer- 
chandise. Examples include discounts offered for prompt payment, merchandise returns, and 
transportation costs. In our discussion of these transactions, we continue to assume the use of 
a perpetual inventory system. 


CREDIT TERMS AND CASH DISCOUNTS 


Manufacturers and wholesalers normally sell their products to merchandisers on account. The 
credit terms are stated in the seller’s bill, or invoice. One common example of credit terms is 
“net 30 days,” or “n/30,” meaning full payment is due in 30 days. Another common form of 
credit terms is “10 eom,” meaning payment is due 10 days after the end of the month in which 
the purchase occurred. 

Manufacturers and wholesalers usually allow their customers 30 or 60 days in which to 
pay for credit purchases. Frequently, however, sellers offer their customers a small discount to 
encourage earlier payment. 

Perhaps the most common credit terms offered by manufacturers and wholesalers are 2//0, n/30. 
This expression is read “‘2, 10, net 30,” and means that full payment is due in 30 days, but that the 
buyer may take a 2 percent discount if payment is made within 10 days. The period during which 
the discount is available is termed the discount period. Because the discount provides an incentive 
for the customer to make an early cash payment, it is called a cash discount. Buyers, however, often 
refer to these discounts as purchase discounts, while sellers frequently call them sales discounts. 
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FACTORS INFLUENCING 
CHOICE OF INVENTORY 
SYSTEM 


Learning Objective 
Account for additional 
merchandising 06 
transactions related to 
purchases and sales. 
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cost 


es Recording the loss of a 
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gross price 
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Most well-managed companies have a policy of taking advantage of all cash discounts 
available on purchases of merchandise.* These companies initially record purchases of mer- 
chandise at the net cost—that is, the invoice price minus any available discount. After all, this 
is the amount that the company expects to pay. 

To illustrate, assume that on November 3 Computer City purchases 100 spreadsheet pro- 
grams from PC Products. The cost of these programs is $100 each, for a total of $10,000. 
However, PC Products offers credit terms of 2/10, n/30. If Computer City pays for this pur- 
chase within the discount period, it will have to pay only $9,800, or 98 percent of the full 
invoice price. Therefore, Computer City will record this purchase as follows: 


INVEMTORY eins estes sae sees ateeeienec coset reson cosieocurs Gm seaeueere: Wenenene aus cmiatede¢ 9,800 
AccountsiPayablex(P@iProducts)iysnrs eer eerie ee 9,800 


To record purchase of 100 spreadsheet programs at net cost 
($100 x 98% x 100 units). 


If the invoice is paid within the discount period, Computer City simply records payment of a 
$9,800 account payable. 

Through oversight or carelessness, Computer City might fail to make payment within the 
discount period. In this event, Computer City must pay PC Products the entire invoice price 
of $10,000, rather than the recorded liability of $9,800. The journal entry to record payment 
after the discount period—on, say, December 3—is: 


Accounts! Rayablei(RGi Products) emma sian esi eeeia cess eine ere 9,800 
Purchase! Discounts HOStisesesese eens er rercrsiser nen eeee eee ere 200 
(Ore Volpe eg ce A tevene cece cork Ae ccen les aus ca oe etn cael ep eee ey hla tian at eies 10,000 


To record payment of invoice after expiration of the discount period. 


Notice that the $200 paid above the $9,800 recorded amount is debited to an account entitled 
Purchase Discounts Lost. Purchase Discounts Lost is an expense account. The only benefit to 
Computer City from this $200 expenditure was a 20-day delay in paying an account payable. 
Thus the lost purchase discount is basically a finance charge, similar to interest expense. In an 
income statement, finance charges usually are classified as nonoperating expenses. 

The fact that purchase discounts not taken are recorded in a separate expense account is 
the primary reason why a company should record purchases of merchandise at net cost. The 
use of a Purchase Discounts Lost account immediately brings to management’s attention any 
failure to take advantage of the cash discounts offered by suppliers. 


Recording Purchases at Gross Invoice Price As an alternative to record- 
ing purchases at net cost, some companies record merchandise purchases at the gross (total) 
invoice price. If payment is made within the discount period, these companies must record the 
amount of the purchase discount taken. 

To illustrate, assume that Computer City followed a policy of recording purchases at gross 
invoice price. The entry on November 3 to record the purchase from PC Products would have 
been: 


INVOMUONY: Sache yas coc netetitoin seanes ees nae ees tecem es cesar moe een ce 10,000 
AccountsiPayable) (RC Proc luCts) memes teres mememe ee eet te feee eevee meee 10,000 


To record purchase of 100 spreadsheet programs at gross 
invoice price ($100 X 100 units). 


+ The terms 2/10, n/30 offer the buyer a 2 percent discount for paying 20 days prior to when the full amount 

is due. Saving 2 percent over only 20 days is equivalent to earning an annual rate of return of more than 

36 percent (2% 365/20 = 36.5%). Thus, taking cash discounts represents an excellent investment opportu- 
nity. Most companies take advantage of all cash discounts, even if they must borrow the necessary cash from a 
bank to make payment within the discount period. 


Transactions Relating to Purchases 


If payment is made within the discount period, Computer City will discharge this $10,000 
account payable by paying only $9,800. The entry will be: 


Accounts Payablel(RG Products) mrcer seer piece te earterr aeieeae 10,000 
(aS ha ae ees ir ea Sn aaa a Ay an a a Ray 9,800 
Purchase’ Discountsimakenee nce ere eee races eerie 200 


To record payment of $10,000 invoice within the discount period; 
2% purchase discount taken. 


Purchase Discounts Taken is treated as a reduction in the cost of goods sold. 

Both the net cost and gross price methods are widely used and produce substantially the 
same results in financial statements.> A shortcoming of the gross price method as compared 
to the net cost method for valuing inventory is that it does not direct management’s attention 
to discounts lost. Instead, these discounts are buried in the costs assigned to inventory. Man- 
agement can use financial reporting policies to motivate the purchasing staff to take advan- 
tage of purchase discounts when possible. By recording inventory with the net cost method, 
management can highlight the success of their purchasing efforts to obtain the lowest pos- 
sible costs for purchased inventory. Because of the advantage of the net cost method, it is the 
approach recommended by the authors of this textbook. 


RETURNS OF UNSATISFACTORY MERCHANDISE 


On occasion, a buyer may find the purchased merchandise unsatisfactory and want to return it 
to the seller for a refund. Most sellers permit such returns. 

To illustrate, assume that on November 9 Computer City returns to PC Products five of the 
spreadsheet programs purchased on November 3, because these programs were not properly 
labeled. As Computer City has not yet paid for this merchandise, the return will reduce the 
amount that Computer City owes PC Products. The gross invoice price of the returned mer- 
chandise was $500 ($100 per program). Assume that Computer City records purchases at net 
cost. Therefore, these spreadsheet programs are carried in Computer City’s inventory subsid- 
iary ledger at a per-unit cost of $98, or $490 for the five programs being returned. The entry 
to record this purchase return is: 


Accounts: Payablel(P@: Products) mses -ser irae recreate ee er 490 
INVOMMTO RV eye reste ta recee ate acuveaensgueeene ance recarisPe gangs cane sscetocn tary aaene da eeeee es 490 


Returned five mislabeled spreadsheet programs to supplier. Net 
cost of the returned items, $490 ($100 x 98% x 5 units). 


The reduction in inventory must also be recorded in the subsidiary ledger accounts. 


TRANSPORTATION COSTS ON PURCHASES 


The purchaser sometimes may pay the costs of having the purchased merchandise delivered to 
its premises. Transportation costs relating to the acquisition of inventory, or any other asset, are 
not expenses of the current period; rather, these charges are part of the cost of the asset being 
acquired. If the purchaser is able to associate transportation costs with specific products, these 
costs should be debited directly to the Inventory account as part of the cost of the merchandise. 

Often, many different products arrive in a single shipment. In such cases, it may be impracti- 
cal for the purchaser to determine the amount of the total transportation cost applicable to each 
product. For this reason, many companies follow the convenient policy of debiting all trans- 
portation costs on inbound shipments of merchandise to an account entitled Transportation-in. 
The dollar amount of transportation-in usually is too small to show separately in the financial 
statements. Therefore, it is often simply added to the amount reported in the income statement 
as cost of goods sold. 


> The net cost method values the ending inventory at net cost, whereas the gross cost method shows this 
inventory at gross invoice price. This difference, however, is usually immaterial. 


Buyer records discounts 
taken 


Return is based on 
recorded acquisition cost 
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Exhibit 6-8 


PARTIAL INCOME 
STATEMENT 


xs A sales return reverses 
recorded revenue... 
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This treatment of transportation costs is not entirely consistent with the matching prin- 
ciple. Some of the transportation costs apply to merchandise still in inventory rather than to 
goods sold during the current period. We have mentioned, however, that transportation costs 
are relatively small in dollar amount. The accounting principle of materiality, therefore, usu- 
ally justifies accounting for these costs in the most convenient manner. 


Transactions Relating to Sales 


Credit terms and merchandise returns also affect the amount of sales revenue earned by the 
seller. To the extent that credit customers take advantage of cash discounts or return merchan- 
dise for a refund, the seller’s revenue is reduced. Thus revenue shown in the income statement 
of a merchandising concern is often called net sales. 

The term net sales means total sales revenue minus sales returns and allowances and minus 
sales discounts. The partial income statement in Exhibit 6-8 illustrates this relationship. 


COMPUTER CITY 


PARTIAL INCOME STATEMENT 
FOR THE YEAR ENDED DECEMBER 31, 2011 


Revenue: 

AS Ye [SX cles ee arene Eide ie eee etER EE Ree rst ein Peer eR ene eto ee et orercne ee $912,000 

Less: Sales returns and allowances ..............00. 000 c cece eee $8,000 
SalesidiscountSms seas eee are en eee _ 4,000 12,000 

INGtSales err ra anse Beier ety wenn wee eee rR nee are eer $900,000 


The details of this computation seldom are shown in an actual income statement. The normal 
practice is to begin the income statement with the amount of net sales. 


SALES RETURNS AND ALLOWANCES 


Most merchandising companies allow customers to obtain a refund by returning any merchan- 
dise considered to be unsatisfactory. If the merchandise has only minor defects, customers 
sometimes agree to keep the merchandise if an allowance (reduction) is made in the sales price. 

Under the perpetual inventory system, two entries are needed to record the sale of mer- 
chandise: one to recognize the revenue earned and the other to transfer the cost of the mer- 
chandise from the Inventory account to Cost of Goods Sold. If some of the merchandise is 
returned, both of these entries are partially reversed. 

First, let us consider the effects on revenue of granting either a refund or an allowance. Both 
refunds and allowances have the effect of nullifying previously recorded sales and reducing 
the amount of revenue earned by the business. This journal entry reduces sales revenue as the 
result of a sales return (or allowance): 


SalesiRetums:andrAllowanCesie seers raises ease eee 1,000 
Accounts: Receivablei(Orm asin) eaeesscee-menes)su-c-meneseeesee en sn eneuepenee-aeeene 1,000 


Customer returned merchandise purchased on account for 
$1,000. Allowed customer full credit for returned merchandise. 


Sales Returns and Allowances is a contra-revenue account—that is, it is deducted from 
gross sales revenue as a step in determining net sales. 

Why use a separate Sales Returns and Allowances account rather than merely debiting the 
Sales account? The answer is that using a separate contra-revenue account enables manage- 
ment to see both the total amount of sales and the amount of sales returns. The relationship 
between these amounts gives management an indication of customer satisfaction with the 
merchandise. 


Transactions Relating to Sales 


If merchandise is returned by the customer, a second entry is made to remove the cost of 
this merchandise from the Cost of Goods Sold account and restore it to the inventory records. 
This entry is: 


INVENTORY aij crea aes cry as a hn ery ecunye ae ements eeu ogres meen 
Cost of Goods Sold 


To restore in the Inventory account the cost of merchandise 
returned by a customer. 


600 


Notice that this entry is based on the cost of the returned merchandise to the seller, not on its 
sales price. (This entry is not necessary when a sales allowance is granted to a customer who 
keeps the merchandise.) 


SALES DISCOUNTS 


We have explained that sellers frequently offer cash discounts, such as 2/10, n/30, to encour- 
age customers to make early payments for purchases on account. 

Sellers and buyers account for cash discounts quite differently. To the seller, the cost asso- 
ciated with cash discounts is not the discounts Jost when payments are delayed, but rather 
the discounts taken by customers who do pay within the discount period. Therefore, sellers 
design their accounting systems to measure the sales discounts taken by their customers. To 
achieve this goal, the seller records the sale and the related account receivable at the gross 
(full) invoice price. 

To illustrate, assume that Computer City sells merchandise to the Highlander Pub for 
$1,000, offering terms of 2/10, n/30. The sales revenue is recorded at the full invoice price, 
as follows: 


Sales 
Sold merchandise on account. Invoice price, $1,000; terms, 2/10, n/30. 


If the Highlander Pub makes payment after the discount period has expired, Computer City 
records the receipt of $1,000 cash in full payment of this account receivable. If it pays within 
the discount period, however, the pub will pay only $980 to settle its account. In this case, 
Computer City will record the receipt of the pub’s payment as follows: 


Sales DISCOUNTS) Erva cern mentee cere aeieu ite entes Meceieus are m Uieyanree Meaciocnerene eras 20 
Accounts Receivable (Highlander Pub) .....................0-.05. 


Collected a $1,000 account receivable from a customer who took a 
2% discount for early payment. 


Sales Discounts is another contra-revenue account. In the computing of net sales, sales 
discounts are deducted from gross sales along with any sales returns and allowances. (If the 
customer has returned part of the merchandise, a discount may be taken only on the gross 
amount owed after the return.) 

Contra-revenue accounts have much in common with expense accounts; both are deducted 
from gross revenue in determining net income, and both have debit balances. Thus contra- 
revenue accounts (Sales Returns and Allowances and Sales Discounts) are closed to the 
Income Summary account in the same manner as expense accounts. 


DELIVERY EXPENSES 


If the seller incurs any costs in delivering merchandise to the customer, these costs are debited 
to an expense account entitled Delivery Expense. In an income statement, delivery expense is 
classified as a regular operating expense, not as part of the cost of goods sold. 
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and the recorded cost of 
goods sold 


Sales are recorded at the 
gross sales price 


Seller records discounts 
taken by customers 
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ACCOUNTING FOR SALES TAXES 


Sales taxes are levied by many states and cities on retail sales.° Sales taxes actually are 
imposed on the consumer, not on the seller. However, the seller must collect the tax, file tax 
returns at times specified by law, and remit to governmental agencies the taxes collected. 

For cash sales, sales tax is collected from the customer at the time of the sales transaction. 
For credit sales, the sales tax is included in the amount charged to the customer’s account. 
In a computerized accounting system, the liability to the governmental unit for sales taxes is 
recorded automatically at the time the sale is made, as shown in the following journal entry: 


Cashi(omAccounts|Receivable)i terns ctcie sirens crerstcrenisie rs eres 1,070 
of sale Sales Tax: Payable tar ny tanee tee et nn ern anne ae 70 
SACS aa zee athe gee te Nae le kale Sips Rie sc Rn ca ms Seca a Mas aa 1,000 
To record sales of $1,000, subject to 7% sales tax. 


Modifying an Accounting System 


Learning Objective 


Define special journals Throughout this textbook we illustrate the effects of many transactions using the format of a 
Lo7 and explain their two-column general journal. This format is ideal for textbook illustrations, as it allows us to 
usefulness. concisely show the effects of any type of business transaction. 


But while general journal entries are useful for our purposes, they are not the most effi- 
cient way for a business to record routine transactions. A supermarket, for example, may sell 
10,000 to 15,000 items per hour. Clearly, it would not be practical to make a general journal 
entry to record each of these sales transactions. Therefore, most businesses use special jour- 
nals, rather than a general journal, to record routine transactions that occur frequently. 


SPECIAL JOURNALS PROVIDE SPEED AND EFFICIENCY 


A special journal is an accounting record or device designed to record a specific type of rou- 
tine transaction quickly and efficiently. 

Some special journals are maintained by hand. An example is the check register in your 
personal checkbook. If properly maintained, this special journal provides an efficient record 
of all cash disbursements made by check. 

But many special journals are highly automated. Consider the point-of-sale (POS) termi- 
nals that you see in supermarkets and large retail stores. These devices record sales transac- 
tions and the related cost of goods sold as quickly as the bar-coded merchandise can be passed 
over the scanner. 

Relative to the general journal, special journals offer the following advantages: 


e Transactions are recorded faster and more efficiently. 


¢ Many special journals may be in operation at one time, further increasing the company’s 
ability to handle a large volume of transactions. 


e« Automation may reduce the risk of errors. 
¢ Employees maintaining special journals generally do not need expertise in accounting. 


e The recording of transactions may be an automatic side effect of other basic business 
activities, such as collecting cash from customers. 


Most businesses use separate special journals to record repetitive transactions such as sales 
of merchandise, cash receipts, cash payments, purchases of merchandise on account, and pay- 
rolls. There are no rules for the design or content of special journals. Rather, they are tailored 
to suit the needs, activities, and resources of the particular business organization. 

Let us stress that the accounting principles used in special journals are the same as those 
used for transactions recorded in a general journal. The differences lie in the recording tech- 
niques, not in the information that is recorded. 


® Sales taxes are applicable only when merchandise is sold to the final consumer; thus no sales taxes are 
normally levied when manufacturers or wholesalers sell merchandise to retailers. 


Modifying an Accounting System 
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Remember also that special journals are highly specialized in terms of the transactions they 
can record. Thus every business still needs a general journal to record transactions that do not 
fit into any of its special journals, including, for example, adjusting entries, closing entries, 


and unusual events such as a loss sustained from a fire. 


Management uses information about departments and products for many purposes. These 
include setting prices, deciding which products to carry and to advertise, and evaluating the perfor- 
mance of departmental managers. By concentrating sales efforts on the products and departments 
with the highest margins, management usually can increase the company’s overall gross profit rate. 


Financial Analysis and Decision Making ' 


In evaluating the performance of a merchandising business, 
managers and investors look at more than just net income. 
Two key measures of past performance and future prospects 
are trends in the company’s net sales and gross profit. 


Net Sales 


Learning Objective Most investors and busi- 


Measure the performance ness managers consider 
of a merchandising 108 the trend in net sales to be 
business. 


a key indicator of both 
past performance and 
future prospects. Increasing sales suggest the probability of 
larger profits in future periods. Declining sales, on the other 
hand, may provide advance warning of financial difficulties. 

As a measure of performance, the trend in net sales has some 
limitations, especially when the company is adding new stores. 
For these companies, an increase in overall net sales in compar- 
ison to the prior year may have resulted solely from sales at the 
new stores. Sales at existing stores may even be declining. Busi- 
ness managers and investors often focus on measures that adjust 
for changes in the number of stores from period to period, and 
on measures of space utilization. These measures include: 


1. Comparable store sales. Net sales at established stores, 
excluding new stores opened during the period. Indicates 
whether customer demand is rising or falling at established 
locations. (Also called same-store sales.) 


. Sales per square foot of selling space. A measure of 
how effectively the company is using its physical fa- 
cilities (such as floor space or, in supermarkets, shelf 
space). 


Gross Profit Margins 


Increasing net sales is not enough to ensure increasing prof- 
itability. Some products are more profitable than others. In 
evaluating the profitability of sales transactions, managers 
and investors keep a close eye on the company’s gross profit 
margin (also called gross profit rate). 

Gross profit margin is the dollar amount of gross profit, 
expressed as a percentage of net sales revenue. Gross profit 
margins can be computed for the business as a whole, for spe- 
cific sales departments, and for individual products. 

To illustrate the computation of gross profit margin, con- 
sider selected income statement data for Home Depot, Saks, 
and Walmart. The sales, cost of sales, and gross profit for 
these companies are as follows (in thousands of dollars): 


The Overall Gross Profit Margin The average 
gross profit margin (gross profit rate) is a measure of relative 
profitability. The gross profit rate is calculated by dividing 
gross profit (in dollars) by net sales. The gross profit rates for 
Home Depot, Saks, and Walmart are: 


¢ Home Depot: 33.87 percent ($22,412/$66,176) 
° Saks: 36.61 percent ($963,435/$2,631,532) 
¢ Walmart: 24.78 percent ($100,389/$405,046) 


Using Information about Gross Profit Margins 
Investors usually compute companies’ overall gross profit 
rates from one period to the next. High—or increasing— 
margins generally indicate popular products and successful 
marketing strategies. A substandard or declining profit mar- 
gin, on the other hand, often indicates weak customer demand 
or intense price competition.” 


Home Depot Saks Walmart 
Net Sales a s:rieacagnea leat add emie lene $66,176,000 $2,631,532 $405,046,000 
Cost.of SaleS:n.224¢..8¢5.0ne bnivew seine dang 43,764,000 1,668,097 304,657,000 
GrOSS' profit! vice paw doe det aba ae ted aged $22,412,000 $ 963,435 $100,389,000 


7 We discuss the interpretation of gross profit in greater depth in Chapter 14. 
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As discussed previously in this chapter, sales discounts and 
allowances are contra-revenue accounts. Sales discounts and 
allowances reduce gross sales. As such, net income will be 
incorrect if discounts and allowances are not properly recorded. 
The Securities and Exchange Commission (SEC) brought an 
enforcement action against Pepsi-Cola Puerto Rico (Pepsi 
PR) alleging that Pepsi PR understated its sales discounts 
and allowances. Pepsi PR produces, distributes, and markets 
Pepsi Co beverages throughout Puerto Rico. Pepsi PR is a 
separate company and its stock was listed on the New York 
Stock Exchange at the time of the SEC enforcement action. 

The Coca-Cola bottler in Puerto Rico attempted to gain 
market share by cutting prices. Pepsi PR responded by 
offering more generous sales discounts and allowances. 
However, offering these additional discounts and allowances 
would have reduced Pepsi PR’s net income. The Pepsi PR 
general manager instructed the company’s finance staff not 
to record some of the sales discounts and allowances given 
to customers. Pepsi PR’s failure to record discounts and 
allowances resulted in net income for the first quarter being 
overstated by $3.3 million and net income for the second 
quarter being overstated by $5.7 million. Pepsi PR consented 
to an SEC cease-and-desist order without either admitting or 
denying guilt. 

Although Pepsi PR’s general manager initiated the scheme 
that led to the misstatement of Pepsi PR’s financial statements, 
the failure to record sales discounts and allowances was 
carried out by the company’s director of finance and other 
finance department staffers. The individuals who carried out 
this scheme knew that Pepsi PR’s financial results would be 
misstated if sales discounts and allowances were not recorded 
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Ethics, Fraud & Corporate Governance 


correctly. However, these individuals were unwilling to defy 
their superior, even when their superior was asking them to 
engage in unethical and illegal behavior. In cases of fraudulent 
financial reporting, subordinates being pressured by superiors 
to implement the fraud scheme is relatively common. 

The pressure brought to bear on subordinates to implement 
fraudulent schemes developed by top management can often 
be intense. Top management can threaten employees with 
termination if they fail to participate in the fraud. Unfortunately, 
employees who acquiesce to such pressure face tremendous 
legal risks. Unlike their superiors, the fingerprints of lower- 
level employees who actually implement the fraudulent 
scheme are all over the incriminating documents. For example, 
a midlevel tax manager who was convicted of participating 
in a scheme to misstate Dynergy’s financial statements was 
sentenced to 24 years in federal prison (although this sentence 
was substantially reduced on appeal). This individual’s 
bosses, who were equally implicit in the scheme, pled guilty 
and testified against their former employee. They received less 
than five years in prison. 

The Sarbanes-Oxley Act provides some protection for 
lower-level employees who are pressured to participate in 
an accounting fraud. Public company audit committees must 
establish procedures (typically company “hotlines”) that can be 
used by employees reporting concerns related to questionable 
accounting or auditing matters. In addition, Sarbanes-Oxley 
includes certain “whistle-blower” protections. No public 
company may discharge, demote, suspend, threaten, harass, 
or in any other manner discriminate against an employee 
if the employee provides information or assistance in an 
investigation involving securities fraud. 


Concluding Remarks 


The Overnight Auto Service illustration presented in Chapter 2 through Chapter 5 addressed 
measurement and reporting issues pertaining to a service-type business. Throughout this 
chapter, we have had an opportunity to see how merchandising companies measure and report 
the results for their operations. Many of the illustrations and assignments throughout the 
remainder of this textbook are based upon merchandising enterprises. 

In Chapter 7, we examine accounts receivable and other liquid assets common to merchan- 
disers. In Chapter 8, we focus upon issues related to merchandise inventories. Measurement 
and reporting issues that pertain primarily to manufacturing companies are generally covered 


in a subsequent course. 


END-OF-CHAPTER REVIEW 


Describe the operating cycle of a merchandising 
101 company. The operating cycle is the repeating sequence 
of transactions by which a company generates revenue 

and cash receipts from customers. In a merchandising company, 
the operating cycle consists of the following transactions: 
(1) purchases of merchandise, (2) sale of the merchandise—often on 
account—and (3) collection of accounts receivable from customers. 


Understand the components of a merchandising 
102. company’s income statement. In a merchandising 
company’s income statement, sales (or net sales) 
represent the total revenue generated by selling merchandise to 
its customers. As items are sold from inventory, their costs are 
transferred from the balance sheet to the income statement, 
where they appear as the cost of goods sold. The cost of goods 
sold is subtracted from sales to determine the company’s gross 
profit. Other expenses (such as wages, advertising, utilities, and 
depreciation) are subtracted from gross profit in the 
determination of net income. Only if a company’s gross profit 
exceeds the sum of its other expenses will it be profitable. 


Account for purchases and sales of merchandise 

103 in a perpetual inventory system. In a perpetual 

inventory system, purchases of merchandise are recorded 

by debiting the Inventory account. Two entries are required to 

record each sale: one to recognize sales revenue and the second 

to record the cost of goods sold. This second entry consists of a 
debit to Cost of Goods Sold and a credit to Inventory. 


Explain how a periodic inventory system operates. 
104 In a periodic system, up-to-date records are not 
maintained for inventory or the cost of goods sold. Thus 

less record keeping is required than in a perpetual system. 

The beginning and ending inventories are determined by 
taking a complete physical count at each year-end. Purchases 
are recorded in a Purchases account, and no entries are made to 
record the cost of individual sales transactions. Instead, the cost 
of goods sold is determined at year-end by a computation such 
as the following (dollar amounts are provided only for purposes 
of example): 


Beginning inventory ..................... $ 30,000 
Add: Purchases ....................-0-- 180,000 
Cost of goods available forsale............ $210,000 
Less: Ending inventory................... 40,000 
Cost of goods sold .................2.0-5- $170,000 


The amounts of inventory and the cost of goods sold are re- 
corded in the accounting records during the year-end closing 
procedures. 


Discuss the factors to be considered in selecting 
L05 an inventory system. In general terms, a perpetual 
system should be used when (1) management and 
employees need timely information about inventory levels and 
product sales, and (2) the company has the resources to develop 
this information at a reasonable cost. A periodic system should be 
used when the usefulness of current information about inventories 
does not justify the cost of maintaining a perpetual system. 
Perpetual systems are most widely used in companies with 
computerized accounting systems and in businesses that sell 
high-cost merchandise. Periodic systems are most often used in 
small businesses that have manual accounting systems and that 
sell many types of low-cost merchandise. 


Account for additional merchandising transactions 

L06 related to purchases and sales. Buyers should 

record purchases at the net cost and record any cash 

discounts lost in an expense account. Sellers record sales at the 

gross sales price and record in a contra-revenue account all cash 
discounts taken by customers. 

Assuming a perpetual inventory system, the buyer records a 
purchase return by crediting the Inventory account for the net cost 
of the returned merchandise. In recording a sales return, the seller 
makes two entries: one to record Sales Returns and Allowances 
(a contra-revenue account) for the amount of the refund and the 
other to transfer the cost of the returned merchandise from the 
Cost of Goods Sold account back into the Inventory account. 

Buyers record transportation charges on purchased merchan- 
dise either as part of the cost of the merchandise or directly as 
part of the cost of goods sold. Sellers view the cost of delivering 
merchandise to customers as an operating expense. 

Sales taxes are collected by retailers from their customers and 
paid to state and city governments. Thus collecting sales taxes 
increases the retailer’s assets and liabilities. Paying the sales tax 
to the government is payment of the liability, not an expense. 


Define special journals and explain their usefulness. 

107 Special journals are accounting records or devices 
designed to record a specific type of transaction in a 

highly efficient manner. Because a special journal is used only to 
record a specific type of transaction, the journal may be located 
at the transaction site and maintained by employees other than 
accounting personnel. Thus special journals reduce the time, 
effort, and cost of recording routine business transactions. 
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Measure the performance of a merchandising 

L08 business. There are numerous measures used to 
evaluate the performance of merchandising businesses. 

In this chapter, we introduced three of these measures: 
(1) comparable store sales, which helps determine whether 
customer demand is rising or falling at established locations, 


Key Terms Introduced or 


Emphasized in Chapter 6 


comparable store sales (p. 263) A comparison of sales fig- 
ures at established stores with existing “track records.” (Also 
called same-store sales.) 


contra-revenue account (p. 260) A debit balance account 
that is offset against revenue in the income statement. Examples 
include Sales Discounts and Sales Returns and Allowances. 


control account (p. 248) A general ledger account that sum- 
marizes the content of a specific subsidiary ledger. 


cost of goods sold (p. 247) The cost to a merchandising com- 
pany of the goods it has sold to its customers during the period. 


gross profit (p. 248) Net sales revenue minus the cost of goods 
sold. 


gross profit margin (p. 263) Gross profit expressed as a per- 
centage of net sales. Also called gross profit rate. 


inventory (p. 246) Merchandise intended for resale to 


customers. 


inventory shrinkage (p. 251) The loss of merchandise 
through such causes as shoplifting, breakage, and spoilage. 


net sales (p. 260) Gross sales revenue less sales returns and 
allowances and sales discounts. The most widely used mea- 
sure of dollar sales volume; usually the first figure shown in an 
income statement. 


operating cycle (p. 246) The repeating sequence of transac- 
tions by which a business generates its revenue and cash receipts 
from customers. 


(2) sales per square foot of selling space, which is a measure of 
how effectively a merchandising business is using its facilities 
to generate revenue, and (3) gross profit percentages, which 
help users of financial statements gain insight about a company’s 
pricing policies and the demand for its products. 


periodic inventory system (p. 252) An alternative to the per- 
petual inventory system. It eliminates the need for recording 
the cost of goods sold as sales occur. However, the amounts of 
inventory and the cost of goods sold are not known until a com- 
plete physical inventory is taken at year-end. 


perpetual inventory system (p. 249) A system of accounting 
for merchandising transactions in which the Inventory and Cost 
of Goods Sold accounts are kept perpetually up-to-date. 


point-of-sale (POS) terminals (p. 262) Electronic cash reg- 
isters used for computer-based processing of sales transactions. 
The POS terminal identifies each item of merchandise from its 
bar code and then automatically records the sale and updates the 
computer-based inventory records. These terminals permit the 
use of perpetual inventory systems in many businesses that sell a 
high volume of low-cost merchandise. 


sales per square foot of selling space (p. 263) A measure of 
efficient use of available space. 


special journal (p. 262) An accounting record or device 
designed for recording large numbers of a particular type of 
transaction quickly and efficiently. A business may use many 
different kinds of special journals. 


subsidiary ledger (p. 248) A ledger containing separate 
accounts for each of the items making up the balance of a 
control account in the general ledger. The total of the account 
balances in a subsidiary ledger are equal to the balance in the 
general ledger control account. 


taking a physical inventory (p. 251) The procedure of count- 
ing all merchandise on hand and determining its cost. 


Demonstration Problem 


STAR-TRACK sells satellite tracking systems for receiving television broadcasts from communi- 
cations satellites in space. At December 31, 2011, the company’s inventory amounted to $44,000. 
During the first week in January 2012, STAR-TRACK made only one purchase and one sale. 
These transactions were as follows: 


Jan. 3 


Sold a tracking system to Mystery Mountain Resort for $20,000 cash. The system con- 


sisted of seven different devices, which had a total cost to STAR-TRACK of $11,200. 


Jan. 7 


Purchased two Model 400 and four Model 800 satellite dishes from Yamaha Corp. The 


total cost of this purchase amounted to $10,000; terms 2/10, n/30. 


STAR-TRACK records purchases of merchandise at net cost. The company has full-time account- 
ing personnel and uses a manual accounting system. 


Instructions 


a. Briefly describe the operating cycle of a merchandising company. 


b. Prepare journal entries to record these transactions, assuming that STAR-TRACK uses a 
perpetual inventory system. 
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c. Explain what information in part b should be posted to subsidiary ledger accounts. 
d. Compute the balance in the Inventory control account at January 7. 


e. Prepare journal entries to record the two transactions, assuming that STAR-TRACK uses a 
periodic inventory system. 


f. Compute the cost of goods sold for the first week of January, assuming use of the periodic 
system. As the amount of ending inventory, use your answer to part d. 


g. Which type of inventory system do you think STAR-TRACK should use? Explain your 
reasoning. 


h. Determine the gross profit margin on the January 3 sales transaction. 


Solution to the Demonstration Problem 


a. The operating cycle of a merchandising company consists of purchasing merchandise, sell- 
ing that merchandise to customers (often on account), and collecting the sales proceeds from 
these customers. In the process, the business converts cash into inventory, the inventory into 
accounts receivable, and the accounts receivable into cash. 


b. Journal entries assuming use of a perpetual inventory system: 


GENERAL JOURNAL 


Date Account Titles and Explanation Debit Credit 
2012 
Jan. 3 Cash 256 bdibtcad bbdyhd he ORES oot eho ndt bel bed 20,000 
MSAISS Sask ss oat Se ceva aro sranes oo Masteseennus tan tr cnctsee 2 mda eased canis 20,000 
Sold tracking system to Mystery Mountain 
Resort. 
3 Gost:of Goods:Soldl vis 5 dct pew dba wee Shih ee hee e ee ees 11,200 
IVONILORY «ace civ ahscialed She) ars acer eeyavsiadited hom am a apgue aed dak 11,200 
To record cost of merchandise sold. 
7 IAVONLORY” pce eicibis tte cenit a arena Paige a Soares a ae aden pipe wants abaed 9,800 
Accounts Payable (Yamaha Corp.)..................-. 9,800 


Purchased merchandise. Terms, 2/10, 
n/30; net cost, $9,800 ($10,000, less 2%). 


c. The debits and credits to the Inventory account should be posted to the appropriate accounts 
in the inventory subsidiary ledger. The information posted would be the costs and quantities 
of the types of merchandise purchased or sold. The account payable to Yamaha also should be 
posted to the Yamaha account in STAR-TRACK’s accounts payable ledger. No postings are 
required to the accounts receivable ledger, as this was a cash sale. If STAR-TRACK maintains 
more than one bank account, however, the debit to cash should be posted to the proper account 
in the cash subsidiary ledger. 


d. $42,600 ($44,000 beginning balance, less $11,200, plus $9,800). 


e. Journal entries assuming use of a periodic inventory system: 


GENERAL JOURNAL 


Date Account Titles and Explanation Debit Credit 
2012 
Jan. 3 CaShi ..cciv cdc eetake een ae seei ake Genet dete Rahs 20,000 
SDAIGS rn. cis, Bay auditie hei, traemedeb ap qusveusledsl hin shed ava aueesie de & ed 20,000 
Sold tracking system to Mystery Mountain 
Resort. 
7 PUIChaSeS:4.).5.22 .cccadeddodeb heddedd dtnnd d dhe ahbed oe 9,800 
Accounts Payable (Yamaha Corp.) ................... 9,800 


Purchased merchandise. Terms, 2/10, 
n/30; net cost, $9,800 ($10,000, less 2%). 
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f. Computation of the cost of goods sold: 


Inventory, January1......... 
Add: Purchases ............ 
Cost of goods available for sale 
Less: Inventory, January 7 (per partd) ............. 0.00000. e eee eee eee 
Cost of goods sold.......... 


$44,000 
9,800 
$53,800 
42,600 
$11,200 


g. STAR-TRACK should use a perpetual inventory system. The items in its inventory have a 
high per-unit cost. Therefore, management will want to know the costs of the individual prod- 
ucts included in specific sales transactions and will want to keep track of the items in stock. 
Although the company has a manual accounting system, its volume of sales transactions is 
low enough that maintaining a perpetual inventory record will not be difficult. 


h. Gross profit = Sales revenue — Cost of goods sold 
= $20,000 — $11,200 


= $8,800 


Gross profit margin = Gross profit + Sales revenue 
= $8,800 + $20,000 


= 44% 


Self-Test Questions 


The answers to these questions appear on page 285. 


i 


Mark and Amanda Carter own an appliance store and a 
restaurant. The appliance store sells merchandise on a 
12-month installment plan; the restaurant sells only for cash. 
Which of the following statements are true? (More than one 
answer may be correct.) 


a. The appliance store has a longer operating cycle than 
the restaurant. 


b. The appliance store probably uses a perpetual inventory 
system, whereas the restaurant probably uses a periodic 
system. 

c. Both businesses require subsidiary ledgers for accounts 
receivable and inventory. 

d. Both businesses probably have subsidiary ledgers for 
accounts payable. 

Which of the following statements about merchandising 

activities is true? (More than one answer may be correct.) 

a. As inventory is purchased, the Inventory Expense 
account is debited and Cash (or Accounts Payable) is 
credited. 

b. Inventory is recorded as an asset when it is first 
purchased. 

ce. As inventory is sold, its cost is transferred from the bal- 
ance sheet to the income statement. 

d. As inventory is sold, its cost is transferred from the 
income statement to the balance sheet. 


Marietta Corporation uses a perpetual inventory system. All 
of its sales are made on account. The company sells merchan- 
dise costing $3,000 at a sales price of $4,300. In recording 


this transaction, Marietta will make all of the following 
entries except: 


a. Credit Sales, $4,300. 

b. Credit Inventory, $4,300. 

c. Debit Cost of Goods Sold, $3,000. 
d. Debit Accounts Receivable, $4,300. 


. Fashion House uses a perpetual inventory system. At the 


beginning of the year, inventory amounted to $50,000. 
During the year, the company purchased merchandise for 
$230,000 and sold merchandise costing $245,000. A physi- 
cal inventory taken at year-end indicated shrinkage losses of 
$4,000. Prior to recording these shrinkage losses, the year- 
end balance in the company’s Inventory account was: 

a. $31,000. 

b. $35,000. 

c. $50,000. 


d. Some other amount. 


. Best Hardware uses a periodic inventory system. Its inven- 


tory was $38,000 at the beginning of the year and $40,000 

at the end. During the year, Best made purchases of mer- 

chandise totaling $107,000. Identify all of the correct 

answers: 

a. To use this system, Best must take a complete physical 
inventory twice each year. 

b. Prior to making adjusting and closing entries at 
year-end, the balance in Best’s Inventory account is 
$38,000. 


c. The cost of goods sold for the year is $109,000. 


Discussion Questions 


d. As sales transactions occur, Best makes no entries to 
update its inventory records or to record the cost of 
goods sold. 


6. The two basic approaches to accounting for inventory and the 


cost of goods sold are the perpetual inventory system and the 
periodic inventory system. Indicate which of the following 
statements are correct. (More than one answer may be correct.) 


a. Most large merchandising companies and manufactur- 
ing businesses use periodic inventory systems. 


b. As a practical matter, a grocery store or a large depart- 
ment store could not maintain a perpetual inventory 
system without the use of point-of-sale terminals. 


c. Ina periodic inventory system, the cost of goods sold is not 
determined until a complete physical inventory is taken. 
d. Ina perpetual inventory system, the Cost of Goods Sold 


account is debited promptly for the cost of merchandise 
sold. 


. Big Brother, a retail store, purchased 100 television sets 


from Krueger Electronics on account at a cost of $200 each. 
Krueger offers credit terms of 2/10, n/30. Big Brother uses 
a perpetual inventory system and records purchases at net 
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cost . Big Brother determines that 10 of these television sets 
are defective and returns them to Krueger for full credit. In 
recording this return, Big Brother will: 

a. Debit Sales Returns and Allowances, $1,960. 

b. Debit Accounts Payable, $1,960. 

c. Debit Cost of Goods Sold, $1,960. 

d. Credit Inventory, $2,000. 

Two of the lawn mowers sold by Garden Products Co. are 
the LawnMaster and the Mark 5. LawnMasters sell for $250 
apiece, which results in a 35 percent gross profit margin. 


Each Mark 5 costs Garden Products $300 and sells for $400. 
Indicate all correct answers. 


a. The dollar amount of gross profit is greater on the sale 
of a Mark 5 than a LawnMaster. 

b. The gross profit margin is higher on Mark 5s than on 
LawnMasters. 

c. Garden profits relatively more by selling one Mark 5 
than by selling one LawnMaster. 


d. Garden profits more by selling $2,000 worth of Mark 5s 
than $2,000 worth of LawnMasters. 


TMA Discussion Questions 


1. 


The income statement of a merchandising company includes 
a major type of cost that does not appear in the income 
statement of a service-type business. Identify this cost and 
explain what it represents. 


During the current year, Green Bay Company earned a gross 
profit of $350,000, whereas New England Company earned 
a gross profit of only $280,000. Both companies had net 
sales of $900,000. Does this mean that Green Bay is more 
profitable than New England? Explain. 


Explain the need for subsidiary ledgers in accounting for 
merchandising activities. 


Define the term inventory shrinkage. How is the amount of 
inventory shrinkage determined in a business using a per- 
petual inventory system, and how is this shrinkage recorded 
in the accounting records? 


Briefly contrast the accounting procedures in perpetual and 
periodic inventory systems. 


Evaluate the following statement: “Without electronic 
point-of-sale terminals, it simply would not be possible to 
use perpetual inventory systems in businesses that sell large 
quantities of many different products.” 


Explain the distinguishing characteristics of (a) a general 
journal and (b) a special journal. 
How does a balance arise in the Purchase Discounts Lost 


account? Why does management pay careful attention to the 
balance (if any) in this account? 


European Imports pays substantial freight charges to obtain 
inbound shipments of purchased merchandise. Should 


10. 


11. 


12. 


13. 


14. 


15. 


these freight charges be debited to the company’s Delivery 
Expense account? Explain. 


Outback Sporting Goods purchases merchandise on terms 
of 4/10, n/60. The company has a line of credit that enables 
it to borrow money as needed from Northern Bank at an 
annual interest rate of 13 percent. Should Outback pay its 
suppliers within the 10-day discount period if it must draw 
on its line of credit (borrow from Northern Bank) to make 
these early payments? Explain. 


TireCo is a retail store in a state that imposes a 6 percent 
sales tax. Would you expect to find sales tax expense and 
sales tax payable in TireCo’s financial statements? Explain. 


A seller generally records sales at the full invoice price, but 
the buyer often records purchases at net cost. Explain the 
logic of the buyer and seller recording the transaction at dif- 
ferent amounts. 


Define the term gross profit margin. Explain several ways 
in which management might improve a company’s overall 
profit margin. 


Under a perpetual inventory system, a company should 
know the quantity and price of its inventory at any moment 
in time. Given this, why do companies that use a perpetual 
inventory system still take a physical count of their mer- 
chandise inventory at least once a year? 


Under which type of inventory system is an inventory sub- 
sidiary ledger maintained? 
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Brief Exercises connect 


102 BRIEF Office Today is an office supply store. Office Today’s revenue in the current year is $800 million 
EXERCISE 6.1 and its cost of goods sold is $640 million. Compute Office Today’s gross profit and its gross profit 
Los Computation of percentage. 


Gross Profit 


07 BRIEF The accounts receivable subsidiary ledger for Ranalli’s Lawn Care has the following customer 
EXERCISE 6.2 accounts and balances at the end of the current year. What should be the Accounts Receivable bal- 
Accounts Receivable ance in the general ledger? [Hint: Customer accounts with a credit balance are not considered in 
Subsidiary Ledger determining the total balance in the Accounts Receivable account; rather these amounts are reclas- 


sified as Accounts Payable. 


Customer Name Balance Debit or Credit 
Peter Gurney $200 Dr 
Robert King 150 Dr 
Bruce Landis 50 Cr 
Robert McNeil 100 Dr 
Mark Noakes 50 Dr 
Frank Rimshaw 300 Dr 
Michael Sangster 50 Dr 
Lawrence Williams 100 Cr 
102 BRIEF Alberto & Sons, Inc., a retailer of antique figurines, engages in the following transactions during 
EXERCISE 6.3 October of the current year: 
Log Perpetual Inventory Oct.1 Purchases 100 Hummels at $50 each. 
ea Wel deals Oct.5 Sells 50 of the Hummels at $80 each. 
Los Compute Alberto & Sons’s gross profit for October. 
L02 BRIEF Neel & Neal Inc. is a retailer of fine leather goods. The company’s inventory balance at the begin- 
EXERCISE 6.4 ning of the year was $300,000; Neel & Neal purchased $250,000 of goods during January, and 
104 Periodic Inventory sales during January were $400,000. What is the balance that would appear in Neel & Neal’s 
System — Inventory inventory account on February | assuming use of a periodic inventory system? 
Balance during Year 
LO8 
102 BRIEF Murphy Co. is a high-end retailer of fine fashions for men. Murphy’s inventory balance at the 
EXERCISE 6.5 beginning of the year is $300,000, and Murphy purchases $600,000 of goods during the year. Its 
104 Periodic Inventory inventory balance at the end of the year is $250,000. What is the cost of goods sold for the year? 
System — Determine 
Cost of Goods Sold 
LO8 
402 BRIEF Yang & Min Ince. is a retailer of contemporary furniture. You are told that Yang & Min’s ending 
EXERCISE 6.6 inventory is $200,000 and its cost of goods sold is $500,000. Yang & Min had $100,000 of inven- 
ips Periodic Inventory tory at the beginning of the year. What was the dollar amount of goods purchased by Yang & Min 
System —Working during the year? 


Backward through the 
L08 COGS Section 
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02 BRIEF Bronson Ine. is a retailer of sporting goods. Bronson’s beginning inventory is $80,000 and its 
EXERCISE 6.7 purchases during the year are $250,000. Its ending inventory is $30,000. Make the closing entries 
is Periodic Inventory necessary given that Bronson uses a periodic inventory system. 
System—Closing 
Process 
06 BRIEF Pag Inc. is a clothing retailer and it has terms from one of its vendors of ///0, n/30. Compute the 
EXERCISE 6.8 equivalent annual rate of return that Pag earns by always paying its bills within the discount period. 


Benefit of Taking a 
Purchase Discount 


LOG BRIEF Inamra Inc. is a clothing manufacturer. The firm uses a periodic inventory system. Inamra shipped 
EXERCISE 6.9 $20,000 of defective goods to a retailer. The retailer and Inamra agreed that the retailer would keep 
Sales Returns the goods in exchange for a $2,000 allowance. The cost of the goods was $1,000. What journal 
and Allowances entry (or entries) would Inamra record? 

107 BRIEF List three special journals often used in accounting to facilitate the recording of repetitive 
EXERCISE 6.10 transactions. 


Special Journals 


L08 BRIEF You are the assistant controller for a public company. Wall Street stock analysts are projecting an 
EXERCISE 6.11 earnings per share figure of $0.25 for your company. On December 29, a large customer returns a 
Ethics, Fraud, very large shipment of your goods that were defective. You tell the controller about the customer 
and Corporate return and that the debit to sales returns and allowances will have the effect of reducing earnings 
Governance per share from $0.25 to $0.24. The controller indicates that failing to meet the consensus earnings 


expectations of the analyst community will result in a large stock price decline. The controller sug- 
gests waiting until January 2 (your company operates on a calendar year-end basis) to record the 
customer return. What should you do? 


Exercises ma. connect 


[ACCOUNTING 


101 EXERCISE 6.1 As a fund-raiser, the pep band at Melrose University sells T-shirts fans can wear when attending 
You as a Student the school’s 12 home basketball games. As the band’s business manager, you must choose among 
Los several options for ordering and selling the T-shirts. 


1. Place a single order in October large enough to last the entire season. The band must pay for 
the shirts in full when the order is placed. A 5 percent quantity discount applies to this option. 


2. Place a series of small orders, as needed, throughout the season. Again, payment in full is due 
when the order is submitted. No discount applies to this option. 

3. Have band members sell shirts directly to members of the student body. Cash is collected 
immediately as sales are made. 


4. Sell all of the T-shirts through the university bookstore. The bookstore would receive a 
6 percent commission on total sales and would remit to the band its share of the proceeds in 
a lump-sum payment at the end of the season. 
a. Describe which combination of options would give the pep band the shortest operating cycle. 
b. Describe which combination of options would give the pep band the longest operating cycle. 
c. Discuss briefly the advantages and disadvantages of each option. 


101 EXERCISE 6.2 Shown below are selected transactions of Konshock’s, a retail store that uses a perpetual inventory 
Effects of Basic system. 
Merchandising 
Transactions 


a. Purchased merchandise on account. 


b. Recognized the revenue from a sale of merchandise on account. (Ignore the related cost of 
goods sold.) 
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c. Recognized the cost of goods sold relating to the sale in transaction b. 
d. Collected in cash the account receivable from the customer in transaction b. 


e. Following the taking of a physical inventory at year-end, made an adjusting entry to record a 
normal amount of inventory shrinkage. 


Indicate the effects of each of these transactions on the elements of the company’s financial state- 
ments shown below. Organize your answer in tabular form, using the column headings shown 
below. (Notice that the cost of goods sold is shown separately from all other expenses.) Use the 
code letters I for increase, D for decrease, and NE for no effect. 


Income Statement Balance Sheet 
Net Cost of All Other Net Owners’ 
Transaction Sales — Goods Sold — Expenses = Income Assets = Liabilities + Equity 
a _ a a — a =" a 
102 EXERCISE 6.3 PC Connection is a leading mail order retailer of personal computers. A recent financial report 
Understanding issued by the company revealed the following information: 
LO5 Inventory Cost Flows 
Los Merchandise inventory (beginning of the year) $69 million 
Merchandise inventory (end of the year) $57 million 
Net sales for the year $1.2 billion 
Gross profit margin 11% 

a. Compute the company’s cost of goods sold for the year. 

b. Approximately how much inventory did PC Connection purchase during the year? 

c. What factors might contribute to the company’s low gross profit margin? 

d. Discuss reasons why PC Connection uses a perpetual inventory system. 

L038 EXERCISE 6.4 Ranns Supply uses a perpetual inventory system. On January 1, its inventory account had a begin- 
Perpetual Inventory ning balance of $6,450,000. Ranns engaged in the following transactions during the year: 
ia }e ystems 1. Purchased merchandise inventory for $9,500,000. 
2. Generated net sales of $26,000,000. 
3. Recorded inventory shrinkage of $10,000 after taking a physical inventory at year-end. 
4. Reported gross profit for the year of $15,000,000 in its income statement. 

a. At what amount was Cost of Goods Sold reported in the company’s year-end income 
statement? 

b. At what amount was Merchandise Inventory reported in the company’s year-end balance 
sheet? 

c. Immediately prior to recording inventory shrinkage at the end of the year, what was the bal- 
ance of the Cost of Goods Sold account? What was the balance of the Merchandise Inventory 
account? 

LO6 EXERCISE 6.5 These selected statistics are from recent annual reports of two well-known retailers: 
Evaluating 
Los Performance 
Walmart Target 
Percentage increase (decrease) in net sales 1% 1% 
Percentage increase (decrease) in gross profit rate 2.4% 2.6% 


Percentage increase (decrease) in comparable store net sales —0.8% —2.5% 


Exercises 


L038 


L04 


L04 


L05 


LO8 


EXERCISE 6.6 
Taking a Physical 
Inventory 


EXERCISE 6.7 


Periodic Inventory 
Systems 


EXERCISE 6.8 


Relationships within 


Periodic Inventory 
Systems 


EXERCISE 6.9 


Selecting an Inventory 


System 
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a. Explain the significance of each of these three measures. 
b. Evaluate briefly the performance of each company on the basis of these three measures. 


Frisbee Hardware uses a perpetual inventory system. At year-end, the Inventory account has a 
balance of $250,000, but a physical count shows that the merchandise on hand has a cost of only 
$246,000. 

a. Explain the probable reason(s) for this discrepancy. 

b. Prepare the journal entry required in this situation. 

c. Indicate all the accounting records to which your journal entry in part b should be posted. 


Boston Bait Shop uses a periodic inventory system. At December 31, Year 2, the accounting 
records include the following information: 


Inventory (as of December 31, Year 1) ............. 00.0000. 00 00000005 $ 2,800 
NetsaleS: ..:isiaduannae ees el Bekiemad dad od RR meee wok we, eat Aa 79,600 
Purchases. « i:.4¢-siwadieve ven cdoteiwkv eal aes beaded sea de eee baked 30,200 


A complete physical inventory taken at December 31, Year 2, indicates merchandise costing 
$3,000 remains in stock. 
a. How were the amounts of beginning and ending inventory determined? 
b. Compute the amount of the cost of goods sold in Year 2. 


c. Prepare two closing entries at December 31, Year 2: the first to create a Cost of Goods Sold 
account with the appropriate balance and the second to bring the Inventory account up-to-date. 


d. Prepare a partial income statement showing the shop’s gross profit for the year. 


e. Describe why a company such as Boston Bait Shop would use a periodic inventory system 
rather than a perpetual inventory system. 


This exercise stresses the relationships between the information recorded in a periodic inventory 
system and the basic elements of an income statement. Each of the five lines represents a separate 
set of information. You are to fill in the missing amounts. A net loss in the right-hand column is to 
be indicated by placing brackets around the amount, as for example in line e <15,000>. 


Begin- Net Cost of Net 
Net ing Pur- Ending Goods’ Gross Income 
Sales Inventory chases Inventory Sold Profit Expenses _ or (Loss) 
a. 240,000 76,000 104,000 35,200 ? 95,200 72,000 ? 
b. 480,000 72,000 272,000 4 264,000 ? ? 20,000 
c. 630,000 207,000 ? 166,500 441,000 189,000 148,500 ? 
d. 810,000 ? 450,000 135,000 ? 234,000 270,000 ? 
e ? 156,000 ? 153,000 396,000 135,000 ? <15,000> 


Year after year two huge supermarket chains—Publix Super Markets, Inc., and Safeway, Inc.— 
consistently report gross profit rates between 26 percent and 29 percent. Each uses a sophisticated 
perpetual inventory system to account for billions of dollars in inventory transactions. 


a. Discuss reasons why these firms consistently report such similar and stable gross profit rates. 


b. What technologies make it possible for these retailing giants to use perpetual inventory 
systems? 
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LO6 EXERCISE 6.10 
Cash Discounts 


L08 EXERCISE 6.11 


Evaluating 
Performance 


L083 EXERCISE 6.12 


Comparison of 


through 
Inventory Systems 


LOS 


104 EXERCISE 6.13 


The Periodic Inventory 
LO5 System 
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Golf World sold merchandise to Mulligans for $10,000, offering terms of 1/15, n/30. Mulligans 
paid for the merchandise within the discount period. Both companies use perpetual inventory 
systems. 


a. Prepare journal entries in the accounting records of Golf World to account for this sale and the 
subsequent collection. Assume the original cost of the merchandise to Golf World had been 
$6,500. 

b. Prepare journal entries in the accounting records of Mulligans to account for the purchase and 
subsequent payment. Mulligans records purchases of merchandise at net cost. 

c. Assume that, because of a change in personnel, Mulligans failed to pay for this merchandise 
within the discount period. Prepare the journal entry in the accounting records of Mulligans to 
record payment after the discount period. 


This selected information is from recent annual reports of the two largest retail pharmaceutical 
companies in the United States. (Dollar amounts are stated in billions.) 


Walgreen Rite Aid 
Company’ Corporation 


Net SaleSccnceoeaagrd ee ade pa deehed seco kee demend eae $63.3 $26.3 
Cost of goods sold ............ 0.00.0... eee ee 2? 19.3 
GOSS PrOlits 2 kes Meads siekue weed mee aod Re de. Be eles ae Aer 2? 2? 
Gross profit margin (or rate) ...................0..000.0, 27.8% 2% 
Total square feet of selling space ..................0.0.. 79 million 49 million 
Sales per square foot of selling space ................... ? 2 


a. Fill in the missing amounts and percentages. (Round all amounts to one decimal place.) 


b. On the basis of the information provided above, do you expect Walgreen or Rite Aid to be more 
profitable and why? 


Sky Probe sells state-of-the-art telescopes to individuals and organizations interested in studying 
the solar system. At December 31 last year, the company’s inventory amounted to $250,000. Dur- 
ing the first week of January this year, the company made only one purchase and one sale. These 
transactions were as follows: 


Jan. 2 Sold one telescope costing $90,000 to Central State University for cash, $117,000. 
Jan. 5 Purchased merchandise on account from Lunar Optics, $50,000. Terms, net 30 days. 
a. Prepare journal entries to record these transactions assuming that Sky Probe uses the perpetual 


inventory system. Use separate entries to record the sales revenue and the cost of goods sold 
for the sale on January 2. 


b. Compute the balance of the Inventory account on January 7. 


c. Prepare journal entries to record the two transactions, assuming that Sky Probe uses the peri- 
odic inventory system. 

d. Compute the cost of goods sold for the first week of January assuming use of a periodic inven- 
tory system. Use your answer to part b as the ending inventory. 

e. Which inventory system do you believe that a company such as Sky Probe would probably 
use? Explain your reasoning. 


Mountain Mabel’s is a small general store located just outside of Yellowstone National Park. 
The store uses a periodic inventory system. Every January 1, Mabel and her husband close the 
store and take a complete physical inventory while watching the Rose Bowl Parade on televi- 
sion. The inventory balance on January 1 of the prior year was $6,240, and the inventory balance 
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on December 31 was $4,560. Sales were $150,000 during the prior year, and purchases were 
$74,400. 


a. Compute the cost of goods sold for the prior year. 
b. Explain why a small business such as this might use the periodic inventory system. 
c. Explain some of the disadvantages of the periodic system to a larger business, such as a Sears store. 


State College Technology Store (SCTS) is a retail computer store in the university center of a large mid- 
western university. SCTS engaged in the following transactions during November of the current year: 


Nov. 1 Purchased 20 Nopxe laptop computers on account from Led Inc. The laptop comput- 


ers cost $800 each, for a total of $16,000. Payment is due in 30 days. 


Nov. 6 Sold four Nopxe laptop computers on account to the Department of Microbiology at 
State College at a retail sales price of $1,200 each, for a total of $4,800. Payment is 
due in 30 days. 

Dec. 1 Paid the $16,000 account payable to Led Inc. 

Dec. 6 Collected the $4,800 account receivable from State College’s Department of Microbiology. 


Assume that the other expenses incurred by SCTS during November and December were $1,000, 
and assume that all of these expenses were paid in cash. SCTS is not subject to income tax because 
it is a wholly-owned unit of a nonprofit organization. Compute the net income of SCTS during 
November and December using accrual accounting principles. Also, compute what SCTS’s net 
income would have been had it used the cash basis of accounting. Explain the difference. 


The Home Depot, Inc., financial statements appear in Appendix A at the end of this textbook. Use 
the statements to complete the following requirements: 


a. Calculate the gross profit percentage of Home Depot, Inc., for each of the years shown in the 
company’s income statements. 


b. Evaluate the company’s trend in sales and gross profit. 
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Claypool Hardware is the only hardware store in a remote area of northern Minnesota. Some of 
Claypool’s transactions during the current year are as follows: 


Nov. 5 Sold lumber on account to Bemidji Construction, $13,390. The inventory subsidiary 
ledger shows the cost of this merchandise was $9,105. 

Nov. 9 Purchased tools on account from Owatonna Tool Company, $3,800. 

Dec. 5 Collected in cash the $13,390 account receivable from Bemidji Construction. 

Dec. 9 Paid the $3,800 owed to Owatonna Tool Company. 

Dec. 31 Claypool’s personnel counted the inventory on hand and determined its cost to be 


$182,080. The accounting records, however, indicate inventory of $183,790 and a cost 
of goods sold of $695,222. The physical count of the inventory was observed by the 
company’s auditors and is considered correct. 


Instructions 


a. Prepare journal entries to record these transactions and events in the accounting records of 
Claypool Hardware. (The company uses a perpetual inventory system.) 


b. Prepare a partial income statement showing the company’s gross profit for the year. (Net sales 
for the year amount to $1,024,900.) 


c. Claypool purchases merchandise inventory at the same wholesale prices as other hardware 
stores. Due to its remote location, however, the company must pay between $18,000 and 
$20,000 per year in extra transportation charges to receive delivery of merchandise. (These 
additional charges are included in the amount shown as cost of goods sold.) 


Assume that an index of key business ratios in your library shows hardware stores of Claypool’s 
approximate size (in total assets) average net sales of $1 million per year and a gross profit margin 
of 25 percent. 
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Is Claypool able to pass its extra transportation costs on to its customers? Does the business ap- 
pear to suffer or benefit financially from its remote location? Explain your reasoning and support 
your conclusions with specific accounting data comparing the operations of Claypool Hardware 
with the industry averages. 


Hendry’s Boutique is a retail clothing store for women. The store operates out of a rented building 
in Storm Lake, Iowa. Shown below is the store’s adjusted year-end trial balance dated December 
SZ Ome 


HENDRY’S BOUTIQUE 
ADJUSTED TRIAL BALANCE 


DECEMBER 31, 2011 


Accounts receivable ........... 0.0. c eee ees 2,600 
Merchandise inventory .............0.. 00000 e eee eee eee 17,500 
PREPAlGe tat 25, iss seuatesyidce, Say dasckhee ae auaen tia. dn see cectses ae diate guesbceo act 1,800 
Office: supplieS: 2 csc cies e as ttekeow etd soar nen aan edee ase 900 
Offic@equipMeNt - cc idte ve edd mse oad woes pie ected ele eed 41,000 
Accumulated depreciation: office equipment ................. $ 12,000 
Accounts payable ........... 0... cece eee eee 12,750 
Sales'taxes payable: ici isvscseiwacig Seeded ea sew 3,200 
Capital Stock. i045: ect tase ee eee deere eS 18,000 
Retained earnings ............. 0. cee eee eee 21,050 
AOS che cig etaahne dar Paced le ccn ake oe ae Saveisupes, ah aes: Sawin etre 226,000 
Sales returns and allowances .................0 0000000000. 2,500 
CostOlgoods Sold) wwiccat cece awaaaud anes we eee wae tee 100,575 
Purchase discounts lost ............... 000000000000 -00005 250 
Utilities expense ....... 0.0... cee 4,120 
Office supply expense ............. 0... eee eee eee 520 
Depreciation expense: office equipment ...............-..-. 2,750 
RENE CXPGNSe s....6 5 eee kee a heehee ee ved Spake Eee 6,100 
Insurance expense ......... 6... eee eee 900 
SalariGS:SxPENSe: weed iaccirs ces so) wea Bannanepep Ba ei eos ace Ree eke ele 88,095 
Income taxes expense ........ 00.0 cee tee 8,190 


$293,000 $293,000 


Instructions 

a. Prepare an income statement for Hendry’s Boutique dated December 31, 2011. 

b. Compute the store’s gross profit margin as a percentage of net sales. 

c. Do the store’s customers seem to be satisfied with their purchases? Defend your answer. 
d 


Explain how you can tell that the business records inventory purchases net of any purchase 
discounts. 


e. The store reports sales taxes payable of $3,200 in its adjusted trial balance. Explain why it 
does not report any sales taxes expense. 


f. Which accounts appearing in the store’s adjusted trial balance comprise its operating cycle? 


08 PROBLEM 6.3A Shown below is information from the financial reports of Knauss Supermarkets for the past few 
Trend Analysis years. 


2011 2010 2009 


Net sales (in millions)... 0.00.0... 0. eee $5,495 $5,184 $4,800 
Number of Stores 3.1 .0vrensas tencacW tee vou Pama an you ae 448 445 430 
Square feet of selling space (in millions) ................... 11.9 11.1 10.0 


Average net sales of comparable stores (in millions).......... $108 $110 $ 11.4 
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Instructions 
a. Calculate the following statistics for Knauss Supermarkets (round your answers to one deci- 
mal place): 


1. The percentage change in net sales from 2009 to 2010 and 2010 to 2011. Hint: The per- 
centage change is computed by dividing the dollar amount of the change between years 
by the amount of the base year. For example, the percentage change in net sales from 
2009 to 2010 is computed by dividing the difference between 2009 to 2010 net sales by 
the amount of 2009 net sales, or ($5,184 — $4,800) + $4,800 = 8% increase. 


2. The percentage change in net sales per square foot of selling space from 2009 to 2010 
and 2010 to 2011. 


3. The percentage change in comparable store sales from 2009 to 2010 and 2010 to 2011. 


b. Evaluate the sales performance of Knauss Supermarkets. 


Lamprino Appliance uses a perpetual inventory system. The following are three recent merchan- 
dising transactions: 


June 10 Purchased 10 televisions from Mitsu Industries on account. Invoice price, $300 per 
unit, for a total of $3,000. The terms of purchase were 2/10, n/30. 

June 15 Sold one of these televisions for $450 cash. 

June 20 Paid the account payable to Mitsu Industries within the discount period. 


Instructions 
a. Prepare journal entries to record these transactions assuming that Lamprino records purchases 
of merchandise at: 


1. Net cost 
2. Gross invoice price 

b. Assume that Lamprino did not pay Mitsu Industries within the discount period but instead 
paid the full invoice price on July 10. Prepare journal entries to record this payment assuming 
that the original liability had been recorded at: 
1. Net cost 
2. Gross invoice price 

c. Assume that you are evaluating the efficiency of Lamprino’s bill-paying procedures. Which 
accounting method—net cost or gross invoice price—provides you with the most useful infor- 
mation? Explain. 


The following is a series of related transactions between Siogo Shoes, a shoe wholesaler, and Sole 
Mates, a chain of retail shoe stores: 


Feb. 9 Siogo Shoes sold Sole Mates 100 pairs of hiking boots on account, terms 1/10, n/30. 
The cost of these boots to Siogo Shoes was $60 per pair, and the sales price was $100 
per pair. 

Feb. 12 United Express charged $80 for delivering this merchandise to Sole Mates. These charges 
were split evenly between the buyer and seller and were paid immediately in cash. 

Feb. 13 Sole Mates returned 10 pairs of boots to Siogo Shoes because they were the wrong 
size. Siogo Shoes allowed Sole Mates full credit for this return. 


Feb. 19 Sole Mates paid the remaining balance due to Siogo Shoes within the discount period. 
Both companies use a perpetual inventory system. 


Instructions 

a. Record this series of transactions in the general journal of Siogo Shoes. (The company records 
sales at gross sales price.) 

b. Record this series of transactions in the general journal of Sole Mates. (The company records 
purchases of merchandise at net cost and uses a Transportation-in account to record transpor- 
tation charges on inbound shipments.) 


c. Sole Mates does not always have enough cash on hand to pay for purchases within the dis- 
count period. However, it has a line of credit with its bank, which enables Sole Mates to easily 
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borrow money for short periods of time at an annual interest rate of 11 percent. (The bank 
charges interest only for the number of days until Sole Mates repays the loan.) As a matter of 
general policy, should Sole Mates take advantage of 1/10, n/30 cash discounts even if it must 
borrow the money to do so at an annual rate of 11 percent? Explain fully—and illustrate any 
supporting computations. 


102 PROBLEM 6.6A King Enterprises is a book wholesaler. King hired a new accounting clerk on January 1 of the 
Correcting current year. The new clerk does not understand accrual accounting and recorded the transactions 

103 Errors—Recording below based on when cash receipts and disbursements changed hands rather than when the transac- 
of Merchandising tion occurred. King uses a perpetual inventory system, and its accounting policy calls for inventory 
Transactions purchases to be recorded net of any discounts offered. 

LOG 


Jan.10 Paid Aztec Enterprises $9,800 for books that it received on December 15. (This 
purchase was recorded as a debit to Inventory and a credit to Accounts Payable on 
December 15 of last year, but the accounting clerk ignores that fact.) 

Dec. 27 Received books from McSaw Inc. for $20,000; terms 2/10, n/30. 

Dec. 30 Sold books to Booksellers Unlimited for $30,000; terms 1/10, n/30. The cost of these 
books to King was $24,500. 


Instructions 
a. As a result of the accounting clerk’s errors, compute the amount by which the following 
accounts are overstated or understated. 


1. Accounts Receivable 
2. Inventory 

3. Accounts Payable 

4. Sales 

5. Cost of Goods Sold 


b. Compute the amount by which net income is overstated or understated. 


c. Prepare a single journal entry to correct the errors that the accounting clerk has made. (Assume 
that King has yet to close its books for the current year.) 


d. Assume that King has already closed its books for the current year. Make a single journal 
entry to correct the errors that the accounting clerk has made. 


e. Assume that the ending inventory balance is correctly stated based on adjustments resulting 
from a physical inventory count. (Cost of Goods Sold was debited or credited based on the 
inventory adjustment.) Assume that King has already closed its books for the current year, and 
make a single journal entry to correct the errors that the accounting clerk has made. 


Loi PROBLEM 6.7A Genuine Accessories Inc. is a wholesaler of automobile and truck accessories. Genuine Accessories 
Accrual Accounting, began operations in November of the current year and engaged in the following transactions dur- 
103 Cash Flow, and Fair ing November and December of this year. Genuine Accessories uses a perpetual inventory system. 
pe Nov. 3 Purchased $400,000 of automotive accessories, terms n/30. 
LOG Nov. 15 Sold $300,000 of automotive accessories, terms n/60. The cost of the accessories sold 
is $200,000. 


Nov. 28 Purchased $600,000 of automotive accessories, terms n/45. 
Dec. 3 Settled the $400,000 purchase of November 3. 


Dec. 15 Sold $750,000 of automotive accessories, terms n/60. The cost of the accessories sold 
is $500,000. 


Dec. 27 Purchased $900,000 of automotive accessories, terms n/30. 


Instructions 
a. Compute the gross profit on Genuine Accessories’s transactions during November and 
December. 


b. Compute the gross profit on Genuine Accessories’s transactions during November and December 
if a cash-basis accounting system was used. 


c. Explain the difference between the results in a and b. 
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d. Assume that the fair value of Genuine Accessories’s inventory at December 31 is $1,500,000. 
A potential lender asks Genuine Accessories to prepare a fair-value—based balance sheet. Pre- 
pare the journal entry to reflect inventory at fair value. Comment on how a wholesaler might 
determine fair value for inventory items. [Hint: Increase the Inventory account by the differ- 
ence between fair value and book value with the offset to an account titled Revaluation of 
Inventory to Market Value.] 


101 PROBLEM 6.8A CPI sells computer peripherals. At December 31, 2011, CPI’s inventory amounted to $500,000. 
A Comprehensive During the first week in January 2012, the company made only one purchase and one sale. These 
through oroblem transactions were as follows: 
L08 Jan. 2 Purchased 20 modems and 80 printers from Sharp. The total cost of these machines 


was $25,000, terms 3/10, n/60. 


Jan. 6 Sold 30 different types of products on account to Pace Corporation. The total sales 
price was $10,000, terms 5/10, n/90. The total cost of these 30 units to CPI was $6,100 
(net of the purchase discount). 


CPI has a full-time accountant and a computer-based accounting system. It records sales at the 
gross sales price and purchases at net cost and maintains subsidiary ledgers for accounts receiv- 
able, inventory, and accounts payable. 


Instructions 


a. Briefly describe the operating cycle of a merchandising company. Identify the assets and lia- 
bilities directly affected by this cycle. 


b. Prepare journal entries to record these transactions, assuming that CPI uses a perpetual inven- 
tory system. 


c. Compute the balance in the Inventory account at the close of business on January 6. 


Prepare journal entries to record the two transactions, assuming that CPI uses a periodic 
inventory system. 


e. Compute the cost of goods sold for the first week of January assuming use of the periodic 
system. (Use your answer to part ¢ as the ending inventory.) 


f. Which type of inventory system do you think CPI most likely would use? Explain your 
reasoning. 


g. Compute the gross profit margin on the January 6 sales transaction. 
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01 PROBLEM 6.1B Big Oak Lumber is a lumber yard on Angel Island. Some of Big Oak’s transactions during the cur- 
Evaluating Profitability | rent year are as follows: 


L038 Apr.15 Sold lumber on account to Hard Hat Construction, $19,700. The inventory subsidiary 
ledger shows the cost of this merchandise was $10,300. 
Los Apr.19 Purchased lumber on account from LHP Company, $3,700. 
May 10 Collected in cash the $19,700 account receivable from Hard Hat Construction. 
May 19 Paid the $3,700 owed to LHP Company. 


Dec. 31 Big Oak’s personnel counted the inventory on hand and determined its cost to be 
$114,000. The accounting records, however, indicate inventory of $116,500 and a cost 
of goods sold of $721,000. The physical count of the inventory was observed by the 
company’s auditors and is considered correct. 


Instructions 


a. Prepare journal entries to record these transactions and events in the accounting records of Big 
Oak Lumber. (The company uses a perpetual inventory system.) 


b. Prepare a partial income statement showing the company’s gross profit for the year. (Net sales 
for the year amount to $1,422,000.) 
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c. Big Oak purchases merchandise inventory at the same wholesale prices as other lumber yards. 
Because of its remote location the company must pay between $8,000 and $18,000 per year in 
extra transportation charges to receive delivery of merchandise. (These additional charges are 
included in the amount shown as cost of goods sold.) 

Assume that an index of key business ratios in your library shows lumber yards of Big 
Oak’s approximate size (in total assets) average net sales of $1 million per year and a gross 
profit rate of 22 percent. 

Is Big Oak able to pass its extra transportation costs on to its customers? Does the business 
appear to suffer or benefit financially from its remote location? Explain your reasoning and 
support your conclusions with specific accounting data comparing the operations of Big Oak 
Lumber with the industry averages. 


Loi PROBLEM 6.2B Harry’s Haberdashery is a retail clothing store for men. The store operates out of a rented building 
Preparation and in Albertsville, Virginia. Shown below is the store’s adjusted year-end trial balance dated Decem- 
through . ri 
interpretation of ber 31, 2011. 


Log. «2 Merchandising 
Company’s Income 


Statement 
sed HARRY’S HABERDASHERY 
ADJUSTED TRIAL BALANCE 
LO8 DECEMBER 31, 2011 
Accounts receivable: 0.6. c8cccre see ened ewes daaeeeednws 4,400 
Merchandise inventory ..........-. 0000 e eee eee eee 29,700 
PREPAID TON si ccee did wh gedieeodegS pec delisbouiad baees dae 3,100 
Office SUPPIIES =. pcc20.5 os Saeed a Cae per eidedie hee Reeds 1,500 
Office equipMent sai 00 ice ove noes avin citea seve eae 70,000 
Accumulated depreciation: office equipment ................. $ 20,000 
Accounts payable ........... 0.0... cece eee 22,000 
Sales taxes payable ........... 0... eee eee eee 5,000 
CapitalStOCK 3 os tncnedis te ears Se koa deat aedash ee 31,000 
Retained earnings ........... 0... eee ee 36,000 
SASS 5 in cedee ccd dtc ail de Sette and Indien tie be Glade dade elrdnchan anes 384,000 
Sales returns and allowances .................0.0 00000000 ee 4,000 
Cost of goods'sold: wis s6c0u Ps eawete ead ced eweer dea wa eee 157,630 
Purchase:discountsl0st ii.6.icswxseugea vice newaags & eae moe 400 
WtilitieS CxPeENSe! sei sae tie twee se Pie ee ee wl ee 7,000 
Office supply expense ............. 0.0002 e eee eee 900 
Depreciation expense: office equipment .................... 4,700 
RENGEXDENSES: bose ene aoe Ree Ree eed ae RAS 10,000 
Insurance expense ........... 0... eee es 1,500 
Salaries expense ......... 02... eee eee 150,000 
Income tax expense ......... 2... eee eee 13,900 


$498,000 $498,000 


Instructions 

a. Prepare an income statement for Harry’s Haberdashery dated December 31, 2011. 

b. Compute the store’s gross profit margin as a percentage of net sales. 

c. Do the store’s customers seem to be satisfied with their purchases? Defend your answer. 
d 


Explain how you can tell that the business records inventory purchases net of any purchase 
discounts. 
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e. The store reports sales taxes payable of $5,000 in its adjusted trial balance. Explain why it 
does not report any sales taxes expense. 


f. | What is meant by the term “operating cycle” and which accounts in the trial balance comprise 
Harry’s Haberdashery’s operating cycle? 


08 PROBLEM 6.3B Shown below is information from the financial reports of Jill’s Department Stores for the past few 
Trend Analysis years. 


2011 2010 2009 


Net sales (in millions) .. 00.0... 00... c eee eee $9,240 $8,810 $8,140 
Number Of Stores. ..0s4se.06 midweek sche eae eased eee 133 122 115 
Square feet of selling space (in millions) .................. 6.0 5.7 5.1 
Average net sales of comparable stores (in millions) ......... $ 70.2 $72.3 $ 75.0 


Instructions 
a. Calculate the following statistics for Jill’s Department Stores (round all computations to one 
decimal place): 

1. The percentage change in net sales from 2009 to 2010 and 2010 to 2011. Hint: The per- 
centage change is computed by dividing the dollar amount of the change between years 
by the amount of the base year. For example, the percentage change in net sales from 
2009 to 2010 is computed by dividing the difference between 2010 and 2009 net sales by 
the amount of 2009 net sales, or ($8,810 — $8,140) + $8,140 = 8.2% increase. 


2. The percentage change in net sales per square foot of selling space from 2009 to 2010 
and 2010 to 2011. 


3. The percentage change in comparable store sales from 2009 to 2010 and 2010 to 2011. 
b. Evaluate the sales performance of Jill’s Department Stores. 


103. PROBLEM 6.4B Mary’s TV uses a perpetual inventory system. The following are three recent merchandising trans- 
Comparison of Net actions: 
LOG oe a phese Tice Mar. 6 Purchased eight TVs from Whosa Industries on account. Invoice price, $350 per unit, 
SUAS for a total of $2,800. The terms of purchase were 2/10, n/30. 
Mar. 11 Sold two of these televisions for $600 cash. 
Mar. 16 Paid the account payable to Whosa Industries within the discount period. 
Instructions 
a. Prepare journal entries to record these transactions assuming that Mary’s records purchases of 
merchandise at: 
1. Net cost 
2. Gross invoice price 
b. Assume that Mary’s did not pay Whosa Industries within the discount period but instead paid 
the full invoice price on April 6. Prepare journal entries to record this payment assuming that 
the original liability had been recorded at: 
1. Net cost 
2. Gross invoice price 
c. Assume that you are evaluating the efficiency of Mary’s bill-paying procedures. Which 
accounting method—net cost or gross invoice price—provides you with the most useful infor- 
mation? Explain. 
L03. PROBLEM 6.5B The following is a series of related transactions between Hip Pants and Sleek, a chain of retail 
Merchandising clothing stores: 
Transactions : : 
LO6 Oct.12 Hip Pants sold Sleek 300 pairs of pants on account, terms 1/10, n/30. The cost of these 


pants to Hip Pants was $20 per pair, and the sales price was $60 per pair. 


Oct.15 Wings Express charged $50 for delivering this merchandise to Sleek. These charges 
were split evenly between the buyer and the seller and were paid immediately in cash. 
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Oct.16 Sleek returned four pairs of pants to Hip Pants because they were the wrong size. Hip 


Pants allowed Sleek full credit for this return. 


Oct.22 Sleek paid the remaining balance due to Hip Pants within the discount period. 


Both companies use a perpetual inventory system. 


Instructions 


a. 


b. 


Record this series of transactions in the general journal of Hip Pants. (The company records 
sales at gross sales price.) 


Record this series of transactions in the general journal of Sleek. (The company records pur- 
chases of merchandise at net cost and uses a Transportation-in account to record transporta- 
tion charges on inbound shipments.) 


Sleek does not always have enough cash on hand to pay for purchases within the discount 
period. However, it has a line of credit with its bank, which enables Sleek to easily borrow 
money for short periods of time at an annual interest rate of 12 percent. (The bank charges 
interest only for the number of days until Sleek repays the loan.) As a matter of general policy, 
should Sleek take advantage of 1/10, n/30 cash discounts even if it must borrow the money to do 
so at an annual rate of 12 percent? Explain fully—and illustrate any supporting computations. 


Queen Enterprises is a furniture wholesaler. Queen hired a new accounting clerk on January | of 
the current year. The new clerk does not understand accrual accounting and recorded the transac- 
tions below based on when cash receipts and disbursements changed hands rather than when the 
transaction occurred. Queen uses a perpetual inventory system, and its accounting policy calls for 
inventory purchases to be recorded net of any discounts offered. 


Jan. 7 Paid Hardwoods Forever Inc. $4,900 for furniture that it received on December 20. 


(This purchase was recorded as a debit to Inventory and a credit to Accounts Payable 
on December 20 of last year, but the accounting clerk ignores that fact.) 


Dec. 23 Received furniture from Koos Hoffwan Co. for $10,000; terms 2/10, n/30. 
Dec. 26 Sold furniture to Beige Chipmunk Inc. for $15,000; terms 1/10, n/30. The cost of the 


furniture to Queen was $12,250. 


Instructions 


a. 


As a result of the accounting clerk’s errors, compute the amount by which the following 
accounts are overstated or understated: 


1. Accounts Receivable 
2. Inventory 

3. Accounts Payable 

4. Sales 

5. Cost of Goods Sold 


Compute the amount by which net income is overstated or understated. 


Prepare a single journal entry to correct the errors that the accounting clerk has made. (Assume 
that Queen has yet to close its books for the current year.) 


Assume that Queen has already closed its books for the current year. Make a single journal 
entry to correct the errors that the accounting clerk has made. 


Assume that the ending inventory balance is correctly stated based on adjustments resulting 
from a physical inventory count. (Cost of Goods Sold was debited or credited based on the 
inventory adjustment.) Assume that Queen has already closed its books for the current year, 
and make a single journal entry to correct the errors that the accounting clerk has made. 


Computer Resources Inc. is a computer retailer. Computer Resources began operations in Decem- 
ber of the current year and engaged in the following transactions during that month. Computer 
Resources uses a perpetual inventory system. 


Dec. 5 Purchased $100,000 of computer equipment, terms n/30. 


Dec. 12 Sold $100,000 of computer equipment, terms n/30. The cost of the equipment sold is 


$50,000. 


Dec. 26 Purchased $200,000 of computer equipment, terms n/30. 
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Instructions 
a. Compute the gross profit on Computer Resources’s transactions during December. 


b. Compute the gross profit on Computer Resources’s transactions during December if a cash- 
basis accounting system was used. 


c. Explain the difference between the results in a and b. 


d. Assume that the fair value of Computer Resources’s inventory at December 31 is $375,000. 
A potential lender asks Computer Resources to prepare a fair-value—based balance sheet. Pre- 
pare the journal entry to reflect inventory at fair value. Comment on how a retailer might 
determine fair value for inventory items. [Hint: Increase the Inventory account by the differ- 
ence between fair value and book value with the offset to an account titled Revaluation of 
Inventory to Market Value.] 


101 PROBLEM 6.8B SUI sells presses. At December 31, 2011, SUI’s inventory amounted to $500,000. During the first 
A Comprehensive week of January 2012, the company made only one purchase and one sale. These transactions were 
pes Problem as follows: 
LO8 Jan. 5 Purchased 60 machines from Double, Inc. The total cost of these machines was 


$40,000, terms 3/10, n/60. 


Jan. 10 Sold 30 different types of products on account to Air Corporation. The total sales price 
was $28,000, terms 5/10, n/90. The total cost of these 30 units to SUI was $10,000 
(net of the purchase discount). 


SUI has a full-time accountant and a computer-based accounting system. It records sales at the 
gross sales price and purchases at net cost and maintains subsidiary ledgers for accounts receiv- 
able, inventory, and accounts payable. 


Instructions 


a. Briefly describe the operating cycle of a merchandising company. Identify the assets and lia- 
bilities directly affected by this cycle. 


b. Prepare journal entries to record these transactions, assuming SUI uses a perpetual inventory 
system. 


c. Explain the information in part b that should be posted to subsidiary ledger accounts. 
Compute the balance in the Inventory control account at the close of business on January 10. 


e. Prepare journal entries to record the two transactions, assuming that SUI uses a periodic 
inventory system. 


f. Compute the cost of goods sold for the two weeks of January assuming use of the periodic 
system. (Use your answer to part d as the ending inventory.) 


g. Which type of inventory system do you think SUI most likely would use? Explain your 
reasoning. 


h. Compute the gross profit margin on the January 10 sales transaction. [Round your answer to 
one decimal place. ] 


Critical Thinking Cases 


L05. ~CASE 6.1 In each of the following situations, indicate whether you would expect the business to use a peri- 
Selecting an odic inventory system or a perpetual inventory system. Explain the reasons for your answer. 


bene ayer) a. The Frontier Shop is a small retail store that sells boots and Western clothing. The store is 


operated by the owner, who works full-time in the business, and by one part-time salesclerk. 
Sales transactions are recorded on an antique cash register. The business uses a manual ac- 
counting system, which is maintained by ACE Bookkeeping Service. At the end of each 
month, an employee of ACE visits The Frontier Shop to update its accounting records, prepare 
sales tax returns, and perform other necessary accounting services. 


b. Allister’s Corner is an art gallery in the Soho district of New York. All accounting records are 
maintained manually by the owner, who works in the store on a full-time basis. The store sells 
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three or four paintings each week, at sales prices ranging from about $5,000 to $50,000 per 
painting. 

c. A publicly owned corporation publishes about 200 titles of college-level textbooks. The books 
are sold to college bookstores throughout the country. Books are distributed to these book- 
stores from four central warehouses located in California, Texas, Ohio, and Virginia. 


d. Toys-4-You operates a national chain of 86 retail toy stores. The company has a state-of-the- 
art computerized accounting system. All sales transactions are recorded on electronic point- 
of-sale terminals. These terminals are tied into a central computer system that provides the 
national headquarters with information about the profitability of each store on a weekly basis. 


e. Mr. Jingles is an independently owned and operated ice cream truck. 


TransComm is a small company that sells very large quantities of a single product. The prod- 
uct is a low-cost spindle of recordable compact disks (CDRs) manufactured by a large Japa- 
nese company. Sales are made only in large quantities, primarily to chains of computer stores 
and large discount stores. This year, the average sales transaction amounted to $14,206 of 
merchandise. All accounting records are maintained by a full-time employee using commer- 
cial accounting software and a personal computer. 


104 CASE 6.2 Village Hardware is a retail store selling hardware, small appliances, and sporting goods. The busi- 
A Cost-Benefit ness follows a policy of selling all merchandise at exactly twice the amount of its cost to the store 
108 Analysis and uses a periodic inventory system. 


At year-end, the following information is taken from the accounting records: 


Net saleSiz,.: « oci.c b24c80h0000 5 0086 5e800no0 g aA bed 0 eee oboe $580,000 
Inventory; Janualy 1 ccs sound dee pe Heed tae woe deh dae eee 58,000 
PUrChaS@S!s «4a. d eeedanacgos aks eda Pana oe Gebers Gow we aaa $297,250 


A physical count indicates merchandise costing $49,300 is on hand at December 31. 


Instructions 
a. Prepare a partial income statement showing computation of the gross profit for the year. 


b. On seeing your income statement, the owner of the store makes the following comment: “In- 
ventory shrinkage losses are really costing me. If it weren’t for shrinkage losses, the store’s 
gross profit would be 50 percent of net sales. I’m going to hire a security guard and put an end 
to shoplifting once and for all.” 


Determine the amount of loss from inventory shrinkage stated (1) at cost and (2) at retail 
sales value. (Hint: Without any shrinkage losses, the cost of goods sold and the amount of 
gross profit would each amount to 50 percent of net sales.) 


c. Assume that Village Hardware could virtually eliminate shoplifting by hiring a security guard 
at a cost of $1,800 per month. Would this strategy be profitable? Explain your reasoning. 


L038 CASE 6.3 Identify one local business that uses a perpetual inventory system and another that uses a periodic 
tnrougn GOP Assignment — system. Interview an individual in each organization who is familiar with the inventory system and 
rou . . 
= Evaluating an the recording of sales transactions. 


L05 Inventory System é 
Instructions 


Separately for each business organization: 
LO7 


a. Describe the procedures used in accounting for sales transactions, keeping track of inventory 
levels, and determining the cost of goods sold. 


b. Explain the reasons offered by the person interviewed as to why the business uses this type of 
system. 


c. Indicate whether your group considers the system in use appropriate under the circumstances. 
If not, recommend specific changes. Explain your reasoning. 


Critical Thinking Cases 


L08 CASE 6.4 
Manipulating Income 


L08.) INTERNET 
CASE 6.5 
Exploring the Annual 
Report of Gap, Inc. 
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You have recently taken a position with Albers, Inc., a wholesale company that relies heavily on 
sales outside the United States. In order to facilitate sales worldwide, the company has warehouses 
at several non—U.S. locations from which it services important markets in different parts of the 
world. 

You are in the midst of year-end closings, and your supervisor approaches you about what can 
be done to improve the appearance of the company’s performance for the current year. His idea is 
to intentionally overstate year-end inventory at locations outside the United States, thereby reduc- 
ing cost of goods sold and improving gross profit and net income. Because of the remote locations 
where much of the inventory is housed, he reasons that it is unlikely that the overstatement will 
be discovered. You are aware that his compensation includes a bonus based, in part, on reported 
income. He has also indicated that he will “take care of you” in the future if you are supportive in 
taking steps to improve the company’s reported financial performance, such as the inventory over- 
statement he currently proposes. 


Instructions 


a. Once you get over the shock of being asked to engage in this activity, how will you deal with 
this situation? What are the implications to you of going along with your supervisor’s plan? If 
you are not inclined to cooperate, how will you deal with this situation? 


b. Besides being unethical, what other implications does your supervisor’s plan have for your 
company’s reported performance in future years? 


You can find a large amount of information on the Internet to evaluate the performance of compa- 
nies. Many firms provide links to this information on their home pages. 
Access the home page of The Gap, Inc., at the following Internet location: 


www.gapinc.com 


Instructions 
a. What links to financial information are available on the company’s home page? 
b. Download the company’s most recent annual report and use it to answer the following ques- 
tions: 
1. By what percentage amounts did net sales increase or decrease in each of the three years 
reported? 
2. What was the company’s gross profit rate for each of the three years reported? 


3. What were the company’s sales per square foot of selling space for each of the three years 
reported? 

4. For the most recent year reported, how many new stores were opened? How many exist- 
ing stores, if any, were closed? 

5. By what percentage amounts did comparable store sales increase or decrease in each of 
the three years reported? 


6. What dollar amount of inventory does the company report in its most recent balance 
sheet? 


Internet sites are time and date sensitive. It is the purpose of these exercises to have you explore 
the Internet. You may need to use the Yahoo! search engine http://www.yahoo.com (or another 
favorite search engine) to find a company’s current Web address. 


Answers to Self-Test Questions 


1. a,b,d 2 DEKe ab 1b) 4. b Sb wl 6. b,c, d 1 |) 8. a,c 


© Keizo Moi/UPI Photo/Newscom 


Financial Assets 


AFTER STUDYING THIS CHAPTER, YOU SHOULD BE ABLE TO: 


L01 


L02 


LO3 


L04 


LOS 


LOG 


LO7 


Define financial assets and explain their valuation in the balance sheet. 
Describe the objectives of cash management and internal controls over cash. 
Prepare a bank reconciliation and explain its purpose. 


Describe how short-term investments are reported in the balance sheet and account for 
transactions involving marketable securities. 


Account for uncollectible receivables using the allowance and direct write-off methods. 
Explain, compute, and account for notes receivable and interest revenue. 


Evaluate the liquidity of a company’s accounts receivable. 


Microsoft Corporation is a multibillion-dollar company that develops, manu- 
factures, licenses, and supports a wide range of software products. The com- 
pany operates facilities in Ireland, Singapore, and the Greater Seattle area. 

You might think that Microsoft would have most of its resources tied up in 
plant assets. In fact, the company’s balance sheet recently reported property 
and equipment of $7.5 billion. The same balance sheet, however, shows 
total assets of nearly $78 billion. Thus, property and equipment comprise 
only 9.6 percent of Microsoft’s total assets. 

Financial assets of $42 billion account for 54 percent of Microsoft’s 
total assets. Financial assets are a company’s most liquid resources. They 
include cash, cash equivalents, certain investments in marketable securities, 
accounts receivable, and notes receivable. 

Microsoft is fortunate to have an abundance of liquid resources. As the 
most devastating credit crisis in recent history escalated, access to short- 
term financing in the commercial paper market became restricted, leaving 
many companies unable to borrow funds, buy inventory, pay bills, or honor 
commitments to employees. Even with the passage of a Congressional 
bailout package of nearly $1 trillion, investments in marketable securities 
remain volatile. 

Our coverage of financial assets throughout this chapter directly relates to 
the recent turmoil in financial markets. Topics we address include commercial 
paper (and other cash equivalents), the volatility of investment portfolios, and 


the inability of companies to collect outstanding accounts receivable. 
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Financial assets are a company’s most liquid (or cashlike) resources. The ability of a company 
to service its debt, purchase inventory, pay taxes, and cover payroll obligations hinges on 
the availability of these highly liquid assets. In this chapter, we will examine how compa- 
nies determine and report the current values of financial assets, and how effective companies 
quickly convert certain financial assets into cash. 


HOW MUCH CASH SHOULD A BUSINESS HAVE? 


In response to this question, most businesspeople would say, “As little as necessary.” In a 
well-managed company, daily cash receipts are deposited promptly in the bank. Often, a 
principal source of these daily receipts is the collection of accounts receivable. If the daily 
receipts exceed routine cash outlays, the company can meet its obligations while maintaining 
relatively low balances in its bank accounts. 

Cash that will not be needed in the immediate future often is invested in highly liquid, 
short-term securities. These investments are more productive than cash because they earn rev- 
enue in the forms of interest and dividends. If the business should need more cash than it has 
in its bank accounts, it can easily convert some of its investments back into cash. 


Learning Objective The term financial assets describes not just cash but also those assets easily and directly 


L01 


Define financial assets and = convertible into known amounts of cash. These assets include cash, short-term investments 
explain their valuation in (also called marketable securities), and receivables. We address these three types of finan- 
phe Balance sheet cial assets in a single chapter because they are so closely related. All of these assets represent 
forms of money; financial resources flow quickly among these asset categories. 
In summary, businesses “store” money in three basic forms: cash, short-term invest- 
ments, and receivables. The flow of cash among these types of financial assets is illustrated 
in Exhibit 7-1. 


Exhibit 7-1 


MONEY FLOWS AMONG 


THE FINANCIAL ASSETS Gen 


payments 


Collections 
from customers 


“Excess” Investments 
cash is are sold as 
invested cash is 
temporarily needed 
Sr 
Marketable 
securities 


THE VALUATION OF FINANCIAL ASSETS 


In the balance sheet, financial assets are shown at their current values, meaning the amounts 
of cash that these assets represent. Interestingly, current value is measured differently for each 
type of financial asset. 

The current value of cash is simply its face amount. But the current value of marketable 
securities may change daily, based on fluctuations in stock prices, interest rates, and other 
factors. Therefore, most short-term investments appear in the balance sheet at their current 
market values. (Notice that the valuation of these investments represents an exception to the 
cost principle.) 


Cash 


Accounts receivable, like cash, have stated face amounts. But large companies usually do 
not expect to collect every dollar of their accounts receivable. Some customers simply will be 
unable to make full payment. Therefore, receivables appear in the balance sheet at the esti- 
mated collectible amount—called net realizable value. 

The three methods of measuring the current value of financial assets are summarized in 
Exhibit 7-2. 


Basis for Valuation 
Type of Financial Asset in the Balance Sheet 
Cash (and cash equivalents) Face amount 
Short-term investments Fair market value 
(marketable securities) 
Receivables Net realizable value 


Accountants define cash as money on deposit in banks and any items that banks will accept 
for deposit. These items include not only coins and paper money, but also checks, money 
orders, and travelers’ checks. Banks also accept drafts signed by customers using bank credit 
cards, such as Visa and MasterCard. Thus sales to customers using bank cards are consid- 
ered cash sales, not credit sales, to the enterprise that makes the sale. 

Most companies maintain several bank accounts as well as keep a small amount of cash 
on hand. Therefore, the Cash account in the general ledger is often a control account. A cash 
subsidiary ledger includes separate accounts corresponding to each bank account and each 
supply of cash on hand within the organization. 


REPORTING CASH IN THE BALANCE SHEET 


Cash is listed first in the balance sheet because it is the most liquid of all assets. For purposes 
of balance sheet presentation, the balance in the Cash control account is combined with that 
of the control account for cash equivalents. 


Cash Eq uivalents Some short-term investments are so liquid that they are termed cash 
equivalents. Examples include money market funds, U.S. Treasury bills, and high-grade com- 
mercial paper (very short-term notes payable that are issued by large, creditworthy corpora- 
tions). These assets are considered so similar to cash that they are combined with the amount 
of cash in the balance sheet. Therefore, the first asset listed in the balance sheet often is called 
Cash and Cash Equivalents. 

To qualify as a cash equivalent, an investment must be very safe, have a very stable market 
value, and mature within 90 days of the date of acquisition. Investments in even the high- 
est quality stocks and bonds of large corporations are not viewed as meeting these criteria. 
Short-term investments that do not qualify as cash equivalents are listed in the balance sheet 
as Marketable Securities. 


Restricted Cash Some bank accounts are restricted as to their use, so they are not 
available to meet the normal operating needs of the company. For example, a bank account 
may contain cash specifically earmarked for the repayment of a noncurrent liability, such as a 
bond payable. Restricted cash should be presented in the balance sheet as part of the section 
entitled “Investments and Restricted Funds.” 
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Exhibit 7-2 


METHODS OF MEASURING 
THE CURRENT VALUE OF 
FINANCIAL ASSETS 
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Learning Objective 


L02 


Describe the objectives 
of cash management and 
internal controls over cash. 
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As a condition for granting a loan, banks often require the borrower to maintain a com- 
pensating balance (minimum average balance) on deposit in a non-interest-bearing checking 
account. This agreement does not actually prevent the borrower from using the cash, but it 
does mean the company must quickly replenish this bank account. Compensating balances 
are included in the amount of cash listed in the balance sheet, but these balances should be 
disclosed in the notes accompanying the financial statements. 


Lines of Credit Many businesses arrange lines of credit with their banks. A line of 
credit means that the bank has agreed in advance to lend the company any amount of money 
up to a specified limit. The company can borrow this money at any time simply by drawing 
checks on a special bank account. A liability to the bank arises as soon as a portion of the 
credit line is used. 

The unused portion of a line of credit is neither an asset nor a liability; it represents only 
the ability to borrow money quickly and easily. Although an unused line of credit does not 
appear as an asset or a liability in the balance sheet, it increases the company’s liquidity. Thus 
unused lines of credit usually are disclosed in notes accompanying the financial statements. 
For example, Wet Seal, Inc., recently included the following information in the footnotes 
accompanying its financial statements: 


We maintain a $35 million line of credit that can be increased up to $50 million in absence 
of any defaults. To date, $7.4 million of this amount has been used for the purchase of 
inventory. 


CASH MANAGEMENT 


The term cash management refers to planning, controlling, and accounting for cash trans- 
actions and cash balances. Because cash moves so readily between bank accounts and 
other financial assets, cash management really means the management of all financial 
resources. Efficient management of these resources is essential to the success—even to the 
survival—of every business organization. The basic objectives of cash management are as 
follows: 


¢ Provide accurate accounting for cash receipts, cash disbursements, and cash balances. 
e Prevent or minimize losses from theft or fraud. 


e Anticipate the need for borrowing and assure the availability of adequate amounts of cash 
for conducting business operations. 


¢ Prevent unnecessarily large amounts of cash from sitting idle in bank accounts that produce 
no revenue. 


INTERNAL CONTROL OVER CASH 


Internal control over cash is sometimes regarded merely as a means of preventing fraud and 
theft. A good system of internal control, however, will also aid in achieving the other objec- 
tives of efficient cash management, including accurate accounting for cash transactions, 
anticipating the need for borrowing, and the maintenance of adequate but not excessive cash 
balances. 

The major steps in achieving internal control over cash transactions and cash balances 
include the following: 


e Separate the function of handling cash from the maintenance of accounting records. 
Employees who handle cash should not have access to the accounting records, and 
accounting personnel should not have access to cash. 

e Prepare cash budgets (or forecasts) of planned cash receipts, cash payments, and cash 
balances, scheduled month-by-month for the coming year. 


¢ Prepare a control listing of cash receipts at the time and place the money is received. 


Cash 


¢ Require that all cash receipts be deposited daily in the bank. 


¢ Make all payments by check. The only exception should be for small payments to be made 
in cash from a petty cash fund. (Petty cash funds are discussed later in this chapter.) 


e Require that every expenditure be verified before a check is issued in payment. Separate 
the function of approving expenditures from the function of signing checks. 

¢ Promptly reconcile bank statements with the accounting records. The person who 
reconciles the bank statements should not have any opportunities to physically handle 
cash. (Bank statement reconciliations are discussed later in this chapter.) 


Cash Over and Short In the handling of daily cash transactions, a few minor errors 
inevitably will occur. These errors may cause a cash shortage or overage at the end of the day 
when the cash is counted and compared with the reading on the cash registers. 

For example, assume that total cash sales recorded during the day amount to $4,500. 
However, the cash receipts in the register drawers total only $4,485. The following entry 
would be made to adjust the accounting records for this $15 shortage in the cash receipts: 


GashiOveramd SMor carceeseyscseseess coerce ve ne oes easesee so eeavece ens ee sens eyes ure usa Rede he 15 
AS Hip eee rece nae seat a eee ee ee CANS oe ce cn Ct a ree em 15 
To record a shortage in cash receipts for the day. 


The account entitled Cash Over and Short is debited for shortages and credited with over- 
ages. If the account has a debit balance, it appears in the income statement as a miscellaneous 
expense; if it has a credit balance, it is shown as a miscellaneous revenue. 


BANK STATEMENTS 


Each month the bank provides the depositor with a statement of the depositor’s account.! As 
illustrated in Exhibit 7-3, a bank statement shows the account balance at the beginning of the 
month, the deposits, the checks paid, any other additions and subtractions during the month, 
and the new balance at the end of the month. (To keep the illustration short, we have shown a 
limited number of deposits rather than one for each business day in the month.) 


RECONCILING THE BANK STATEMENT 


A bank reconciliation is a schedule explaining any differences between the balance shown in 
the bank statement and the balance shown in the depositor’s accounting records. The bank and 
the depositor maintain independent records of the deposits, the checks, and the current bal- 
ance of the bank account. Each month, the depositor should prepare a bank reconciliation to 
verify that these independent sets of records are in agreement. This reconciliation may dis- 
close internal control failures, such as unauthorized cash disbursements or failures to deposit 
cash receipts, as well as errors in either the bank statement or the depositor’s accounting 
records. In addition, the reconciliation identifies certain transactions that must be recorded in 
the depositor’s accounting records and helps to determine the actual amount of cash on 
deposit. 


Normal Differences between Bank Records and Accounting Records 
The balance shown in a monthly bank statement seldom equals the balance appearing in the 
depositor’s accounting records. Certain transactions recorded by the depositor may not have 
been recorded by the bank. The most common examples are: 


' Large businesses may receive bank statements on a weekly basis. 
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Learning Objective 


Prepare a bank 
reconciliation and explain 
its purpose. 


LOS 
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Exhibit 7-3 
A BANK STATEMENT 
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Western National Bank Customer Account No. 501390 
100 Olympic Boulevard Parkview Company 
Los Angeles, CA 109 Parkview Road 


Los Angeles, CA 


Bank Statement for the Month Ended July 31, 2011 


Date Amount 

June 30 Previous statement balance ..........::cccccccsccessccsscsseeessseneees $ 5,029.30 
Deposits and Other Increases (Credits) 

July 1 300.00 

July 2 1,250.00 

July 8 993.60 

July 12 O23 

July 18 1,300.00 

July 22 500.00 CM 

July 24 1,083.25 

July 30 alileoo: 

July 31 24.74 INT 
Total deposits and other increases (credits) .......... eee 7,186.91 


Checks Written and Other Decreases (Debits) 


July 2 Ck. 882 1,100.00 

July 3 Ck. 883 415.20 

July 3 Ck. 884 10.00 

July 10 Ck. 885 96.00 

July 10 Ck. 886 400.00 

July 12 Ck. 887 11 eiASHS/ 

July 15 Ck. 889 425.00 

July 18 Ck. 892 2,095.75 

July 22 Ck. 893 85.00 

July 22 5.00 DM 

July 24 Ck. 894 | WAS 277 

July 30 50.25 NSF 

July 31 12.00 SC 
Total checks written and other decreases (debits) ........... (7,216.04) 

July 31 Balance ithisistatementisrccccccecceereuccercecssessececeerecerseveceerecess $5,000.17 

Explanation of Symbols 

CM Credit Memoranda 

DM Debit Memoranda 

INT Interest Earned on Average Balance 

NSF Not Sufficient Funds 

SC Service Charge 


Outstanding checks. Checks issued and recorded by the company but not yet presented to 
the bank for payment. 


Deposits in transit. Cash receipts recorded by the depositor that reached the bank too late 
to be included in the bank statement for the current month. 


In addition, certain transactions appearing in the bank statement may not have been 


recorded by the depositor. For example: 


Service charges. Banks often charge a fee for handling small accounts. The amount of 
this charge usually depends on both the average balance of the account and the number of 
checks paid during the month. 


Charges for depositing NSF checks. NSF stands for “Not Sufficient Funds.” When checks 
from customers are deposited, the bank generally gives the depositor immediate credit. On 
occasion, one of these checks may prove to be uncollectible, because the customer who 
wrote the check did not have sufficient funds in his or her account. In such cases, the bank 
will reduce the depositor’s account by the amount of this uncollectible item and return 


Cash 


the check to the depositor marked “NSF.” The depositor should view an NSF check as an 
account receivable from the customer, not as cash. 

Credits for interest earned. The checking accounts of unincorporated businesses often 
earn interest. At month-end, this interest is credited to the depositor’s account and reported 
in the bank statement. (Current law prohibits interest on corporate checking accounts.) 


Miscellaneous bank charges and credits. Banks charge for services—such as printing 
checks, handling collections of notes receivable, and processing NSF checks. The 
bank deducts these charges from the depositor’s account and notifies the depositor by 
including a debit memorandum in the monthly bank statement. If the bank collects a note 
receivable on behalf of the depositor, it credits the depositor’s account and issues a credit 
memorandum.’ 


In a bank reconciliation, the balances shown in the bank statement and in the accounting 


records are both adjusted for any unrecorded transactions. Additional adjustments may be 
required to correct any errors discovered in the bank statement or in the accounting records. 


Steps in Preparing a Bank Reconciliation The specific steps in preparing a 
bank reconciliation are as follows: 


1; 


Compare deposits listed in the bank statement with the deposits shown in the accounting 
records. Any deposits not yet recorded by the bank are deposits in transit and should be 
added to the balance shown in the bank statement. 


. Compare checks paid by the bank with the corresponding entries in the accounting records. 


Any checks issued but not yet paid by the bank should be listed as outstanding checks to be 
deducted from the balance reported in the bank statement. 


. Add to the balance per the depositor’s accounting records any credit memoranda issued by 


the bank that have not been recorded by the depositor. 


. Deduct from the balance per the depositor’s records any debit memoranda issued by the 


bank that have not been recorded by the depositor. 


. Make appropriate adjustments to correct any errors in either the bank statement or the 


depositor’s accounting records. 


. Determine that the adjusted balance of the bank statement is equal to the adjusted balance 


in the depositor’s records. 


. Prepare journal entries to record any items in the bank reconciliation listed as adjustments 


to the balance per the depositor’s records. 


Illustration of a Bank Reconciliation The July bank statement sent by the bank 
to Parkview Company was illustrated in Exhibit 7-3. This statement shows a balance of cash 
on deposit at July 31 of $5,000.17. Assume that on July 31, Parkview’s ledger shows a bank 
balance of $4,262.83. The employee preparing the bank reconciliation has identified the 
following reconciling items: 


1. 


2. 


A deposit of $410.90 made after banking hours on July 31 does not appear in the bank 
statement. 


Four checks issued in July have not yet cleared the bank. These checks are: 


Check No. Date Amount 
881 July 1 $100.00 
888 July 14 10.25 
890 July 16 402.50 
891 July 17 205.00 


> Banks view each depositor’s account as a liability. Debit memoranda are issued for transactions that reduce 
this liability, such as bank service charges. Credit memoranda are issued to recognize an increase in this 
liability, as results, for example, from interest earned by the depositor. 
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3. Two credit memoranda were included in the bank statement: 


Date Amount Explanation 


July 22 $500.00 Proceeds from collection of a non-interest-bearing note receivable 
from J. David. The bank’s collection department collected this 
note for Parkview Company. 


July 31 24.74 Interest earned on average account balance during July. 


4. Three debit memoranda accompanied the bank statement: 


Date Amount Explanation 

July 22 $ 5.00 Fee charged by bank for handling collection of note receivable. 

July 30 50.25 Check from customer J. B. Ball deposited by Parkview Company 
charged back as NSF. 

July 31 12.00 Service charge by bank for the month of July. 


5. Check no. 893 was issued to the telephone company in the amount of $85 but was 
erroneously recorded in the cash payments journal as $58. The check, in payment of 
telephone expense, was paid by the bank and correctly listed at $85 in the bank state- 
ment. In Parkview’s ledger, the Cash account is overstated by $27 because of this error 
($85 — $58 = $27). 


The July 31 bank reconciliation for Parkview Company is shown in Exhibit 7-4. (The num- 
bered arrows coincide both with the steps in preparing a bank reconciliation and with the 
reconciling items just listed.) 


Exhibit 7-4 PARKVIEW COMPANY 
THE BANK BANK RECONCILIATION 
RECONCILIATION JULY 31, 2011 
Balance per bank statement, July 31, 2011................. 000 e eee ee eee $5,000.17 
@——> Add: Deposit of July 31 not recorded by bank ..............00.000eeeeeeee 410.90 
$5,411.07 
@—>_ Deduct: Outstanding checks: 

IN Felsets ts} Reeeaet cme peters necttetnaen e cutewe. Dien cecemecteemmaeh ce sarc chee neeneectethane $100.00 

Ne fete toys ieneaee coerce eee ames ee Deere cee cnn a ee Eee EERE 10.25 

NOR SOO eae rae eC een re Fan ne ce rane Fete ete 402.50 
IN Feet X9)H | pees meres seer heh etree ar Dito oor ene Crete Deer eee PERCE 205.00 717.75 
Adjustedicashi balances. .n secre 2 ase ae ere ene ae $4,693.32 
Balance per depositor’s records, July 31, 2011.................. $4,262.83 

@——~> Add: Note receivable collected for us by bank................--. $500.00 
nwelReesyiereTeatetolOlMmme SIU oan cagesnanannnancanonenanans 24.74 524.74 
$4,787.57 

Deduct Collectioniee: ect sein eee eee nee eset Sean ee cen $ 5.00 

@— NSF check Gifu.  Eelloanacvecccanadaansuooocanaueat 50.25 

SSMICS:CNANGE: soem ce att ae cheers eins sus enue sigan tut 12.00 
O)}—<ee et ErorgonicheckestubinonS9Simnrreer tree ree 27.00 94.25 


Adjusted cash balance (as above) ............-.-0-0-0 eee eeaee $4,693.32 


Short-Term Investments 


Updating the Accounting Records The last step in reconciling a bank state- 
ment is to update the depositor’s accounting records for any unrecorded cash transactions 
brought to light. In the bank reconciliation, every adjustment to the balance per depositor’s 
records is a cash receipt or a cash payment that has not been recorded in the depositor’s 
accounts. Therefore, each of these items should be recorded. 

In this illustration and in our assignment material, we follow a policy of making one jour- 
nal entry to record the unrecorded cash receipts and another to record the unrecorded cash 
reductions. (Acceptable alternatives would be to make separate journal entries for each item 
or to make one compound entry for all items.) On the basis of our recording policy, the entries 
to update the accounting records of Parkview Company are: 


Galas eaten swstes redeitea ste woucn een ey someone Cae shcgsuchewe (Aycennene tare en tereciiun ay cantisne treason ts 524.74 
Notes:Receivables sexys core ecu tere ar tens Sy ce err e ecrneeoene 500.00 
IntereStRevenuic trier casts mecca oe necige cerca ns oe ie eeeony eg free eee ea Bee 24.74 

To record collection of note receivable from J. David collected by 

bank and interest earned on bank account in July. 

Bank: Service Charges nego tars ssecre acter ie castes nena eer pors neces 17.00 

Accounts Receivable (eB Ball) errneriisrrae ter eercne ite teense aie 50.25 

MelephomesExpeMmsee sc vrcricpaccssescs sec cae coax getowersyaseon tearatecueav neueycuvgccves Geoareren 27.00 
Casliexdetsicie ise ecsncais tas Meese Biare ele eaten eae anete pee 94.25 


To record bank charges (service charge, $12; collection fee, $5); 
to reclassify NSF check from customer J. B. Ball as an account 
receivable; and to correct understatement of cash payment for 
telephone expense. 


Short-Term Investments 


Companies with large amounts of liquid resources often hold most of these resources in the 
form of marketable securities rather than cash. 

Marketable securities consist primarily of investments in bonds and in the capi- 
tal stocks of publicly owned corporations. These marketable securities are traded (bought 
and sold) daily on organized securities exchanges, such as the New York 
Stock Exchange, the Tokyo Stock Exchange, and Mexico’s Bolsa. A 
basic characteristic of all marketable securities is that they are readily 
marketable—meaning that they can be purchased or sold quickly and easily 
at quoted market prices. 

Investments in marketable securities earn a return for the investor in the 
form of interest, dividends, and—if all goes well—an increase in market 
value. Meanwhile, these investments are almost as liquid as cash itself. 
They can be sold immediately over the telephone, simply by placing a “sell 
order” with a brokerage firm such as Merrill Lynch or Morgan Stanley, 
or on the Internet, by using an online brokerage firm such as E*TRADE 
Financial. 

Due to their liquidity, investments in marketable securities usually are listed 
immediately after Cash in the balance sheet and are most often classified as 
available for sale securities.* 
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Per bank credit 
memoranda 


Per bank debit memoranda 
(and correction of an error) 


Learning Objective 
Describe how short-term 
investments are reported 
in the balance sheet and 
account for transactions 
involving marketable securities. 
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3 Other investment classifications include trading securities and held-to-maturity securities. These classifica- 
tions are discussed in more advanced courses. 
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CASE IN POINT 


It is common for enterprises to invest a portion of their excess cash in marketable 
securities in anticipation of earning higher returns than they would by keeping these 
funds in the form of cash and cash equivalents. The following sample taken from recently 
issued balance sheets illustrates the willingness of companies to invest millions, even 
billions, of dollars in marketable securities: 


Amount Invested 


BOGUBUWY o5 26 diode cdostites digeean es Secu dean eend Sek Aen Dhaee $ 11 million 
Dell Computer Corporation .....................2.......005. $ 331 million 
Ford Motor Company’. 2 i....0..vicacss yess cas yees ek aee diene $15.1 billion 
PrHZErS ING. ¢ iicccch ee adhe ea dete eee bye ea deed dae tans $ 24 billion 
Microsoft Corporation ...................... 022 eee eee eee eee $25.3 billion 


Accounting for Marketable Securities 


There are four basic events relating to investments in marketable securities: (1) the purchase 
of investments, (2) the receipt of dividends or interest revenue, (3) the sale of investments, and 
(4) end-of-period adjustments. 


PURCHASE OF MARKETABLE SECURITIES 


Investments in marketable securities are originally recorded at cost, which includes any bro- 
kerage commissions. To illustrate, assume that Foster Corporation purchases as a short-term 
investment 4,000 shares of The Coca-Cola Company on December 1. Foster paid $48.98 
per share, plus a brokerage commission of $80. The entry to record the purchase of these 
shares is: 


Marketable:SecuniticSapanerceccesererarace ee ee pam 196,000 
AS heer ere eee ere we nea ee Rene 196,000 


Purchased 4,000 shares of Coca-Cola capital stock. Total cost 
$196,000 ($48.98 x 4,000 shares + $80); cost per share, 
$49 ($196,000 + 4,000 shares). 


Marketable Securities is a control account used to report all of a company’s short-term invest- 
ments. If Foster Corporation invests in other companies it will make an entry similar to the 
one shown above; however, it will also create a marketable securities subsidiary ledger to 
maintain a separate record of each security owned. 

Notice that the $49 cost per share computed in the explanation of the above journal entry 
includes a portion of the total brokerage commission. The $49 per share cost basis will be 
used in computing any gains or losses when Foster Corporation sells these securities. 


RECOGNITION OF INVESTMENT REVENUE 


Entries to recognize interest and dividend revenue typically involve a debit to Cash and a credit 
to either Interest Revenue or Dividend Revenue. To illustrate, assume that on December 15, 
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Foster Corporation receives a $0.30 per share dividend on its 4,000 shares of Coca-Cola. The 
entry to record this receipt is: 


Received a quarterly dividend on shares of Coca-Cola 
capital stock ($0.30 per share x 4,000 shares). 


Dividend and interest revenue is reported in the income statement as a component of a company’s 
net income. It most often appears near the bottom of the income statement in the computation 
of income before taxes. The reporting of investment revenue is discussed further in Chapter 11. 


SALE OF INVESTMENTS 


When an investment is sold, a gain or a loss often results. If an investment is sold for more 
than its cost basis a gain is recorded, whereas selling an investment for an amount less than 
its cost basis results in a loss. These items appear in the “Other Income/Expense” section of 
the income statement. 


Investments Sold at a Gain To illustrate, assume that Foster Corporation sells 500 
shares of its Coca-Cola stock on December 18 for $50.04 per share, less a $20 brokerage 
commission. Recall that Foster’s cost basis, as computed on December 1, is $49 per share. 
Thus, the entry to record the sale and the $500 gain is as follows: 


(GET gree acercaats caecte pete ret Ea ROIS LOR Che EOIN Eee Ce, Ea eee ee 25,000 
Marketable'Securities 33.5.4 272.2528 cae ne ee ee ern 24,500 
GaintonrsalevofinvestmMentSn seman meeerne ore rear 500 

Sold 500 shares of Coca-Cola stock at a gain: 

Sale proceeds ($50.04 x 500 shares — $20 commission) .......... $25,000 
@ostibasiss(G49e<500 shares) seen ener ieee ee nee 24,500 
Gainvonisaler reese en er ace ean eee eee es $ 500 


This transaction results in a gain because Foster Corporation sold the shares at an amount 
above their cost basis. The gain on the sale increases the company’s net income for the period 
and is reported in the income statement in similar fashion to interest and dividend revenue. 
At the end of the period, the credit balance in the Gain on Sale of Investments account is 
closed to the Income Summary account, along with the credit balances of the other revenue 
accounts. 


Investments Sold at a Loss Assume that Foster Corporation sells an additional 
2,500 shares of its Coca-Cola stock on December 27 for $48.01 per share, less a $25 
brokerage commission. The entry to record the sale and the $2,500 loss is recorded as 


follows: 
LES (Sl seer ete Crees eRe EES tet RE ner ete ee ote tenet ere Pater eri tees oe eee 120,000 
Lossion.SaleiofiInvestmentSiereece eee earn acer eee ene 2,500 
Marketable: SecuinitiGs se aeccwrrccacr meine ace cia ere ree eee 122,500 
Sold 2,500 shares of Coca-Cola stock at a loss: 
Costibasisn($49><2-500ishares) meee seer ere tere ener eee receeer $122,500 
Sale proceeds ($48.01 x 2,500 shares — $25 commission) ........ 120,000 


FOSStOniSal cee reset he yee tance tet errs enemies ce ater acter enters elo eet $ 2,500 
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This loss reduces Foster Corporation’s net income and is reported near the bottom of the 
income statement. The debit balance in the Loss on Sale of Investments account is closed to 
the Income Summary account at the end of the period, along with the debit balances of the 
other expense accounts. 


ADJUSTING MARKETABLE SECURITIES TO MARKET VALUE 


Securities classified as available for sale are presented in the balance sheet at their current 
market value as of the balance sheet date. Hence, this valuation principle is often called 
fair value accounting. The adjustment of marketable securities to their current market value 
requires the use of an account entitled Unrealized Holding Gain (or Loss) on Investments. 
This account appears as a stockholders’ equity item in the balance sheet.* 

To illustrate, let us assume that Foster Corporation’s 1,000 remaining shares of Coca-Cola 
capital stock have a current market value of $47,000 on December 31 (1,000 shares at a 
market price of $47 per share). Prior to any adjustment, the company’s Marketable Securities 
account has a balance of $49,000 (1,000 shares at $49 per share). Thus, Foster Corporation 
must make the following fair value adjustment on December 31: 


Unrealized Holding Loss on Investments ..............+-.+-e+ee sees 2,000 
Marketable:Securitics Sa cajcme to ene scene Greece eran vee 2,000 


To adjust the balance sheet valuation of marketable securities 
from $49,000 (1,000 shares x $49) to the December 31 
market value of $47,000 (1,000 shares x $47). 


Exhibit 7—5 illustrates Foster Corporation’s condensed balance sheet following its marketable 
securities valuation adjustment. 


FOSTER CORPORATION 


BALANCE SHEET 
AS OF DECEMBER 31 OF THE CURRENT YEAR 


Assets Liabilities & Stockholders’ Equity 
Current assets: Liabilities: 
(CEN) awe soneooseeueeesduesaes $ 50,000 (Detail not shown)........... $350,000 


Marketable securities (cost, 
$49,000; market value, 


$47/000) 2 een eee 47,000 Stockholders’ equity: 

Accounts receivable ........... 23,000 mea Capitalistockenre seer $400,000 

Total current assets ............ $120,000 Retained earnings .......... 152,000 
Unrealized holding loss 

Other assets: on investments .......... (2,000) 
Total stockholders’ equity .... $550,000 

(Detail not shown) ............. $780,000 

MOtall vee wees ne ee SIOOOOO otal ass necrarr ce ee cea $900,000 


Although the $49,000 cost of Foster Corporation’s marketable securities is disclosed in 
the balance sheet, the $47,000 market value is used in the computation of total assets. The 
difference between the cost and market value also appears as an element of stockholders’ 


4 Unrealized holding gains and losses are often combined with other activities and reported in a stockholders’ 
equity account entitled Accumulated Other Comprehensive Income. Comprehensive income is discussed in 
Chapter 12. 
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equity, entitled Unrealized Holding Loss on Investments. When the market value of invest- 
ment falls below cost, as in the case just presented, this special equity account is a subtrac- 
tion from equity, representing a holding Joss. But if the market value is above cost, this 
account is an addition to equity, representing a holding gain. Thus, if Foster’s 1,000 shares of 
Coca-Cola had a market value on December 31 of $51 per share, the investment would have 
been reported in the asset section of the balance sheet at $51,000, and the stockholders’ equity 
section of the balance sheet would have included the addition of a $2,000 unrealized holding 
gain on investments. 

Unrealized holding gains and losses are not subject to income taxes. Income taxes are lev- 
ied only upon realized gains and losses recognized when investments are sold. Nonetheless, 
unrealized holding gains and losses are actually reported in the balance sheet net of expected 
future income tax effects. The computation of future tax effects is beyond the scope of our 
introductory discussion and is addressed in more advanced accounting courses. In the assign- 
ment material at the end of this chapter, unrealized holding gains and losses simply represent 
the difference between the cost and the current market value of the securities owned. 


INTERNATIONAL 


Fair value accounting is not always used internationally for valuing short-term invest- 
ments. Germany and Japan continue to use the lower of cost or market valuation tech- 
niques because their accounting standards setters (Ministry of Finance for Japan and the 
German government) believe the techniques are more conservative. International Finan- 
cial Reporting Standards (IFRS) account for available-for-sale marketable securities in 
similar fashion to U.S. GAAP. 


Accounts Receivable 


One of the key factors underlying the growth of the American economy is the trend toward 
selling goods and services on credit. Accounts receivable comprise the largest financial asset 
of many merchandising companies. 

Accounts receivable are relatively liquid assets, usually converting into cash within a 
period of 30 to 60 days. Therefore, accounts receivable from customers usually appear in the 
balance sheet immediately after cash and short-term investments in marketable securities. 

In Chapter 5, we explained that assets capable of being converted quickly into cash are 
classified in the balance sheet as current assets. The period used to define current assets is typi- 
cally one year or the company’s operating cycle, whichever is longer. The operating cycle was 
defined in Chapter 6 as the normal period of time required to convert cash into inventory, inven- 
tory into accounts receivable, and accounts receivable back into cash. Some companies sell 
merchandise on long-term installment plans that require accounts receivable be outstanding for 
12, 24, or even 48 months before being collected. These receivables are part of the company’s 
normal operating cycle. Therefore, all accounts receivable arising from normal sales activity 
are generally classified as current assets, even if the credit terms extend beyond one year. 


UNCOLLECTIBLE ACCOUNTS 


We have stated that accounts receivable are shown in the balance sheet at the estimated col- 
lectible amount—called net realizable value. No business wants to sell merchandise on 
account to customers who will be unable to pay. Nonetheless, if a company makes credit sales 
to hundreds—perhaps thousands—of customers, some accounts inevitably will turn out to be 
uncollectible. 

A limited amount of uncollectible accounts is not only expected—it is evidence of a sound 
credit policy. If the credit department is overly cautious, the business may lose many sales 
opportunities by rejecting customers who should have been considered acceptable credit risks. 
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Learning Objective 


Account for uncollectible 
receivables using the 
allowance and direct 
write-off methods. 
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Exhibit 7-6 

MATCHING 
UNCOLLECTIBLE 
ACCOUNTS EXPENSE TO 
THE PERIOD IN WHICH THE 
CREDIT SALE IS MADE 


xs Provision for uncollectible 
accounts 


Exhibit 7-7 
REPORTING ACCOUNTS 
RECEIVABLE AT 


ESTIMATED NET 
REALIZABLE VALUE 
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Reflecting Uncollectible Accounts in the Financial Statements An 
account receivable that has been determined to be uncollectible is no longer an asset. The loss 
of this asset represents an expense, termed Uncollectible Accounts Expense. 

In measuring business income, one of the most fundamental principles of accounting is 
that revenue should be matched with (offset by) the expenses incurred in generating that rev- 
enue. Uncollectible accounts expense is caused by selling goods on credit to customers who 
fail to pay their bills. Therefore, this expense is estimated and recorded in the time period 
in which the related sales are made, even though specific accounts receivable may not be 
determined to be uncollectible until a later accounting period. Thus an account receivable 
that originates from a credit sale in January and is determined to be uncollectible in June rep- 
resents an expense in January. Exhibit 7—6 illustrates how uncollectible accounts expense is 
matched to revenue in the period in which the credit sale is made. 


| January | February | March | April | May | June 


A The 
credit An expense GY account 
sale is ““————_ __ associated with —————™_ receivable is 
made. future uncollectible determined 
accounts must to be 
offset January sales. uncollectible. 


To illustrate the matching process, assume that World Famous Toy Co. begins business on 
January 1, 2011, and makes most of its sales on account. At January 31, accounts receivable 
amount to $250,000. On this date, the credit manager reviews the accounts receivable and 
estimates that approximately $10,000 of these accounts will prove to be uncollectible. The 
following adjusting entry should be made at January 31: 


UncollectiblesAccounts/ ExpenSel ase cane eme ae ace a eeree nee 10,000 
Allowance tomPoubttulj/AccountSmerereeniaeer reer 10,000 


To record the portion of total accounts receivable estimated to 
be uncollectible. 


The Uncollectible Accounts Expense account created by the debit part of this entry is 
closed into the Income Summary account in the same manner as any other expense account. 
The Allowance for Doubtful Accounts that was credited in the above journal entry appears in 
the balance sheet as a deduction from the face amount of the accounts receivable. It reduces the 
accounts receivable to their net realizable value in the balance sheet, as shown in Exhibit 7—7. 


WORLD FAMOUS TOY CO. 
PARTIAL BALANCE SHEET 


JANUARY 31, 2011 


Current assets: 


CashiandicasinequivalemtSias secs mce ee eerie ee $ 75,000 
Matketablessecuniticsmrnacacascee ce yatr tee cee ete rece e ee emer eee 25,000 
AccountssreceiValbl enna .trs ware srceierecrs ncn oe ucterepenene one ts $250,000 

Less: Allowance for doubtful accounts ....................00- 10,000 240,000 
LINVONNTON YS oa e serene nctes pever atin e ar suemnraveisuvecremee ney cemnere Mey gseuee res eur ec 300,000 


Totalicunrentiassets: ee s5 ses ee eS ne ee eee $640,000 
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THE ALLOWANCE FOR DOUBTFUL ACCOUNTS 


There is no way of telling in advance which accounts receivable will prove to be uncol- 
lectible. It is therefore not possible to credit the accounts of specific customers for our 
estimate of probable uncollectible accounts. A practical solution, therefore, is to credit a 
separate account called Allowance for Doubtful Accounts with the amount estimated to 
be uncollectible. 

The Allowance for Doubtful Accounts often is described as a contra-asset account or a 
valuation account. The Allowance for Doubtful Accounts has a credit balance which offsets 
the Accounts Receivable control account to produce a more useful and reliable measure of a 
company’s liquidity. Because the Allowance for Doubtful Accounts is merely an estimate and 
not a precise calculation, professional judgment plays a considerable role in determining the 
size of this valuation account. 


Monthly Adjustments of the Allowance Account In the adjusting entry 
made by World Famous Toy Co. at January 31, the amount of the adjustment ($10,000) 
was equal to the estimated amount of uncollectible accounts. This is true only because 
January was the first month of operations and this was the company’s first estimate of its 
uncollectible accounts. In future months, the amount of the adjusting entry will depend 
on two factors: (1) the estimate of uncollectible accounts and (2) the current balance 
in the Allowance for Doubtful Accounts. Before we illustrate the adjusting entry for a 
future month, let us see why the balance in the allowance account may change during the 
accounting period. 


WRITING OFF AN UNCOLLECTIBLE ACCOUNT RECEIVABLE 


Whenever an account receivable from a specific customer is determined to be uncollectible, it 
no longer qualifies as an asset and should be written off. To write off an account receivable is 
to reduce the balance of the customer’s account to zero. The journal entry to accomplish this 
consists of a credit to the Accounts Receivable control account in the general ledger (and to 
the customer’s account in the subsidiary ledger) and an offsetting debit to the Allowance for 
Doubtful Accounts. 

To illustrate, assume that, early in February, World Famous Toy Co. learns that Discount 
Stores has gone out of business and that the $4,000 account receivable from this customer is 
now worthless. The entry to write off this uncollectible account receivable is: 


Allowance for Doubtful Accounts ..........0.0..0 000 cc eee 4,000 
Accounts Receivable (Discount Stores) ...................+.+---- 4,000 
To write off the account receivable from Discount Stores as uncollectible. 


The important thing to note in this entry is that the debit is made to the Allowance for 
Doubtful Accounts and not to the Uncollectible Accounts Expense account. The estimated 
expense of credit losses is charged to the Uncollectible Accounts Expense account at the 
end of each accounting period. When a specific account receivable is later determined to be 
worthless and is written off, this action does not represent an additional expense but merely 
confirms our previous estimate of the expense. 

Notice also that the entry to write off an uncollectible account receivable reduces both the 
asset account and the contra-asset account by the same amount. Thus writing off an uncol- 
lectible account does not change the net realizable value of accounts receivable in the balance 
sheet. The net realizable value of World Famous Toy Co.’s accounts receivable before and 
after the write-off of the account receivable from Discount Stores is: 


Writing off a receivable 
“against the allowance” 
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What happens to net 
realizable value? 


Current balance in the 
allowance account 


Increasing the allowance 
for doubiful accounts 
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Before the Write-off After the Write-off 


Accounts receivable......... $250,000 Accounts receivable ......... $246,000 
Less: Allowance for doubtful Less: Allowance for doubtful 

ACCOUMS a dye wes sees sreeensete 10,000 ACCOUNISE ae se-ces san sevens eRcsaaes 6,000 
Net realizable value ......... $240,000 Net realizable value ......... $240,000 


Let us repeat the point that underlies the allowance approach. Credit losses are recognized as 
an expense in the period in which the sale occurs, not the period in which the account is deter- 
mined to be uncollectible. The reasoning for this position is based on the matching principle. 


Write-offs Seldom Agree with Previous Estimates The total amount of 
accounts receivable actually written off will seldom, if ever, be exactly equal to the estimated 
amount previously credited to the Allowance for Doubtful Accounts. 

If the amounts written off as uncollectible turn out to be less than the estimated amount, 
the Allowance for Doubtful Accounts will continue to show a credit balance. If the amounts 
written off as uncollectible are greater than the estimated amount, the Allowance for Doubtful 
Accounts will acquire a temporary debit balance, which will be eliminated by the adjustment 
at the end of the period. 


MONTHLY ESTIMATES OF CREDIT LOSSES 


At the end of each month, management should again estimate the probable amount of uncol- 
lectible accounts and adjust the Allowance for Doubtful Accounts to this new estimate. 

To illustrate, assume that at the end of February the credit manager of World Famous 
Toy Co. analyzes the accounts receivable and estimates that approximately $//,000 of these 
accounts will prove uncollectible. Currently, the Allowance for Doubtful Accounts has a 
credit balance of only $6,000, determined as follows: 


BEIEMESEICENUEINV CH (Gietelit) cacagnannacaqeausnneenneddbansanaepacaanan $10,000 
Less: Write-off of account considered worthless (Discount Stores) ............. 4,000 
Credit balance at February 28 (prior to adjustment) ......................... $ 6,000 


To increase the balance in the allowance account to $11,000 at February 28, the month-end 
adjusting entry must add $5,000 to the allowance. The entry will be: 

Uncollectible Accounts Expense ..............---+-+++-0-- 5,000 
Allowance for Doubtful Accounts...................-.-- 


To increase the Allowance for Doubtful Accounts to $11,000, 
computed as follows: 


Required allowance at Feb. 28...............000 ee aee $11,000 
Credit balance prior to adjustment ..................... 
Required adjustment 


5,000 


In the World Famous Toy illustration, estimates of the required allowance for doubtful 
accounts at January 31 and February 28 were simply given. There are actually two general 
approaches to estimating credit losses: (1) a balance sheet approach, and (2) an income state- 
ment approach. 


Estimating Credit Losses—The Balance Sheet Approach The most 
widely used method of estimating the probable amount of uncollectible accounts is based on 
aging the accounts receivable. This method is sometimes called the balance sheet approach 
because the method emphasizes the proper balance sheet valuation of accounts receivable. 

“Aging” accounts receivable means classifying each receivable according to its age. 
An aging schedule for the accounts receivable of Valley Ranch Supply is illustrated in 
Exhibit 7-8. 
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VALLEY RANCH SUPPLY Exhibit 7-8 
ANALYSIS OF ACCOUNTS RECEIVABLE BY AGE ACCOUNTS RECEIVABLE 
DECEMBER 31, 2011 AGING SCHEDULE 
Not 1-30 31-60 61-90 Over 
Yet Days Days Days 90 Days 
Total Due PastDue PastDue PastDue Past Due 
Animal Care Center $ 9,000 $ 9,000 
Butterfield, John D. 2,400 $ 2,400 
Citrus Groves, Inc. 4,000 3,000 §$ 1,000 
Dairy Fresh Farms 1,600 $ 600 $1,000 
Eastlake Stables 13,000 7,000 6,000 
(Other customers) 70,000 32,000 22,000 9,600 2,400 4,000 
Totals $100,000 $51,000 $29,000 $12,000 $3,000 $5,000 


An aging schedule is useful to management in reviewing the status of individual accounts 
receivable and in evaluating the overall effectiveness of credit and collection policies. In addi- 
tion, the schedule is used as the basis for estimating the amount of uncollectible accounts. 

The longer an account is past due, the greater the likelihood that it will not be collected 
in full. On the basis of past experience, the credit manager estimates the percentage of credit 
losses likely to occur in each age group of accounts receivable. This percentage, when applied 
to the total dollar amount in the age group, gives the estimated uncollectible portion for that 
group. By adding together the estimated uncollectible portions for all age groups, the required 
balance in the Allowance for Doubtful Accounts is determined. Exhibit 7—9 provides a sched- 
ule listing the group totals from the aging schedule and shows how the estimated total amount 
of uncollectible accounts is computed. 


VALLEY RANCH SUPPLY Exhibit 7-9 
ESTIMATED UNCOLLECTIBLE ACCOUNTS RECEIVABLE ESTIMATED DOLLAR 
DECEMBER 31, 2011 AMOUNT OF 
Age Percentage Estimated bode 
Group Considered Uncollectible 
Total Uncollectible* Accounts 
NOtiVet ducer emer tein eer $ 51,000 x 1% = $ 510 
1-30 days past due ............. 29,000 x 3 = 870 
31-60 days past due ............ 12,000 x 10 = 1,200 
61-90 days past due ............ 3,000 x 20 = 600 
Over 90 days past due........... 5,000 x 50 = _ 2,500 
TOtalS wisi ae he ceeereee eens $100,000 $5,680 


*These percentages are estimated each month by the credit manager, based on recent experience and current 
economic conditions. 


At December 31, Valley Ranch Supply has total accounts receivable of $100,000, of which 
$5,680 are estimated to be uncollectible. Thus, an adjusting entry is needed to increase the 
Allowance for Doubtful Accounts from its present level to $5,680. If the allowance account 
currently has a credit balance of $4,000, the month-end adjusting entry should be in the 
amount of $1,680, determined as follows:> 


> If accounts receivable written off during the period exceed the Allowance for Doubtful Accounts at the last 
adjustment date, the allowance account temporarily acquires a debit balance. This situation seldom occurs if the 
allowance is adjusted each month but often occurs if adjusting entries are made only at year-end. 

If Valley Ranch Supply makes only an annual adjustment for uncollectible accounts, the allowance account 
might have a debit balance of $10,000. In this case, the year-end adjusting entry should be for $/5,680 in order 
to offset the $10,000 debit balance and to bring the allowance up to the required credit balance of $5,680. 

Regardless of how often adjusting entries are made, the balance in the allowance account of Valley Ranch 
Supply should be $5,680 at year-end. 
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Determine the difference 
between the current 

balance and the required 
balance 


The difference between 
the current balance 
and the required balance 


is the Uncollectible 
Accounts Expense matched 
to the period 


res The income statement 
approach 


‘%s Wilson account considered 
uncollectible 
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Credit balance at December 31 (prior to adjustment) .....................0.0.0. $4,000 
Credit. adjustmentinequired! oes vec see oe ee wraruee ee er ccs sveidnnne aiers een casters 1,680 
Credit balance required at December 31 (per aging schedule) .................. $5,680 


Thus, the following adjusting entry is made at December 31: 


Wneollectibley’AccountsiExpenSeleajaceclo cio eeee serene enn ene 1,680 
Allowance fonDoubttulvAccoumtSsmae seein errant 1,680 


To increase the Allowance for Doubtful Accounts 
to its required balance of $5,680. 


Estimating Credit Losses—The Income Statement Approach An 
alternative method of estimating and recording credit losses is called the income statement 
approach. This method focuses on estimating the uncollectible accounts expense to be reported 
in the income statement for the period. On the basis of past experience, the uncollectible 
accounts expense is estimated at some percentage of net credit sales. The adjusting entry is 
made in the full amount of the estimated expense, without regard for the current balance in the 
Allowance for Doubtful Accounts. 

To illustrate, assume that a company’s past experience indicates that about 2 percent of its 
credit sales will prove to be uncollectible. If credit sales for September amount to $150,000, 
the month-end adjusting entry to record uncollectible accounts expense is: 


Uneollectible,AccountsiExpenSe!ssec sce so sce eres eee ee 3,000 
AllowanceitomDoubttul/AccountSsmemeee rent einen eta 3,000 


To record uncollectible accounts expense, estimated at 2% of 
credit sales ($150,000 x 2% = $3,000). 


This approach is fast and simple—no aging schedule is required and no consideration is 
given to the existing balance in the Allowance for Doubtful Accounts. The aging of accounts 
receivable, however, provides a more reliable estimate of uncollectible accounts because of 
the consideration given to the age and collectibility of specific accounts receivable at the bal- 
ance sheet date. 

In past years, many small companies used the income statement approach in preparing 
monthly financial statements but used the balance sheet method in annual financial state- 
ments. Most businesses today have computer software that quickly and easily prepares 
monthly aging schedules of accounts receivable. Thus most businesses now use the balance 
sheet approach in both their monthly and annual financial statements. 


RECOVERY OF AN ACCOUNT RECEIVABLE 
PREVIOUSLY WRITTEN OFF 


Occasionally a receivable that has been written off as worthless will later be collected in full 
or in part. Such collections are often referred to as recoveries of bad debts. Collection of 
an account receivable previously written off is evidence that the write-off was an error; the 
receivable should therefore be reinstated as an asset. 

Let us assume, for example, that a company wrote off a $500 account receivable from Brad 
Wilson on February 16. The write-off of this account was recorded as follows: 


Allowance tonDoubtiulyAccountSise ance noo echo nee hee ee 500 
Accounts) Receivables (Brad! WilSOm)iess seers aerers es ee etelets arenes ene 500 
To write off the account receivable from Brad Wilson as uncollectible. 


Accounts Receivable 


If the customer, Brad Wilson, pays the account in full on February 27, the entry to reverse 
the previous write-off is as follows: 


Accounts Receivabler(BradiWilSom)\eygmr ceessicrs eeerersien etree re naene arene: 500 Wilson account reinstated ‘xs 
Allowanceifon DoubitullAccountsi##@ee. senate ee a eee etc eee nee 500 


To reinstate as an asset an account receivable previously written off. 


Notice that this entry is exactly the opposite of the entry made when the account was written 
off as uncollectible. A separate entry will be made to record the cash collected from Brad 
Wilson and to remove his reinstated account from the system. 


OFEIS] pees get entres eas seine ae RE ts SEC a ee ists iceaE Pete ere bette esc elena 500 
Accounts) Receivablei(Brad WilSon)itasnemeace nein ase 500 
To record the collection of account receivable from Brad Wilson. 


DIRECT WRITE-OFF METHOD 


Some companies do not use any valuation allowance for accounts receivable. Instead of mak- 
ing end-of-period adjusting entries to record uncollectible accounts expense on the basis of 
estimates, these companies recognize no uncollectible accounts expense until specific receiv- 
ables are determined to be worthless. This method makes no attempt to match revenue with 
the expense of uncollectible accounts. 

When a particular customer’s account is determined to be uncollectible, it is written off 
directly to Uncollectible Accounts Expense, as follows: 


WneollectiblevAccountssExpenSe ere ee ee et eee eee 250 
AccountsiReceivable) (Bell ProGucts) immer tesente teen eiiets-t ene 250 
To write off the account receivable from Bell Products as uncollectible. 


When the direct write-off method is used, the accounts receivable will be listed in the 
balance sheet at their gross amount, and no valuation allowance will be used. The receivables, 
therefore, are not stated at estimated net realizable value. 

The allowance method is preferable to the direct write-off method because the allowance 
method does a better job of matching revenues and expenses. In some situations, however, use 
of the direct write-off method is acceptable. If a company makes most of its sales for cash, 
the amount of its accounts receivable will be small in relation to other assets. The expense 
from uncollectible accounts should also be small. Consequently, the direct write-off method is 
acceptable because its use does not have a material effect on the reported net income. 

It is important to note that current income tax regulations require taxpayers to use the 
direct write-off method in determining the uncollectible accounts expense used in computing 
taxable income. From the standpoint of accounting theory, the allowance method is better 
because it enables expenses to be matched with the related revenue and thus provides a more 
logical measurement of net income. Therefore, most companies use the allowance method in 
their financial statements.® 


FACTORING ACCOUNTS RECEIVABLE 


The term factoring describes transactions in which a business sells its accounts receivable to 
a financial institution (often called a factor). These arrangements enable a business to obtain 
cash immediately instead of having to wait until the receivables can be collected. 


6 An annual survey of the accounting practices of 600 publicly owned corporations consistently shows more 
than 500 of these companies use the allowance method in their financial statements. All of these companies, 
however, use the direct write-off method in their income tax returns. 


Wilson account previously 
reinstated is finally 
collected 
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Factoring accounts receivable is a popular practice among small business organizations 
that do not have well-established credit. Large and liquid organizations often can borrow 
money using unsecured lines of credit. 


YOUR TURN You as a Used Car Purchaser 


Assume you purchased a car from John’s Used Cars for $500 down and 24 payments of 
$150 per month. After making three months of payments to John’s Used Cars, you are 
notified that John’s plans to factor your account receivable 
to the Barb Smith Collection Agency. You are concerned 
about owing money to this particular collection agency 
because you have heard it uses very aggressive tactics to 
collect overdue payments. You call the car lot and speak 
directly with John. You question the legality and ethics of 
factoring accounts receivable. You state that you entered 
into a contract with him and not a collection agency. You 
state that you did not give permission to sell your receiv- 
able and that selling the receivable to another organiza- 
tion eliminates your obligation to pay it. John says factoring 
accounts receivable is legal and suggests that you consult 
the Uniform Commercial Code. What would you do? 


© Photodisc Green/Getty (See our comments on the Online Learning Center Web site.) 
Images/DAL 


CREDIT CARD SALES 


By making sales through credit card companies, merchants receive cash more quickly from 
credit sales and avoid uncollectible accounts expense. They also avoid the expenses of inves- 
tigating customers’ credit, maintaining an accounts receivable subsidiary ledger, and making 
collections from customers. 


Bank Credit Cards Some widely used credit cards (such as Visa and MasterCard) are 
issued by banks. When the credit card company is a bank, the retailing business may deposit 
the signed credit card drafts directly in its bank account. Because banks accept these credit 
card drafts for immediate deposit, sales to customers using bank credit cards are recorded as 
cash sales. 

In exchange for handling the credit card drafts, the bank makes a monthly service charge 
that usually runs between 1'4 percent and 3% percent of the amount of the drafts. This monthly 
service charge is deducted from the merchant’s bank account and appears with other bank ser- 
vice charges in the merchant’s monthly bank statement. 


Other Credit Cards When customers use nonbank credit cards (such as American 
Express), the retailing business cannot deposit the credit card drafts directly in its bank 
account. Instead of debiting Cash, the merchant records an account receivable from the credit 
card company. Periodically, the credit card company reimburses the merchant. Businesses, 
however, are not reimbursed for the full amount of the outstanding receivable. The agreement 
between the credit card company and merchants usually allows the credit card company to 
discount the amount reimbursed by 3% percent to 5 percent. 

To illustrate, assume that Bradshaw Camera Shop sells a camera for $1,200 to a customer 
who uses a Quick Charge credit card. The entry would be: 
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This receivable is from the 
credit card company 


To record sale to customer using Quick Charge credit card. 


At the end of the week, Bradshaw Camera Shop mails the $1,200 credit card draft to Quick 
Charge Company, which redeems the draft after deducting a 5 percent discount. When pay- 
ment is received by Bradshaw, the entry is: 


(GT Meeker evaueecas Hon at oan evan eLo puke WN Een Pee) ame cess epee ee eee mare oe 1,140 
CrediteCardiDiscountExpenSemmm merece ice neta e rene eater 60 
Accounts Receivable (Quick Charge Co.).................-...-- 1,200 


To record collection of account receivable from Quick Charge Co., 
less 5% discount. 


The expense account, Credit Card Discount Expense, is included among the selling expenses 
in the income statement of Bradshaw Camera Shop. 


Notes Receivable and Interest Revenue 


Accounts receivable usually do not bear interest. When interest will be charged, creditors usu- 


: f ° : ; : Learning Objective 
ally require the debtor to sign a formal promissory note. A promissory note is an uncondi- Explain, compute, 


tional promise in writing to pay on demand or at a future date a definite sum of money. and account for notes LOG 


receivable and interest 


The person who signs the note and thereby promises to pay is called the maker of the note. score 


The person to whom payment is to be made is called the payee of the note. In Exhibit 7-10, 
Pacific Rim Corp. is the maker of the note and First National Bank is the payee. 


Exhibit 7-10 


SIMPLIFIED FORM OF 
PROMISSORY NOTE 


From the viewpoint of the maker, Pacific Rim, the illustrated note is a liability and is 
recorded by crediting the Notes Payable account. However, from the viewpoint of the payee, 
First National Bank, this same note is an asset and is recorded by debiting the Notes Receiv- 
able account. The maker of a note expects to pay cash at the maturity date (or due date); the 
payee expects to receive cash at that date. 


NATURE OF INTEREST 


Interest is a charge made for the use of money. A borrower incurs interest expense. A lender 
earns interest revenue. When you see notes payable in a company’s financial statements, you 
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xs Note received to replace 
account receivable 


Adjusting entry for 


interest revenue earned in 
December 
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know that the company has borrowed money, so you should expect to find interest expense 
in its income statement. If you see notes receivable, you know that the company has loaned 
money, so you should expect its income statement to report interest revenue. 


Com puting Interest In Chapter 4, we introduced the following formula to compute 
interest: 


Interest = Principal < Rate of Interest x Time 


(This formula is often expressed as I = P X R X T.) 
Interest rates usually are stated on an annual basis. For example, the total interest charge 
on a $200,000, one-year, 6 percent note receivable is computed as follows: 


P x R X T = $200,000 x .06 x 1 = $12,000 


If the term of the note were only four months instead of one year, the total interest revenue 
earned in the life of the note would be $4,000, computed as follows: 


P x R X T = $200,000 x .06 x “2 = $4,000 


It should be noted that these computations illustrate simple interest, meaning no interest 
accrues on the unpaid interest amounts each month. We will introduce compound interest in 
Chapter 10. 


ACCOUNTING FOR NOTES RECEIVABLE 


In some fields of business, notes receivable are seldom encountered; in other fields they occur 
frequently and may constitute an important part of total assets. In banks and financial institu- 
tions, for example, notes receivable often represent the company’s largest asset category and 
generate most of the company’s revenue. Some retailers that sell on installment plans, such as 
Sears Roebuck & Co., also own large amounts of notes receivable from customers. 

All notes receivable are usually posted to a single account in the general ledger. The 
amount debited to Notes Receivable is always the face amount of the note, regardless of 
whether the note bears interest. When an interest-bearing note is collected, the amount of cash 
received may be larger than the face amount of the note. The interest collected is credited to 
an Interest Revenue account, and only the face amount of the note is credited to the Notes 
Receivable account. 


Illustrative Entries Assume that on December 1, a 3-month, 6 percent note receivable 
is acquired from a customer, Marvin White, in settlement of an existing account receivable of 
$60,000. The entry for acquisition of the note is as follows: 


Notes: Receivables tac ease este een eae eee ae emeeeee 60,000 
Accounts Receivable (Marvin White) ...................++-+--- 60,000 
Accepted 3-month, 6% note in settlement of account receivable. 


At December 31, the end of the company’s fiscal year, the interest earned to date on notes 
receivable should be accrued by an adjusting entry as follows: 


InterestiReceivalble ss emai erga eee een Tae ence eee SR ey wr oc 300 
InferestiReVvenUcGmers area eee eee nae eee nee aan ee 300 


To accrue interest for the month of December on Marvin White 
note ($60,000 x 6% X V2 = $300). 


To simplify this illustration, we will assume our company makes adjusting entries only at 
year-end. Therefore, no entries are made to recognize the interest revenue accruing during 
January and February. 
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On March 1 (3 months after the date of the note), the note matures. The entry to record 
collection of the note will be: 


oe Collection of principal and 


Notes Receivables... 22 2 = amps sa teeteees a ence ree erento seen 60,000 interest 
InterestsReceivablercc rs srr ees Oana eA Se 300 
InterestiRevenueis sec esc tesa ee ete eres) ae er seen orn 600 


Collected 90-day, 6% note from Marvin White ($60,000 x 6% Xx %2 = 
$900 interest, of which $600 was earned in current year). 


The preceding three entries show that interest is being earned throughout the term of the 
note and that the interest should be apportioned between years on a time basis. The revenue of 
each year will then include the interest actually earned in that year. 


If the Maker of a Note Defaults A note receivable that cannot be collected at 
maturity is said to have been defaulted by the maker. Immediately after the default of a note, 
an entry should be made by the holder to transfer the amount due from the Notes Receivable 


account to an account receivable from the debtor. 


To illustrate, assume that on March 1, our customer, Marvin White, had defaulted on the 
note used in the preceding example. In this case, the entry on March 1 would have been: 


Accounts Receivable (Marvin White)...................... 
Notes! Receivables gc eae iercee oa ec eiece is 
InterestHReceivable mice .-ee ce eccsoe sires crave cima eee 
InterestiRevenliexs 22a closet oe Stacie cere, meee Geena 


To record default by Marvin White on 3-month, 6% note. 


Notice that the interest earned on the note is recorded through the maturity date and is included 
in the account receivable from the maker. The interest receivable on a defaulted note is just as 
valid a claim against the maker as is the principal amount of the note. 


Collecting accounts receivable on time is important; it spells 
the success or failure of a company’s credit and collection 
policies. A past-due receivable is a candidate for write-off as a 
credit loss. To help us judge how good a job a company is 
doing in granting credit and collecting its receivables, we 
compute the ratio of net sales to average receivables. This 
accounts receivable turnover rate tells us how many times 
the company’s average investment in receivables was con- 
verted into cash during the year. The ratio is computed by 
dividing annual net sales by average accounts receivable. The 
higher the turnover rate, the more liquid the company’s receiv- 
ables. Dividing 365 days by the turnover rate provides an 
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estimate of the average number of days an account receivable 
remains outstanding before it is collected. High turnover rates 
result in shorter collection periods than low turnover rates. 

In some companies, such as restaurants, hotels, and pub- 
lic utilities, turnover rates are relatively high. For other enter- 
prises, such as large manufacturing firms, turnover rates are 
relatively low, making the average time it takes to collect an 
outstanding receivable much longer. 

To illustrate, Exhibit 7-11 contains information taken from 
recent financial statements issued by Allete, Inc. (an electric 
utility company), and 3M (Minnesota Mining and Manu- 
facturing Company). 


Exhibit 7-11 Allete, Inc. 3M 


ACCOUNTS ENGL SSRs rere weet enc nee veer cece asc p rere $842 billion $24.5 billion 
RECEIVABLE 

COLLECTION Accounts receivable (beginning of year) ................ $ 70 million $ 3.2 billion 

PERFORMANCE Accounts receivable (end of year) ...............0.005. $ 80 million 3.4 billion 

$150 million $ 6.6 billion 

+2 +2 

b. Average accounts receivable ..............-...--+0-5 $ 75 million $ 3.3 billion 

c. Accounts receivable turnover rate (a+b) .............. 11.3 times 7.4 times 

Average days outstanding (365 days + c).............. 32 days 49 days 


As shown in Exhibit 7-11, Allete’s accounts receivable turn- an average of 32 days before being collected, whereas 3M’s 
overrate is //.3 times compared to3M’sturnoverrateofonly 7.4 accounts receivable remain outstanding an average of 49 days 
times. Thus, Allete’s accounts receivable remain outstanding __ prior to collection. 


YOUR TURN 


Assume that you were hired by Regis Department Stores in 2008 to develop and imple- 
ment a new credit policy. At the time of your hire, the average collection period for an 
outstanding receivable was in excess of 90 days (far greater than the industry average). 
Thus the primary purpose of the new policy was to better screen credit applicants in an 
attempt to improve the quality of the company’s accounts receivable. 

Shown below are sales and accounts receivable data for the past four years (in 


thousands): 
2011 2010 2009 2008 
DAlGS sc.aa anata ieee ete Mata meas $17,000 $14,580 $9,600 $9,000 
Average accounts 
fOCCIVADIC vo.) vaceamnn eee adem a 1,700 1,620 1,600 1,800 


Based on the above data, was the credit policy you developed successful? Explain. 


(See our comments on the Online Learning Center Web site.) 
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Ethics, Fraud & Corporate Governance 


As discussed previously in this chapter, accounts receivable 
is a significant account for many companies. Accounts 
receivable is particularly prone to misrepresentation 
because revenue often increases when accounts receivable 
increase. Manipulating accounts receivable can result in 
the overstatement of both revenue and income, which is the 
objective of many fraudulent financial reporting schemes. 
Management often has an incentive to overstate income 
because bonus plans may be tied to this figure, and the 
values of the stock and stock options that managers hold 
in the company are sensitive to reported earnings. A study 


sponsored by COSO (a joint undertaking of the AICPA, 
IIA, IMA, FEI, and AAA—see Chapter | for a discussion of 
these groups), found that improper revenue recognition was 
the most common scheme in fraud-related SEC enforcement 
actions. 

In the annual audit of a company by a CPA firm, the 
independent auditors will verify receivables by communicating 
directly with a random sample of those people who owe 
money. This confirmation process is designed to provide 
evidence that customers and other debtors actually exist. The 
CPA firm may also verify the credit rating of major debtors. 


Concluding Remarks 


This is the first of three chapters in which we explore the issues involved in accounting for 
assets. The central theme in these chapters is the valuation of assets. In Exhibit 7—2 (page 289), 
we have summarized how a company’s financial assets are reported in the balance sheet. 

We have illustrated numerous transactions involving the financial assets throughout this 
chapter. In addition to addressing balance sheet valuation issues, we have also determined 
whether these transactions are reported in the income statement and the statement of cash flows. 

In the next two chapters, we explore the valuation of inventories and of plant assets. For 
each of these assets, you will see that several alternative valuation methods are acceptable. 
These different methods, however, may produce significantly different results. An understand- 
ing of these alternative accounting methods is essential to the proper use and interpretation of 
financial statements and in the preparation of income tax returns. 


END-OF-CHAPTER REVIEW 


Define financial assets and explain their valuation 
101 in the balance sheet. Financial assets are cash and 
other assets that convert directly into known amounts of 
cash. The three basic categories are cash, marketable securities, 
and receivables. In the balance sheet, financial assets are listed 
at their current value. For cash, this means the face amount; for 
marketable securities, current market value; and for receivables, 
net realizable value. 


Describe the objectives of cash management and 
102 internal controls over cash. The objectives of cash 
management are accurate accounting for cash 
transactions, the prevention of losses through theft or fraud, and 
maintaining adequate—but not excessive—cash balances. The 
major steps in achieving internal control over cash transactions 
are as follows: (1) separate cash handling from the accounting 
function, (2) prepare departmental cash budgets, (3) prepare a 
control listing of all cash received through the mail and from 
over-the-counter cash sales, (4) deposit all cash receipts in the 
bank daily, (5) make all payments by check, (6) verify every 
expenditure before issuing a check in payment, and (7) promptly 
reconcile bank statements. 


Prepare a bank reconciliation and explain its 
403 purpose. The cash balance shown in the month-end 
bank statement usually will differ from the amount of 
cash shown in the depositor’s ledger. The difference is caused by 
items that have been recorded by either the depositor or the 
bank, but not recorded by both. Examples are outstanding 
checks and deposits in transit. The bank reconciliation adjusts 
the cash balance per the books and the cash balance per the bank 
statement for any unrecorded items and thus produces the 
correct amount of cash to be included in the balance sheet at the 
end of the month. 

The purpose of a bank reconciliation is to achieve the con- 
trol inherent in the maintenance of two independent records 
of cash transactions: one record maintained by the depositor 
and the other by the bank. When these two records are recon- 
ciled (brought into agreement), we gain assurance of a correct 
accounting for cash transactions. 


Describe how short-term investments are 

104 reported in the balance sheet and account for 
transactions involving marketable securities. 
Short-term investments (marketable securities) are adjusted to 
their market value at each balance sheet date (a valuation 
principle often referred to as fair value accounting). If the value 
of a company’s marketable securities has increased above their 


original cost, an unrealized holding gain is reported as a 
component of stockholders’ equity. If the value of its marketable 
securities has fallen below their original cost, an unrealized 
holding loss is reported as a component of stockholders’ equity. 

Interest and dividends generally are recognized as revenue 
when they are received. When securities are sold, the cost is 
compared to the sales price, and the difference is recorded as a 
gain or a loss in the income statement. 


Account for uncollectible receivables using the 

L05 allowance and direct write-off methods. Under the 

allowance method, the portion of each period’s credit 

sales expected to prove uncollectible is estimated. This estimated 

amount is recorded by a debit to the Uncollectible Accounts 

Expense account and a credit to the contra-asset account 

Allowance for Doubtful Accounts. When specific accounts are 

determined to be uncollectible, they are written off by debiting 

Allowance for Doubtful Accounts and crediting Accounts 
Receivable. 

Under the direct write-off method, uncollectible accounts are 
charged to expense in the period that they are determined to be 
worthless. 

The allowance method is theoretically preferable because 
it is based on the matching principle. However, only the direct 
write-off method may be used in income tax returns. 


Explain, compute, and account for notes 

LO6 receivable and interest revenue. Accounts receivable 

usually do not bear interest. When interest will be 

charged, creditors usually require the debtor to sign a formal, 

legally binding promissory note. Promissory notes appear in the 
balance sheet as assets designated as notes receivable. 

Interest on a note receivable is a contractual amount that 
accumulates (accrues) over time. The amount of interest 
accruing over a time period may be computed by the formula 
Principal X Rate x Time. 


Evaluate the liquidity of a company’s accounts 

107 receivable. The most liquid financial asset is cash, 

followed by cash equivalents, marketable securities, and 

receivables. The liquidity of receivables varies depending on 
their collectibility and maturity dates. 

The Allowance for Doubtful Accounts should provide for 
those receivables that may prove to be uncollectible. However, 
users of financial statements may also want to evaluate the 
concentrations-of-credit-risk disclosure and, perhaps, the credit 
ratings of major debtors. The accounts receivable turnover rate 
provides insight as to how quickly receivables are being collected. 


Demonstration Problem 


Key Terms Introduced or 


Emphasized in Chapter 7 


accounts receivable turnover rate (p. 309) A ratio used to 
measure the liquidity of accounts receivable and the reasonable- 
ness of the accounts receivable balance. Computed by dividing 
net sales by average receivables. 


aging the accounts receivable (p. 302) The process of clas- 
sifying accounts receivable by age groups such as current, 
1-30 days past due, 31-60 days past due, etc. A step in estimat- 
ing the uncollectible portion of the accounts receivable. 


Allowance for Doubtful Accounts (p. 301) A_ valuation 
account or contra-asset account relating to accounts receiv- 
able and showing the portion of the receivables estimated to be 
uncollectible. 


bank reconciliation (p. 291) An analysis that explains the 
difference between the balance of cash shown in the bank 
statement and the balance of cash shown in the depositor’s 
records. 


cash equivalents (p. 289) Very short-term investments that are 
so liquid that they are considered equivalent to cash. Examples 
include money market funds, U.S. Treasury bills, certificates of 
deposit, and commercial paper. These investments must mature 
within 90 days of acquisition. 


cash management (p. 290) Planning, controlling, and 
accounting for cash transactions and cash balances. 


compensating balance (p. 290) A minimum average balance 
that a bank may require a borrower to leave on deposit in a non- 
interest-bearing account. 


default (p. 309) Failure to pay interest or principal of a prom- 
issory note at the due date. 


direct write-off method (p. 305) A method of accounting 
for uncollectible receivables in which no expense is recog- 
nized until individual accounts are determined to be worth- 
less. At that point the account receivable is written off, with 
an offsetting debit to uncollectible accounts expense. Fails to 
match revenue and related expenses and is used primarily for 
tax accounting. 
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factoring (p.305) Transactions in which a business either sells 
its accounts receivable to a financial institution (often called a 
factor) or borrows money by pledging its accounts receivable 
as collateral. 


fair value accounting (p. 298) The balance sheet valua- 
tion standard applied to investments in marketable securities. 
Involves adjusting the securities to market value at each balance 
sheet date. (Represents an exception to the cost principle.) 


financial assets (p. 288) Cash and assets convertible directly 
into known amounts of cash (such as marketable securities and 
receivables). 


gain (p. 297) An increase in owners’ equity resulting from 
a transaction other than earning revenue or investment by the 
owners. The most common example is the sale of an asset at a 
price above book value. 


line of credit (p. 290) A prearranged borrowing agreement 
in which a bank stands ready to advance the borrower without 
delay any amount up to a specified credit limit. Once used, a 
line of credit becomes a liability. The unused portion of the line 
represents the ability to borrow cash without delay. 


loss (p. 297) A decrease in owners’ equity resulting from any 
transaction other than an expense or a distribution to the own- 
ers. The most common example is the sale of an asset at a price 
below book value. 


marketable securities (p. 288) Highly liquid investments, 
primarily in stocks and bonds, that can be sold at quoted market 
prices in organized securities exchanges. 


net realizable value (p. 289) The balance sheet valuation 
standard applied to receivables. Equal to the gross amount of 
accounts and notes receivable, less an estimate of the portion 
that may prove to be uncollectible. 


NSF check (p. 292) A customer’s check that was deposited 
but returned because of a lack of funds (Not Sufficient Funds) in 
the account on which the check was drawn. 


Unrealized Holding Gain (or Loss) on Investments (p. 298) 
A stockholders’ equity account representing the difference between 
the cost of investments owned and their market value at the bal- 
ance sheet date. In short, gains or losses on these investments that 
have not been “realized” through the sale of the securities. 


Demonstration Problem 


Shown below are selected transactions of Gulf Corp. during the month of December 2011. 


Dec. 1 


Accepted a one-year, 8 percent note receivable from a customer, Glenn Holler. The 


note is in settlement of an existing $1,500 account receivable. The note, plus interest, 
is due in full on November 30, 2012. 


Dec. 8 


An account receivable from S. Willis in the amount of $700 is determined to be 


uncollectible and is written off against the Allowance for Doubtful Accounts. 


Dec. 15 


Unexpectedly received $200 from F. Hill in full payment of her account. The $200 
account receivable from Hill previously had been written off as uncollectible. 
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Dec. 31 The month-end bank reconciliation includes the following items: outstanding checks, 
$12,320; deposit in transit, $3,150; check from customer T. Jones returned “NSF,” 
$358; bank service charges, $10; bank collected $20,000 in maturing U.S. Treasury 
bills (a cash equivalent) on the company’s behalf. (These Treasury bills had cost 
$19,670, so the amount collected includes $330 interest revenue.) 


Data for Adjusting Entries 


1. An aging of accounts receivable indicates probable uncollectible accounts totaling $9,000. 
Prior to the month-end adjustment, the Allowance for Doubtful Accounts had a credit balance 
of $5,210. 


2. Prior to any year-end adjustment, the balance in the Marketable Securities account was 
$213,800. At year-end, marketable securities owned had a cost of $198,000 and a market 
value of $210,000. 


3. Accrued interest revenue on the note receivable from Glenn Holler dated December 1. 


Instructions 


a. Prepare entries in general journal entry form for the December transactions. In adjusting the 
accounting records from the bank reconciliation, make one entry to record any increases in the 
Cash account and a separate entry to record any decreases. 


b. Prepare the month-end adjustments indicated by the data for adjusting entries given above. 


What is the adjusted balance in the Unrealized Holding Gain (or Loss) on Investments account 
at December 31? Where in the financial statements does this account appear? 


Solution to the Demonstration Problem 


a. 
GENERAL JOURNAL 
Date Account Titles and Explanation Debit Credit 
Dec. 1 Notes Receivable ............. 0... eee eee eee eee 1,500 


Accounts Receivable (Glenn Holler) .................. 1,500 


Accepted a one-year, 8% note 
in settlement of a $1,500 account receivable. 


8 Allowance for Doubtful Accounts ................000 eae 700 
Accounts Receivable (S. Willis)...................0.. 700 
To write off receivable from S. Willis as uncollectible. 
15 Accounts Receivable (F. Hill) ....................000.00. 200 
Allowance for Doubtful Accounts..................045 200 


To reinstate account receivable previously 
written off as uncollectible. 


U5, ‘CaSMisc.22 23 dod apo duel dhe eathne ad od be bee eaeadeee bed 200 
Accounts Receivable (F. Hill).................0.0.00. 200 
To record collection of account receivable. 
OM AS eet eee teeters, eae cc eee ehausta cele ee hcaeaas lard wiaugtegcee fast aru a 20,000 
Cash Equivalents........... 0.0000 cece eee eee 19,670 
Interest Revenue... 1.0... 0... eee 330 
To record collection of maturing T-bills by bank. 
31 Accounts Receivable (T. Jones).....................00.-. 358 
Bank Service Charges ..............0 00000002 eee eee 10 
CASH o. sishicis xd ocs, ae & aligtenens uaGes) endcelondaevausvergonsh $pece adders 368 


To record bank service charge and to reclassify 
NSF check from T. Jones as an account receivable. 
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GENERAL JOURNAL 


Adjusting Entries 


Uncollectible Accounts Expense. ..............00-0e ee eee 3,790 
Allowance for Doubtful Accounts..................00. 


To increase Allowance for Doubtful Accounts to 
$9,000 ($9,000 — $5,210 = $3,790). 
31 Unrealized Holding Gain (or Loss) on Investments .......... 3,800 


Marketable Securities ............. 0.0.00 cece eee 


To reduce the balance in the Marketable Securities 
account to a market value of $210,000. 


31 ‘Interest Receivable 


bid esate facta avanetitd apt et a ah pita dent dh coheed epee 10 


Interest Revenue... .. 2... eee 10 


Accrued one-month interest revenue 
on note receivable: $1,500 x 8% X 142 = $10. 


c. The Unrealized Holding Gain (or Loss) on Investments account has a $12,000 credit balance, 
representing the unrealized gain on securities owned as of December 31. (The unrealized 
gain is equal to the $210,000 market value of these securities, less their $198,000 cost.) The 
account appears in the stockholders’ equity section of Gulf Corp.’s balance sheet. 


Self-Test Questions 


The answers to these questions appear on page 337. 

1. In general terms, financial assets appear in the balance 
sheet at: 
a. Face value. 
b. Current value. 
ce. Cost. 
d. Estimated future sales value. 

2. Which of the following practices contributes to efficient 
cash management? 


a. Never borrow money—maintain a cash balance suffi- 
cient to make all necessary payments. 


b. Record all cash receipts and cash payments at the end 
of the month when reconciling the bank statements. 


c. Prepare monthly forecasts of planned cash receipts, 
payments, and anticipated cash balances up to a year in 
advance. 


d. Pay each bill as soon as the invoice arrives. 

3. Each of the following measures strengthens internal control 
over cash receipts except: 
a. Factoring accounts receivable. 


b. Preparation of a daily listing of all checks received 
through the mail. 


c. The deposit of cash receipts in the bank on a daily basis. 
d. The use of cash registers. 


Use the following data for questions 4 and 5: 
Quinn Company’s bank statement at January 31 shows a balance 
of $13,360, while the ledger account for Cash in Quinn’s ledger 


shows a balance of $12,890 at the same date. The only reconcil- 
ing items are the following: 


¢ Deposit in transit, $890. 
e Bank service charge, $24. 


e NSF check from customer Greg Denton in the amount of 
$426. 


e — Error in recording check no. 389 for rent: check was written 
in the amount of $1,320, but was recorded improperly in the 
accounting records as $1,230. 


4. What is the total amount of outstanding checks at January 31? 
a. $1,048. b. $868. c. $1,900. d. $1,720. 
5. Assuming a single journal entry is made to adjust Quinn 


Company’s accounting records at January 31, the journal 
entry includes: 


a. A debit to Rent Expense for $90. 
b. Acredit to Accounts Receivable, G. Denton, for $426. 
c. Acredit to Cash for $450. 
d. A credit to Cash for $1,720. 
6. Which of the following best describes the application of 


generally accepted accounting principles to the valuation of 
accounts receivable? 


a. Realization principle—Accounts receivable are shown 
at their net realizable value in the balance sheet. 


b. Matching principle—The loss due to an uncollectible 
account is recognized in the period in which the sale is 
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made, not in the period in which the account receivable 
is determined to be worthless. 


c. Cost principle—Accounts receivable are shown at 
the initial cost of the merchandise to customers, less 
the cost the seller must pay to cover uncollectible 
accounts. 


d. Principle of conservatism—Accountants favor using 
the lowest reasonable estimate for the amount of uncol- 
lectible accounts. 


On January 1, Dillon Company had a $3,100 credit balance 
in the Allowance for Doubtful Accounts. During the year, 
sales totaled $780,000, and $6,900 of accounts receivable 
were written off as uncollectible. A December 31 aging of 
accounts receivable indicated the amount probably uncol- 
lectible to be $5,300. (No recoveries of accounts previously 
written off were made during the year.) Dillon’s financial 
statements for the current year should include: 


a. Uncollectible accounts expense of $9,100. 
b. Uncollectible accounts expense of $5,300. 


ec. Allowance for Doubtful Accounts with a credit balance 
of $1,500. 


d. Allowance for Doubtful Accounts with a credit balance 
of $8,400. 


8. Under the direct write-off method of accounting for uncol- 


lectible accounts: 


a. The current year uncollectible accounts expense is less 
than the expense would be under the allowance approach. 


b. The relationship between the current period net sales 
and current period uncollectible accounts expense illus- 
trates the matching principle. 


Briefly describe the flow of cash among receivables, cash, 
and marketable securities. 


Different categories of financial assets are valued differently 
in the balance sheet. These different valuation methods have 
one common goal. Explain. 


What are cash equivalents? Provide two examples. Why 
are these items often combined with cash for the purpose of 
balance sheet presentation? 


What are lines of credit? From the viewpoint of a short-term 
creditor, why do lines of credit increase a company’s liquid- 
ity? How are the unused portions of these lines presented in 
financial statements? 


. Why are cash balances in excess of those needed to finance 


business operations viewed as relatively nonproductive 
assets? Suggest several ways in which these excess cash bal- 
ances may be utilized effectively. 


10. 


11. 


6. 


10. 


11. 


ce. The Allowance for Doubtful Accounts is debited when 
specific accounts receivable are determined to be worthless. 

d. Accounts receivable are not stated in the balance 
sheet at net realizable value, but at the balance of the 
Accounts Receivable control account. 

Which of the following actions is /east likely to increase a 

company’s accounts receivable turnover? 

a. Encouraging customers to use bank credit cards, such 
as Visa and MasterCard, rather than other national 
credit cards, such as American Express. 

b. Offer customers larger cash discounts for making early 
payments. 

c. Reduce the interest rate charged to credit customers. 

d. Sell accounts receivable to a factor. 

On October 1, 20/1, Coast Financial loaned Barr Corporation 

$300,000, receiving in exchange a nine-month, 12 percent 

note receivable. Coast ends its fiscal year on December 31 

and makes adjusting entries to accrue interest earned on all 

notes receivable. The interest earned on the note receivable 
from Barr Corporation during 20/2 will amount to: 

a. $9,000. b. $18,000. 

c. $27,000. d. $36,000. 

Puget Sound Co. sold marketable securities costing $80,000 

for $92,000 cash. In the company’s income statement and 

statement of cash flows, respectively, this will appear as: 

a. A $12,000 gain and a $92,000 cash receipt. 

b. A $92,000 gain and an $8,000 cash receipt. 

c. A $12,000 gain and an $80,000 cash receipt. 

d. A $92,000 sale and a $92,000 cash receipt. 


OTM Discussion Questions 


1. 


List two items often encountered in reconciling a bank state- 
ment that may cause cash per the bank statement to be larger 
than the balance of cash shown in the depositor’s accounting 
records. 


Why are investments in marketable securities shown sepa- 
rately from cash equivalents in the balance sheet? 


Explain the fair value adjustment procedure for short-term 
investments classified as available-for-sale securities. 


What does the account Unrealized Holding Gain (or Loss) 
on Investment represent? How is this account presented in 
the financial statements for short-term investments classi- 
fied as available-for-sale securities? 


Explain the relationship between the matching principle and 
the need to estimate uncollectible accounts receivable. 


In making the annual adjusting entry for uncollectible 
accounts, a company may utilize a balance sheet approach 
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to make the estimate, or it may use an income statement a. Sale of marketable securities at a loss. 
approach. Explain these two alternative approaches. b. Adjusting entry to create (or increase) the allowance for 
12. Must companies use the same method of accounting for un- doubtful accounts. 
collectible accounts receivable in their financial statements c. Entry to write off an uncollectible account against the 
and in their income tax returns? Explain. allowance. 
13. What are the advantages to a retailer of making credit sales d. Adjusting entry to increase the balance in the Marketable 
only to customers who use nationally recognized credit cards? Securities account to a higher market value (assume these 
14, Explain how each of the following is presented in (1) a investments are classified as available-for-sale securities). 
multiple-step income statement and (2) a statement of cash 15, What is the formula for computing interest on a note receiv- 
flows. able, and what does each term mean? 


Brief Exercises @ connect" 


[ACCOUNTING 


L01 BRIEF The following footnote appeared in a recent financial statement of Westinghouse Electric: 
EXERCISE 7.1 


Cash and Cash 
Equivalents 


The Corporation considers all investment securities with a maturity of three months or less 
when acquired to be cash equivalents. All cash and temporary investments are placed with 
high-credit-quality financial institutions, and the amount of credit exposure to any one fi- 
nancial institution is limited. At December 31, cash and cash equivalents include restricted 
funds of $42 million. 


a. Are the company’s cash equivalents debt or equity securities? How do you know? 


L02 


b. Explain what is meant by the statement that “the credit exposure to any one financial institu- 
tion is limited.” 


c. Explain what is meant by the term restricted funds used in the footnote. 


02 BRIEF The Cash account in the general ledger of Lyco Corporation showed a balance of $21,749 at 
EXERCISE 7.2 December 31 (but prior to performing a bank reconciliation). The company’s bank statement 
Bank Reconciliation showed a balance of $22,000 at the same date. The only reconciling items consisted of: (1) a 
and Cash Equivalents $5,000 deposit in transit, (2) a bank service charge of $200, (3) outstanding checks totaling 
$9,000, (4) a $3,000 check marked “NSF” from Susque Company, one of Lyco’s customers, and 
(5) a check written for office supplies in the amount of $1,832, recorded by the company’s book- 

keeper as a debit to Office Supplies of $1,283, and a credit to Cash of $1,283. 
In addition to the above information, Lyco owned the following financial assets at December 31: 
(1) a money market account of $60,000, (2) $3,000 of high-grade, 120-day commercial paper, and 

(3) $5,000 of highly liquid stock investments. 


L038 


a. Prepare the company’s December 31 bank reconciliation. 


b. Determine the amount at which cash and cash equivalents will be reported in the company’s 
balance sheet dated December 31. 


c. Prepare the necessary journal entry to update the accounting records. 
101 BRIEF Weis Markets accumulates large amounts of excess cash throughout the year. It typically 
EXERCISE 7.3 invests these funds in marketable securities until they are needed. The company’s most recent 
Fair Value Adjustment _ financial statements revealed a nearly $14 million unrealized gain on short-term investments. 
LO Footnotes to the financial statements disclosed that Weis reports its short-term investments at 
fair value. 


a. Explain the meaning of the company’s unrealized gain on short-term investments. 
b. How does the unrealized gain impact the company’s financial statements? 


c. Is the unrealized gain included in the computation of the company’s taxable income? 
Explain. 


d. Evaluate fair value accounting from the perspective of the company’s creditors. 


Loi BRIEF Mumford Corporation invested $30,000 in marketable securities on December 4. On December 9, 
EXERCISE 7.4 it sold some of these investments for $10,000, and on December 18, it sold more of these invest- 
Accounting for ments for $5,000. The securities sold on December 9 had cost the company $7,000, whereas the 
Marketable Securities securities sold on December 18 had cost the company $6,000. 


L04 
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LOS 


LO1 


LOS 


L01 


LOS 


LO7 


BRIEF 
EXERCISE 7.5 


Accounting for 
Uncollectible 
Accounts: A Balance 
Sheet Approach 


BRIEF 
EXERCISE 7.6 


Accounting for 
Uncollectible 
Accounts: An Income 
Statement Approach 


BRIEF 
EXERCISE 7.7 
Analyzing Accounts 
Receivable 
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Record the purchase of marketable securities on December 4. 
Record the sale of marketable securities on December 9. 


Record the sale of marketable securities on December 18. 


ao p> pf 


Record the necessary fair value adjustment on December 31, assuming that the market value 
of the company’s remaining unsold securities was $20,000. 


Pachel Corporation reports the following information pertaining to its accounts receivable: 


Days Past Due 
31-60 
$25,000 


1-30 
$40,000 


61-90 
$12,000 


Over 90 
$2,000 


Current 
$60,000 


The company’s credit department provided the following estimates regarding the percent of 
accounts expected to eventually be written off from each category listed above: 


Current receivables outstanding. .......... 02.2... c eee eee 2% 
Receivables 1-30 days past due ...... 0.0... eee ee 4 
Receivables 31-60 days past due .... 1.0... ee ects 16 
Receivables 61-90 days past due .... 1... 2. ete eee 40 
Receivables over 90 days past due... 1.1... tee 90 


The company uses a balance sheet approach to estimate credit losses. 


a. Record the company’s uncollectible accounts expense, assuming it has a $1,400 credit bal- 
ance in its Allowance for Doubtful Accounts prior to making the necessary adjustment. 


b. Record the company’s uncollectible accounts expense, assuming it has a $7,600 debit balance 
in its Allowance for Doubtful Accounts prior to making the necessary adjustment. 


Wilson Corporation uses an income statement approach to estimate credit losses. Its gross Accounts 
Receivable of $5,000,000 at the beginning of the period had a net realizable value of $4,925,000. 
During the period, the company wrote off actual accounts receivable of $100,000 and collected 
$7,835,000 from credit customers. Credit sales for the year amounted to $9,000,000. Of its credit 
sales, | percent was estimated to eventually be uncollectible. 

Determine the net realizable value of the company’s accounts receivable at the end of the 
period. 


Following are the average accounts receivable and net sales reported recently by two large bever- 
age companies (dollar amounts are stated in millions): 


Average Accounts Net 
Receivable Sales 
Molson Coors Brewing Co. .............-.:0e eee eae $720 $ 8,320 
Anheuser-Busch Companies, Inc. ................... 900 17,400 


a. Compute the accounts receivable turnover rate for each company (round your results to one 
decimal place). 


b. Compute the average number of days that it takes for each company to collect its accounts 
receivable (round your results to the nearest whole day). 


c. Based upon your computations in a and b, which company’s accounts receivable appear to be 
most liquid? Defend your answer. 


Exercises 
LO6 BRIEF 
EXERCISE 7.8 


L05 


LO7 


LO7 


LO3 


L01 


L02 


Notes Receivable 
and Interest 


BRIEF 
EXERCISE 7.9 


Industry 
Characteristics 
and Allowances for 
Doubtful Accounts 


BRIEF 
EXERCISE 7.10 


Analyzing Accounts 
Receivable 


EXERCISE 7.1 
You as a Student 


EXERCISE 7.2 
Financial Assets 
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On September 1, 2011, Health Wise International acquired a 12 percent, nine-month note receiv- 
able from Herbal Innovations, a credit customer, in settlement of a $22,000 account receivable. 
Prepare journal entries to record the following: 


a. The receipt of the note on September 1, 2011, in settlement of the account receivable. 
b. The adjustment to record accrued interest revenue on December 31, 2011. 
c. The collection of the principal and interest on May 31, 2012. 


The following percentages were computed using figures from recent annual reports of Weis 
Markets, a large grocery store chain, and Sprint Nextel Corporation, a provider of telecom- 
munication services: 


Weis Sprint 
Allowance for doubtful accounts as a 
percentage of netsales............. 0.0.0.0. e eee eee eee 0.04% 1.1% 
Accounts receivable as a percentage 
Of MCtSAlCS c:2cctete ad od 2 cetacean aaa we keneipe Qe mad ow Skea 2.1 10.5 


Explain why Sprint’s percentages are so much larger than Weis Markets’ percentages. 


Cromley Corporation reports annual sales of $1,500,000. Its accounts receivable throughout the 
year averaged $125,000. 


a. Compute the company’s accounts receivable turnover rate. 


b. Compute the average days outstanding of the company’s accounts receivable. 


# comnect 


[ACCOUNTING 


Exercises 


Assume that the following information relates to your most recent bank statement dated 
September 30: 


Balance per bank statement at September 30................0.0.000 0000000. $3,400 


Checks written that had not cleared the bank as of September 30: 


#203 University tuition ... 2... ett $1,500 
#205 University bookstore .......... 0... . eee eee 350 
#208" ROCCO'SIPIZZAL os sicse id spac susnde & wieng ih bapansnsined® © area im deanauay sine eh oe dba 25 
#210. ‘Stereo purchase: .:.cnovesca sed ede edeneacee ive eewa ded aye ee 425 
#211 October apartmentrent............ 0.0... eee ee 500 


Interest amounting to $4 was credited to your account by the bank in September. The bank’s ser- 
vice charge for the month was $5. In addition to your bank statement, you received a letter from 
your parents informing you that they had made a $2,400 electronic funds transfer directly into 
your account on October 2. After reading your parents’ letter, you looked in your checkbook and 
discovered its balance was $601. Adding your parents’ deposit brought that total to $3,001. 

Prepare a bank reconciliation to determine your correct checking account balance. Explain why 
neither your bank statement nor your checkbook shows this amount. 


The following financial assets appeared in a recent balance sheet of Apple Computer, Inc. (dollar 
amounts are stated in millions): 


Cash and cash equivalents ......... 0.0.00 cece eee tenets $ 5,263 
Marketable securities (short-term investments) .............0.0.0 000000 e eee 18,201 
Accounts receivable (net of allowance for doubtful accounts of $52).............. 3,361 
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a. Define financial assets. 


b. A different approach is used in determining the balance sheet value for each category of 
Apple Computer’s financial assets, although each approach serves a common goal. Explain. 


c. Why do companies like Apple Computer hold so much of their financial assets in the form of 
marketable securities and receivables? 


d. What types of investments might Apple Computer own that are considered cash equivalents? 


Explain what is meant by the balance sheet presentation of Apple Computer’s Accounts 
Receivable as shown in the table. 


The former bookkeeper of White Electric Supply is serving time in prison for embezzling 
nearly $416,000 in less than five years. She describes herself as “an ordinary mother of three kids 
and a proud grandmother of four.” Like so many other “ordinary” employees, she started out by 
taking only small amounts. By the time she was caught, she was stealing lump sums of $5,000 
and $10,000. 

Her method was crude and simple. She would write a check for the correct amount payable to a 
supplier for, say, $15,000. However, she would record in the company’s check register an amount 
significantly greater, say, $20,000. She would then write a check payable to herself for the $5,000 
difference. In the check register, next to the number of each check she had deposited in her per- 
sonal bank account, she would write the word “void,” making it appear as though the check had 
been destroyed. This process went undetected for nearly five years. 


a. What controls must have been lacking at White Electric Supply to enable the bookkeeper to 
steal nearly $416,000 before being caught? 


b. What the bookkeeper did was definitely unethical. But what if one of her grandchildren had 
been ill and needed an expensive operation? If this had been the case, would it have been ethi- 
cal for her to take company funds to pay for the operation if she intended to pay the company 
back in full? Defend your answer. 


D. J. Fletcher, a trusted employee of Bluestem Products, found himself in personal financial dif- 
ficulties and decided to “borrow” $3,000 from the company and to conceal his theft. 

As a first step, Fletcher removed $3,000 in currency from the cash register. This amount repre- 
sented the bulk of the cash received in over-the-counter sales during the three business days since the 
last bank deposit. Fletcher then removed a $3,000 check from the day’s incoming mail; this check 
had been mailed in by a customer, Michael Adams, in full payment of his account. Fletcher made 
no journal entry to record the $3,000 collection from Adams, but deposited the check in Bluestem 
Products’s bank account in place of the $3,000 over-the-counter cash receipts he had stolen. 

In order to keep Adams from protesting when his month-end statement reached him, Fletcher 
made a journal entry debiting Sales Returns and Allowances and crediting Accounts Receivable— 
Michael Adams. Fletcher posted this entry to the two general ledger accounts affected and to 
Adams’s account in the subsidiary ledger for accounts receivable. 


a. Did these actions by Fletcher cause the general ledger to be out of balance or the subsidiary 
ledger to disagree with the control account? Explain. 


b. Assume that Bluestem Products prepares financial statements at the end of the month without 
discovering the theft. Would any items in the balance sheet or the income statement be in 
error? Explain. 


c. Several weaknesses in internal control apparently exist in Bluestem Products. Indicate three 
specific changes needed to strengthen internal control over cash receipts. 

Shown below is the information needed to prepare a bank reconciliation for Warren Electric at 

December 31: 


1. At December 31, cash per the bank statement was $15,200; cash per the company’s records 
was $17,500. 


2. Two debit memoranda accompanied the bank statement: service charges for December of $25, 
and a $775 check drawn by Jane Jones marked “NSF.” 


3. Cash receipts of $10,000 on December 31 were not deposited until January 4. 


4. The following checks had been issued in December but were not included among the paid 
checks returned by the bank: no. 620 for $1,000, no. 630 for $3,000, and no. 641 for $4,500. 


a. Prepare a bank reconciliation at December 31. 


b. Prepare the necessary journal entry or entries to update the accounting records. 
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c. Assume that the company normally is not required to pay a bank service charge if it maintains 
a minimum average daily balance of $1,000 throughout the month. If the company’s average 
daily balance for December had been $8,000, why did it have to pay a $25 service charge? 


Tyson Furniture has $100,000 in excess cash that it wants to invest in one or more cash equiva- 
lents. The treasurer has researched two money market accounts and two certificates of deposit 


Equivalents (CDs) offered by four major banks. This is the information she gathered: 
Lo2 
Penalty 

Minimum Interest for Early Financial 
Investment Institution Investment Type Investment Rate Withdrawal? Risk 
Nexity Bank Money market account $ 1,000 0.5% No Very low 
Bank of America Money market account 50,000 1.0 No Very low 
Discover Bank 90-day CD 2,500 1.3 Yes Very low 
Commerce Bank 90-day CD 100,000 1.4 Yes Very low 


401 EXERCISE 7.7 


The Nature of 


Marketable Securities 
L04 


L01 EXERCISE 7.8 
Reporting 
Uncollectible 


L05 Accounts 


The two 90-day certificates of deposit are FDIC insured for up to $100,000. The money market 
accounts are not FDIC insured. 

Suggest how Tyson Furniture might allocate its $100,000 cash among these four opportunities. 
Discuss the trade-offs that management must consider. 


Many companies hold a significant portion of their financial assets in the form of marketable secu- 
rities. For example, Microsoft Corporation recently reported investments in marketable securities 
totaling $25.3 billion, an amount equal to 59 percent of its total financial assets. In contrast, only 
26 percent of its financial assets were in the form of accounts receivable. 


a. Define marketable securities (also referred to as short-term investments). What characteristics 
of these securities justify classifying them as financial assets? 


b. What is the basic advantage of Microsoft Corporation keeping financial assets in the form of 
marketable securities instead of cash? Is there any disadvantage? 


c. Explain how Microsoft Corporation values these investments in its balance sheet. 

d. Discuss whether the valuation of marketable securities represents a departure from (1) the cost 
principle and (2) the objectivity principle. 

e. Explain how fair value accounting benefits the users of Microsoft Corporation’s financial 
statements. 


The credit manager of Montour Fuel has gathered the following information about the company’s 
accounts receivable and credit losses during the current year: 


Net credit sales for the year.............. 000.0000 cece ee eee $8,000,000 
Accounts receivable at year-end .................-. 002000000. 1,750,000 
Uncollectible accounts receivable: 
Actually written off during the year ...............0...0.0004. $96,000 
Estimated portion of year-end receivables expected to prove 
uncollectible (per aging schedule).....................0.. 84,000 180,000 


Prepare one journal entry summarizing the recognition of uncollectible accounts expense for the 
entire year under each of the following independent assumptions: 


a. Uncollectible accounts expense is estimated at an amount equal to 2.5 percent of net credit sales. 


b. Uncollectible accounts expense is recognized by adjusting the balance in the Allowance for 
Doubtful Accounts to the amount indicated in the year-end aging schedule. The balance in the 
allowance account at the beginning of the current year was $25,000. (Consider the effect of 
the write-offs during the year on the balance in the Allowance for Doubtful Accounts.) 


c. The company uses the direct write-off method of accounting for uncollectible accounts. 


d. Which of the three methods gives investors and creditors the most accurate assessment of a 
company’s liquidity? Defend your answer. 
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The following information was taken from recent annual reports of Goodyear Tire & Rubber, 
and PPL Energy Co., a public utility: 


Goodyear PPL 
NetSaleS ii git «chee 2 S ceva tia a coon abeecauate gi acs we deanacateals $19.6 billion $5.1 billion 
Average accounts receivable .......... 0.00000 eee eee eee 3.1 billion $376 million 


a. Compute for each company the accounts receivable turnover rate for the year. 


b. Compute for each company the average number of days required to collect outstanding receiv- 
ables (round answers to nearest whole day). 


c. Explain why the figures computed for Goodyear in parts a and b are so different from those 
computed for PPL. 


Six events pertaining to financial assets are described as follows: 
a. Invested idle cash in marketable securities and classified them as available for sale. 
b. Collected an account receivable. 


c. Sold marketable securities at a loss (proceeds from the sale were equal to the market value 
reflected in the last balance sheet). 


d. Determined a particular account receivable to be uncollectible and wrote it off against the 
Allowance for Doubtful Accounts. 


e. Received interest earned on an investment in marketable securities (company policy is to rec- 
ognize interest as revenue when received ). 


f. Made a fair value adjustment increasing the balance in the Marketable Securities account to 
reflect a rise in the market value of securities owned. 


Indicate the effects of each transaction or adjusting entry upon the financial measurements in the 
four column headings listed below. Use the code letters I for increase, D for decrease, and NE for 
no effect. Cash flow classifications were discussed in Chapter 2. 


Total Net Operating Nonoperating 
Transaction Assets Income Cash Flow Cash Flow 


a 


Explain how each of the following items is reported in a complete set of financial statements, 
including the accompanying notes. (In one or more cases, the item may not appear in the financial 
statements.) The answer to the first item is provided as an example. 


a. Cash equivalents. 


b. Cash in a special fund being accumulated as legally required for the purpose of retiring a spe- 
cific long-term liability. 


c. Compensating balances. 


The amount by which the current market value of securities classified as available for sale 
exceeds their cost. 


The Allowance for Doubtful Accounts. 
The accounts receivable turnover rate. 


Realized gains and losses on investments sold during the period. 


= om pm © 


Proceeds from converting cash equivalents into cash. 


eo 
. 


Proceeds from converting investments in marketable securities into cash. 


Example: a. Cash equivalents normally are not shown separately in financial statements. Rather, 
they are combined with other types of cash and reported under the caption “Cash and Cash Equiva- 
lents.” A note to the statements often shows the breakdown of this asset category. 


Exercises 
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Indicate the effects of the following errors on each of the items listed in the column headings 
below. Use the following symbols: O = overstated, U = understated, and NE = no effect. Assume 
that the company does not use the direct write-off method to account for uncollectible accounts. 


Gross Current Receivables Net Retained Working 
Transaction Profit Ratio Turnover Rate Income Earnings Capital 
a. Recorded uncollectible accounts 
expense by debiting Sales and 
crediting Accounts Receivable. 
b. Wrote off an account receivable 
deemed uncollectible by debiting 
Uncollectible Accounts Expense and 
crediting Accounts Receivable. 
c. Collected cash from credit customers 
in settlement of outstanding accounts 
receivable by debiting Cash and 
crediting Sales. 
* — Gross Profit = Sales — Cost of Goods Sold 
¢ Current Ratio = Current Assets + Current Liabilities 
¢ Receivables Turnover Rate = Sales + Average Accounts Receivable (net) 
¢ Working Capital = Current Assets — Current Liabilities 


L01 EXERCISE 7.13 


Accounting for 
Marketable Securities 


Log EXERCISE 7.14 
Notes and Interest 


McGoun Industries pays income taxes on capital gains at a rate of 30 percent. At December 31, 
2011, the company owns marketable securities that cost $90,000 but have a current market value 
of $260,000. 


a. 


b. 


How will users of McGoun’s financial statements be made aware of this substantial increase 
in the market value of the company’s investments? 


As of December 31, 2011, what income taxes has McGoun paid on the increase in value of 
these investments? Explain. 


Prepare a journal entry at January 4, 2012, to record the cash sale of these investments at 
$260,000. 


What effect will the sale recorded in part ¢ have on McGoun’s tax obligation for 2012? 


On August 1, 2011, Hampton Construction received a 9 percent, six-month note receivable from 
Dusty Roads, one of Hampton Construction’s problem credit customers. Roads had owed $36,000 
on an outstanding account receivable. The note receivable was taken in settlement of this amount. 
Assume that Hampton Construction makes adjusting entries for accrued interest revenue once each 
year on December 31. 


a. 


Journalize the following four events on the books of Hampton Construction. 
1. Record the receipt of the note on August | in settlement of the account receivable. 
2. Record accrued interest at December 31, 2011. 


3. Assume that Dusty Roads pays the note plus accrued interest in full. Record the collec- 
tion of the principal and interest on January 31, 2012. 


4. Assume that Dusty Roads did not make the necessary principal and interest payment on 
January 31, 2012. Rather, assume that he defaulted on his obligation. Record the default 
on January 31, 2012. 
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b. Indicate the effects of each of the four transactions journalized in part a on the elements of the 
financial statement shown below. Use the code letters | for increase, D for decrease, and NE 
for no effect. 


Transaction Revenue — Expenses =NetIncome Assets = Liabilities + Equity 


1 
L01 EXERCISE 7.15 The Home Depot, Inc., financial statements appear in Appendix A at the end of this textbook. Use 
Using the Financial these statements to answer the following questions: 
Statements of Home a. What is the total dollar value of the company’s financial assets for the most current year 
L04 Depot, Inc. reported? 
Ss 8 b. Does the company report any investments in marketable securities? If so, how does it report 
LO5 R29 unrealized gains and losses? 
N 
c. What is the company’s allowance for uncollectible accounts for the most current year 
107 reported? (Hint: Examine the footnotes to the financial statements.) 
d. On average, for how many days do the company’s accounts receivable remain outstanding 
before collection? 
connect 
Problem Set A ECE 
L01 PROBLEM 7.1A The cash transactions and cash balances of Banner, Inc., for July were as follows: 
Bank Reconciliation 1. The ledger account for Cash showed a balance at July 31 of $125,568. 
LO3 2. The July bank statement showed a closing balance of $114,828. 


3. The cash received on July 31 amounted to $16,000. It was left at the bank in the night deposi- 
tory chute after banking hours on July 31 and therefore was not recorded by the bank on the 
July statement. 


4. Also included with the July bank statement was a debit memorandum from the bank for $50 
representing service charges for July. 

5. A credit memorandum enclosed with the July bank statement indicated that a non-interest- 
bearing note receivable for $4,000 from Rene Manes, left with the bank for collection, had 
been collected and the proceeds credited to the account of Banner, Inc. 

6. Comparison of the paid checks returned by the bank with the entries in the accounting records 
revealed that check no. 821 for $519, issued July 15 in payment for office equipment, had 
been erroneously entered in Banner’s records as $915. 


7. Examination of the paid checks also revealed that three checks, all issued in July, had not yet 
been paid by the bank: no. 811 for $314; no. 814 for $625; no. 823 for $175. 


8. Included with the July bank statement was a $200 check drawn by Howard Williams, a cus- 
tomer of Banner, Inc. This check was marked “NSF.” It had been included in the deposit of 
July 27 but had been charged back against the company’s account on July 31. 


Instructions 


a. Prepare a bank reconciliation for Banner, Inc., at July 31. 


b. Prepare journal entries (in general journal form) to adjust the accounts at July 31. Assume that 
the accounts have not been closed. 


c. State the amount of cash that should be included in the balance sheet at July 31. 


Explain why the balance per the company’s bank statement is often larger than the balance 
shown in its accounting records. 
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Lo2 PROBLEM 7.2A Osage Farm Supply had poor internal control over its cash transactions. Facts about the company’s 
Protecting Cash cash position at November 30 are described below. 

The accounting records showed a cash balance of $35,400, which included a deposit in transit 

LOS eXcel of $1,245. The balance indicated in the bank statement was $20,600. Included in the bank state- 


ment were the following debit and credit memoranda: 


Debit Memoranda: 


Check from customer G. Davis, deposited by Osage Farm 
Supply, but charged back as NSF...........000 000 c cette eee $ 130 


Bank service charges for November. ............. 00.0000 c cece eee eee 15 


Credit Memorandum: 


Proceeds from collection of a note receivable 
from Regal Farms, which Osage Farm Supply 
had left with the bank’s collection department ..............00 000 cece eee $6,255 


Outstanding checks were as follows: 


Check No. Amount 
B28 Mi ince. acc Becca Aravind aos) See Rcceval Aah aces 408 B aceon Guo aoe hc ace Bane hh a Sie aoe $ 400 
2G Docs tes cas Boosh odvenceascb tn acs, eae ftps OeD echt gesyai cs iy a aca yao ey cia dlec cc pica re, heath ieD diaeaiaedaesitay a ahr ohare 524 
B288 3 crear ted kbd beads Ghee Bk hon dae a enbd do be Dedndded Baie ads As 176 
A tess Shay cha: Setup asain adores elvan esp Qoday ariettedan sess ahah dp Daday adeteedes eG, eben soa ip Qedaysarinlésfe, deh, seepseestian Sead 5,000 


Bev Escola, the company’s cashier, has been taking portions of the company’s cash receipts for 
several months. Each month, Escola prepares the company’s bank reconciliation in a manner that 
conceals her thefts. Her bank reconciliation for November was as follows: 


Balance per bank statement, Nov. 30 ........... 00: e eee eee eee $20,600 
Add: Deposits in transite s:ss6.4 sci eek neta ade a Sead ee ee he G. « abbas $2,145 
Collection of note from Regal Farms....................0200. _ 6,255 8,400 
SuUDtOtal waisgus ceases @ abated a uhtcnse erent aa ate iea aad aaa ae $30,000 
Less: Outstanding checks: 
ING 8281 onside cpetenbintomters snipe ced tera net eee ano aheeatentomsc mane, oe) Se $ 400 
B26S bie Fg 5 Sei alee Pee eee ee alee Bed wees ee Bee 524 
BOB B ich ans a dndayeuctate sch, eh aregattd Beavateehiedn a &) Rhapnahitutavanaviede eS) Bananas. § __176 1,000 
Adjusted cash balance per bank statement.................0.0 000 $29,000 
Balance per accounting records, Nov. 30...................020000. $35,400 
Add: Credit memorandum from bank.............0 00 cece eee eens 6,255 
SUDLOTA asesSee adeeb wear echeae Ae aceseah on dedca pase e avons tata arated wera as $29,145 
Less: Debit memoranda from bank: 
NSF check Of G.iDaViSs:c sc ost iene heeeonek eae eke eew tae games $ 130 
Bank Service: Charges :e-siers0s 44 inendn eather Ante med eas wae 15 145 
Adjusted cash balance per accounting records ..................... $29,000 
Instructions 


a. Determine the amount of the cash shortage that has been concealed by Escola in her bank rec- 
onciliation. (As a format, we suggest that you prepare the bank reconciliation correctly. The 
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amount of the shortage then will be the difference between the adjusted balances per the bank 
statement and per the accounting records. You can then list this unrecorded cash shortage as 
the final adjustment necessary to complete your reconciliation.) 


b. Carefully review Escola’s bank reconciliation and explain in detail how she concealed the 
amount of the shortage. Include a listing of the dollar amounts that were concealed in various 
ways. This listing should total the amount of the shortage determined in part a. 


c. Suggest some specific internal control measures that appear to be necessary for Osage Farm 


Supply. 
L0i1 PROBLEM 7.3A Super Star, a Hollywood publicity firm, uses the balance sheet approach to estimate uncollectible 
Aging Accounts accounts expense. At year-end, an aging of the accounts receivable produced the following five 
LO5 Receivable; groupings. 
Write-offs 
eXcel is NOUVOt GUC ccc gd. pei BSW aces 2 ayattavend BH aceadl day dS W acad dared ak $500,000 
b. 1=30: days past QUO sscsasss ck es pea nes VA Re pe ew eae Paes 210,000 
C: 31-60:dayS Paste cccc ccc ated scenwnad tadodew ended toda eeews ba 80,000 
d. 61-90 days past dues eiica-24 she he eee We bee rae aeS Hm PewEe sd 15,000 
e, Over90 days past ue iis. esac cb ee tGe ve eee a eden dade ede kee Pae ghee 30,000 
TOtaliiic Ged iciek es Cetin St Gacha eo Pel taka eA aS eee PEE $835,000 


On the basis of past experience, the company estimated the percentages probably uncollectible 
for the above five age groups to be as follows: Group a, | percent; Group b, 3 percent; Group c, 
10 percent; Group d, 20 percent; and Group e, 50 percent. 

The Allowance for Doubtful Accounts before adjustment at December 31 showed a credit bal- 
ance of $11,800. 


Instructions 

a. Compute the estimated amount of uncollectible accounts based on the above classification by 
age groups. 

b. Prepare the adjusting entry needed to bring the Allowance for Doubtful Accounts to the proper 
amount. 


c. Assume that on January 10 of the following year, Super Star learned that an account receiv- 
able that had originated on September 1| in the amount of $8,250 was worthless because of the 
bankruptcy of the client, April Showers. Prepare the journal entry required on January 10 to 
write off this account. 

d. The firm is considering the adoption of a policy whereby clients whose outstanding accounts 


become more than 60 days past due will be required to sign an interest-bearing note for the 
full amount of their outstanding balance. What advantages would such a policy offer? 


L01 PROBLEM 7.4A Wilcox Mills is a manufacturer that makes all sales on 30-day credit terms. Annual sales are 
Accounting for approximately $30 million. At the end of 20/0, accounts receivable were presented in the com- 
Uncollectible pany’s balance sheet as follows: 

LOS 
Accounts 

Accounts receivable from clients ........ 0.000 c eect eee ee $3,100,000 
Less: Allowance for doubtful accounts... 6.0... 0.0.0.0 c cee eee eee 80,000 


During 20/1, $165,000 of specific accounts receivable were written off as uncollectible. Of these 
accounts written off, receivables totaling $15,000 were subsequently collected. At the end of 2011, 
an aging of accounts receivable indicated a need for a $90,000 allowance to cover possible failure 
to collect the accounts currently outstanding. 

Wilcox Mills makes adjusting entries for uncollectible accounts only at year-end. 
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Instructions 
a. Prepare the following general journal entries: 


1. One entry to summarize all accounts written off against the Allowance for Doubtful 
Accounts during 2011. 
2. Entries to record the $15,000 in accounts receivable that were subsequently collected. 


3. The adjusting entry required at December 31, 2011, to increase the Allowance for Doubt- 
ful Accounts to $90,000. 
b. Notice that the Allowance for Doubtful Accounts was only $80,000 at the end of 2010, but 
uncollectible accounts during 2011 totaled $150,000 ($165,000 less the $15,000 reinstated). 
Do these relationships appear reasonable, or was the Allowance for Doubtful Accounts greatly 
understated at the end of 2010? Explain. 


At December 31, 20/0, Weston Manufacturing Co. owned the following investments in capital 
stock of publicly traded companies (classified as available-for-sale securities): 


Cost Current Market Value 


Footlocker, Inc. (5,000 shares: cost, 


$17 per share; market value, $20)................ $ 85,000 $100,000 

The Gap, Inc. (4,000 shares: cost, $17 
per share; market value, $15).............02000- 68,000 60,000 
$153,000 $160,000 


In 20/1, Weston engaged in the following two transactions: 


Apr.10 Sold 1,000 shares of its investment in Footlocker, Inc., at a price of $21 per share, less 
a brokerage commission of $50. 


Aug. 7 — Sold 2,000 shares of its investment in The Gap, Inc., at a price of $14 per share, less a 
brokerage commission of $60. 


At December 31, 2011, the market values of these stocks were: Footlocker, Inc., $18 per share; 
and The Gap, Inc., $16 per share. 


Instructions 


a. Illustrate the presentation of marketable securities and the unrealized holding gain or loss in 
Weston’s balance sheet at December 31, 20/0. Include a caption indicating the section of the 
balance sheet in which each of these accounts appears. 


b. Prepare journal entries to record the transactions on April 10 and August 7. 


Prior to making a fair value adjustment at the end of 2011, determine the unadjusted bal- 
ance in the Marketable Securities control account and the Unrealized Holding Gain (or 
Loss) on Investments account. (Assume that no unrealized gains or losses have been rec- 
ognized since last year.) 


d. Prepare a schedule showing the cost and the market values of securities owned at the end of 
2011. (Use the same format as the schedule illustrated above.) 


e. Prepare the fair value adjusting entry required at December 31, 2011. 


f. Illustrate the presentation of the marketable securities and unrealized holding gain (or loss) in 
the balance sheet at December 31, 20/1. (Follow the same format as in part a.) 


g. Illustrate the presentation of the net realized gains (or losses) in the 2011 income statement. 
Assume a multiple-step income statement and show the caption identifying the section in 
which this amount would appear. 


h. Explain how both the realized and unrealized gains and losses will affect the company’s 2011 
income tax return. 
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Eastern Supply sells a variety of merchandise to retail stores on account, but it insists that any 
customer who fails to pay an invoice when due must replace their account receivable with an 
interest-bearing note. The company adjusts and closes its accounts at December 31. Among the 
transactions relating to notes receivable were the following: 


Sept.1 | Received from a customer (Party Plus) a nine-month, 10 percent note for $75,000 in 
settlement of an account receivable due today. 

June1 —_ Collected in full the nine-month, 10 percent note receivable from Party Plus, including 
interest. 


Instructions 


a. Prepare journal entries (in general journal form) to record: (1) the receipt of the note on 
September 1; (2) the adjustment for interest on December 31; and (3) collection of principal 
and interest on June 1. (To better illustrate the allocation of interest revenue between account- 
ing periods, we will assume Eastern Supply makes adjusting entries only at year-end.) 


b. Assume that instead of paying the note on June 1, the customer (Party Plus) had defaulted. 
Give the journal entry by Eastern Supply to record the default. Assume that Party Plus has 
sufficient resources that the note eventually will be collected. 

c. Explain why the company insists that any customer who fails to pay an invoice when due must 
replace it with an interest-bearing note. 


The Scooter Warehouse provided the following information at December 31, 2011: 


Bank Reconciliation 


General ledger cash Bank statement balance, 
balance, 12/31/11.......... $17,566 PABA ec ees ee eee eee a $16,306 
Bank service charge.......... (25) Deposits in transit........... 2,450 
Returned customer checks Outstanding checks.......... (1,356) 
marked NSF .............. (375) 
Error in recording of office 
supplies................. 234 


Adjusted cash balance, Adjusted cash balance, 
VAG TA 2 ce ee aGekeee wade € $17,400 12/31/11. 2.0.0.0... eee $17,400 


Marketable Securities 


The company invested $26,000 in a portfolio of marketable securities on December 22, 2011. The 
portfolio’s market value on December 31, 2011, had increased in value to $28,500. 


Notes Receivable 


On November 1, 2011, The Scooter Warehouse sold 25 scooters to Bermuda Fantasy Resort for 
$65,000. The resort paid $5,000 at the point of sale and issued a one-year, $60,000, 5 percent note 
for the remaining balance. The note, plus accrued interest, is due in full on October 31, 2012. The 
Scooter Warehouse adjusts for accrued interest revenue monthly. 


Accounts Receivable 

The Scooter Warehouse uses a balance sheet approach to account for uncollectible accounts 
expense. Outstanding accounts receivable on December 31, 2011, total $450,000. After aging 
these accounts, the company estimates that their net realizable value is $435,000. Prior to making 
any adjustment to record uncollectible accounts expense, The Scooter Warehouse’s Allowance for 
Doubtful Accounts has a credit balance of $4,000. 


Instructions 


a. Prepare the journal entry necessary to update the company’s accounts immediately after per- 
forming its bank reconciliation on December 31, 2011. 
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b. Prepare the journal entry necessary to adjust the company’s marketable securities to market 
value at December 31, 2011. 


c. Prepare the journal entry necessary to accrue interest in December 2011. 


Prepare the journal entry necessary to report the company’s accounts receivable at their net 
realizable value at December 31, 2011. 


e. Discuss briefly how the entry performed in part d affects the accounts receivable turnover rate. 
Does the write-off of an account receivable affect the accounts receivable turnover rate differ- 
ently than the entry performed in part d? Explain. 


The Cash account in the general ledger of Hendry Corporation shows a balance of $96,990 at 
December 31, 2011 (prior to performing a bank reconciliation). The company’s bank statement 
shows a balance of $100,560 at the same date. An examination of the bank statement reveals the 
following: 


1. Deposits in transit amount to $24,600. 
2. Bank service charges total $200. 

3. Outstanding checks total $31,700. 

4 


. A $3,600 check marked “NSF” from Kent Company (one of Hendry Corporation’s customers) 
was returned to Hendry Corporation by the bank. This was the only NSF check that Hendry 
Corporation received during 2011. 


5. A canceled check (no. 244) written by Hendry Corporation in the amount of $1,250 for office 
equipment was incorrectly recorded in the general ledger as a debit to Office Equipment of 
$1,520, and a credit to Cash of $1,520. 


In addition to the above information, Hendry Corporation owns the following assets at December 
31, 2011: (1) money market accounts totaling $75,000, (2) $3,000 of high-grade, 90-day, commer- 
cial paper, and (3) highly liquid stock investments valued at $86,000 at December 31, 2011 (these 
investments originally cost Hendry Corporation $116,000). 

On December 1, 2011, Hendry Corporation sold an unused warehouse to Moran Industries for 
$100,000. Hendry accepted a six-month, $100,000, 6 percent note receivable from Moran. The 
note, plus accrued interest, is due in full on May 31, 2012. Hendry Corporation adjusts for accrued 
interest revenue monthly. 

Hendry Corporation uses the income statement approach to compute its uncollectible accounts 
expense. The general ledger had reported Accounts Receivable of $2,150,000 at January 1, 2011. 
At that time, the Allowance for Doubtful Accounts had a credit balance of $40,000. Throughout 
2011, the company wrote off actual accounts receivable of $140,000 and collected $21,213,600 on 
account from credit customers (this amount includes the $3,600 NSF check received from Kent 
Company). Credit sales for the year ended December 31, 2011, totaled $20,000,000. Of these 
credit sales, 2 percent were estimated to eventually become uncollectible. 


Instructions 


a. Prepare Hendry Corporation’s bank reconciliation dated December 31, 2011, and provide the 
journal entry necessary to update the company’s general ledger balances. 


b. Compute cash and cash equivalents to be reported in Hendry Corporation’s balance sheet 
dated December 31, 2011. 


c. Prepare the adjusting entry necessary to account for the note receivable from Moran Industries 
at December 31, 2011. 


d. Determine the net realizable value of Hendry Corporation’s accounts receivable at December 31, 
2011. 


e. Determine the total dollar amount of financial assets to be reported in Hendry Corporation’s 
balance sheet dated December 31, 2011. 


f. Assume that it is normal for firms similar to Hendry Corporation to take an average of 45 days 
to collect an outstanding receivable. Is Hendry Corporation’s collection performance above or 
below this average? 
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Problem Set B 


L0i1 PROBLEM 7.1B The cash transactions and cash balances of Dodge, Inc., for November were as follows: 
Bank Reconciliation 1. The ledger account for Cash showed a balance at November 30 of $6,750. 
Los 2. The November bank statement showed a closing balance of $4,710. 


3. The cash received on November 30 amounted to $3,850. It was left at the bank in the night 
depository chute after banking hours on November 30 and therefore was not recorded by the 
bank on the November statement. 

4. Also included with the November bank statement was a debit memorandum from the bank for 
$15 representing service charges for November. 

5. A credit memorandum enclosed with the November bank statement indicated that a non- 
interest-bearing note receivable for $4,000 from Wright Sisters, left with the bank for collec- 
tion, had been collected and the proceeds credited to the account of Dodge, Inc. 

6. Comparison of the paid checks returned by the bank with the entries in the accounting records 
revealed that check no. 810 for $430, issued November 15 in payment for computer equip- 
ment, had been erroneously entered in Dodge’s records as $340. 

7. Examination of the paid checks also revealed that three checks, all issued in November, had 
not yet been paid by the bank: no. 814 for $115; no. 816 for $170; no. 830 for $530. 

8. Included with the November bank statement was a $2,900 check drawn by Steve Dial, a cus- 
tomer of Dodge, Inc. This check was marked “NSF.” It had been included in the deposit of 
November 27 but had been charged back against the company’s account on November 30. 


Instructions 
a. Prepare a bank reconciliation for Dodge, Inc., at November 30. 


b. Prepare journal entries (in general journal form) to adjust the accounts at November 30. 
Assume that the accounts have not been closed. 


c. State the amount of cash that should be included in the balance sheet at November 30. 


L02 PROBLEM 7.2B Jason Chain Saws, Inc., had poor internal control over its cash transactions. Facts about the 
Protecting Cash company’s cash position at April 30 are described below. 

The accounting records showed a cash balance of $20,325, which included a deposit in tran- 

LO3 sit of $5,000. The balance indicated in the bank statement was $14,300. Included in the bank 


statement were the following debit and credit memoranda: 


Debit Memoranda: 


Check from customer, deposited 
but charged back as: NSFis.¢2i2.002 iter aecdaes bdiwedotaree stdin aed $ 125 


Bank service charges for April ......... 0.0.0... cece eee eee 50 
Credit Memorandum: 


Proceeds from collection of a note receivable on company’s behalf .............. $6,200 


Outstanding checks as of April 30 were as follows: 


Check No. Amount 
B86 id sewiins Badia s Paes Wee Aloe S Paes SAL Sd PME aes baa eS $ 500 
OAD) sara tenated elects hua andtca eeueetgd arieaes Wa Fidcnc ekebagh Avehe, Bue Favaoa @RLaP Bah acne, BuAawici cutee Bae erage 440 
B55 idea adds bedded Dia Gaede the eS oe ed eae ee aes 330 


859 eee das Vad cone See ee ee ee ee eee ee eee 1,300 
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Tom Crook, the company’s cashier, has been taking portions of the company’s cash receipts for 
several months. Each month, Crook prepares the company’s bank reconciliation in a manner that 
conceals his thefts. His bank reconciliation for April is illustrated as follows: 


Balance per bank statement, April 30............... 00000: e eee eee $14,300 
Add: Deposits in transit... 2.0... 0.0. $7,120 
Collection Of NOte<.:.ccc. 0c. eeri aa seaweed a ee tees _ 6,200 13,320 
SUDOtAl jccys dase tone tts Deahe mews Ramee eect Penta asia $27,620 
Less: Outstanding checks: 
NO:836)5 ceive ta etee di elie. GabveGeGnre. Gehiwatede iin $ 500 
INO B42 ego n dua, steer ths bi dmgad adedeay diauseaeeh S kasd Seavauevngeen SW andaallaed 440 
NO. 855 isc igh eeetet vee pheadewee bide bee towne bee x 330 1,270 
Adjusted cash balance per bank statement...............-.0-0000- $26,350 
Balance per accounting records, April 30...................0.0004. 20,325 
Add: Credit memorandum from bank.............0 000 eee eee ee eee 6,200 
SuDtOtal siicogs ata de drat dacs } aa osnea eels bahar a es $26,525 
Less: Debit memoranda from bank: 
NSP Check s.c:.0¢ecewale ee nd ee ee SA bees aaa Ads $ 125 
Bank service chargeS........... 0... 0c eee eee eee 50 175 
Adjusted cash balance per accounting records ..................... $26,350 
Instructions 


a. Determine the amount of cash shortage that has been concealed by Crook in his bank rec- 
onciliation. (As a format, we suggest that you prepare the bank reconciliation correctly. The 
amount of the shortage then will be the difference between the adjusted balances per the bank 
statement and per the accounting records. You can then list this unrecorded cash shortage as 
the final adjustment necessary to complete your reconciliation.) 


b. Carefully review Crook’s bank reconciliation and explain in detail how he concealed the 
amount of the shortage. Include a listing of the dollar amounts that were concealed in various 
ways. This listing should total the amount of shortage determined in part a. 


c. Suggest some specific internal control measures that appear to be necessary for Jason Chain 


Saws, Inc. 

101 PROBLEM 7.3B Starlight, a Broadway media firm, uses the balance sheet approach to estimate uncollectible accounts 
Aging Accounts expense. At year-end an aging of the accounts receivable produced the following five groupings: 
Receivable; 

05 Write-offs a. NOt Vet: due: w.viax gt ie ceiwueesed Hide piaiawes ide beeen ea teases $500,000 

b; 1-30 days past-dUGix...c..s004 cease ee ney SPOR SE Se Reid Hoe be Ree eS 110,000 
Ci 81-60 ays: PAaSt CUO: nas Lajacsinge SG drew ad aalalengit ath gree dod aianshannCy ele dee sama. dead 50,000 
d. 61-90 days past due... 1... ere eens 30,000 
e. Over 90 days past due... 0... eee teens 60,000 

Total..ic pects we tied beatae edd ooo dered idl poe coswen dled aed $750,000 


On the basis of past experience, the company estimated the percentages probably uncollectible 
for the above five age groups to be as follows: Group a, 1 percent; Group b, 3 percent; Group c, 
10 percent; Group d, 20 percent; and Group e, 50 percent. 

The Allowance for Doubtful Accounts before adjustments at December 31 showed a credit bal- 
ance of $4,700. 


Instructions 


a. Compute the estimated amount of uncollectible accounts based on the above classification by 
age groups. 


b. Prepare the adjusting entry needed to bring the Allowance for Doubtful Accounts to the proper 
amount. 
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c. Assume that on January 18 of the following year, Starlight learned that an account receivable 
that had originated on August 1 in the amount of $1,600 was worthless because of the bank- 
ruptcy of the client, May Flowers. Prepare the journal entry required on January 18 to write 
off this account. 


d. The firm is considering the adoption of a policy whereby clients whose outstanding accounts 
become more than 60 days past due will be required to sign an interest-bearing note for the 
full amount of their outstanding balance. What advantages would such a policy offer? 


101 PROBLEM 7.4B Walc Factory is a manufacturer that makes all sales on 30-day credit terms. Annual sales are 
Accounting for approximately $20 million. At the end of 20/0, accounts receivable were presented in the com- 
Uncollectible pany’s balance sheet as follows: 

L05 Accounts 

Accounts receivable from clients «22.0626: 000008 cece eee eee eee eee $1,800,000 
Less: Allowance for doubtful accounts... 2.0... 00... e cece eee ee 40,000 


During 2011, $115,000 of specific accounts receivable were written off as uncollectible. Of these 
accounts written off, receivables totaling $9,000 were subsequently collected. At the end of 2011, 
an aging of accounts receivable indicated a need for a $75,000 allowance to cover possible failure 
to collect the accounts currently outstanding. 

Walc Factory makes adjusting entries for uncollectible accounts only at year-end. 


Instructions 


a. Prepare the following general journal entries: 


1. One entry to summarize all accounts written off against the Allowance for Doubtful 
Accounts during 2011. 


2. Entries to record the $9,000 in accounts receivable that were subsequently collected. 


3. The adjusting entry required at December 31, 2011, to increase the Allowance for Doubt- 
ful Accounts to $75,000. 

b. Notice that the Allowance for Doubtful Accounts was only $40,000 at the end of 2010, but 
uncollectible accounts during 2011 totaled $106,000 ($115,000 less the $9,000 reinstated). Do 
these relationships appear reasonable, or was the Allowance for Doubtful Accounts greatly 
understated at the end of 2010? Explain. 


101 PROBLEM 7.5B At December 31, 20/0, Westport Manufacturing Co. owned the following investments in the capi- 
Accounting for tal stock of publicly owned companies (all classified as available-for-sale securities): 
Marketable Securities 

L04 

Current 
Market 
Cost Value 
Lamb Computer, Inc. (1,000 shares: cost, 
$30 per share; market value, $50) ..... 0.0... eee eee $30,000 $50,000 
Dry Foods (5,000 shares: cost, $9 
per share; market value, $8)...........0..0 000 cece eee eens 45,000 40,000 
WOtalS' 2% wi. Fdoewod daca wedden wether dee kd ohh ehek oie $75,000 $90,000 


In 2011, Westport engaged in the following two transactions: 


Apr. 6 Sold 100 shares of its investment in Lamb Computer at a price of $55 per share, less a 
brokerage commission of $20. 


Apr. 20 Sold 2,500 shares of its Dry Foods stock at a price of $7 per share, less a brokerage 
commission of $20. 

At December 31, 2011, the market values of these stocks were: Lamb Computer, $40 per share; 

Dry Foods, $7. 
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Instructions 


a. Illustrate the presentation of marketable securities and the unrealized holding gain or loss in 
Westport’s balance sheet at December 31, 20/0. Include a caption indicating the section of the 
balance sheet in which each of these accounts appears. 


b. Prepare journal entries to record the transactions on April 6 and April 20. 


c. Prior to making a fair value adjustment at the end of 2011, determine the unadjusted balance 
in the Marketable Securities controlling account and the Unrealized Holding Gain (or Loss) 
on Investments account. (Assume that no unrealized gains or losses have been recognized 
since last year.) 


d. Prepare a schedule showing the cost and market values of securities owned at the end of 2011. 
(Use the same format as the schedule illustrated above.) 


e. Prepare the fair value adjusting entry required at December 31, 2011. 


Illustrate the presentation of the marketable securities and unrealized holding gain (or loss) in 
the balance sheet at December 31, 20/1. (Follow the same format as in part a.) 


g. Illustrate the presentation of the net realized gains (or losses) in the 2011 income statement. 
Assume a multiple-step income statement and show the caption identifying the section in 
which this amount would appear. 


h. Explain how both the realized and the unrealized gains and losses will affect the company’s 
2011 income tax return. 


Southern Supply sells a variety of merchandise to retail stores on account, but it insists that 
any customer who fails to pay an invoice when due must replace their account receivable with an 
interest-bearing note. The company adjusts and closes its accounts at December 31. Among the 
transactions relating to notes receivable were the following: 


Nov. 1 Received from a customer (LCC) a nine-month, 12 percent note for $60,000 in 
settlement of an account receivable due today. 


Aug.1 Collected in full the nine-month, 12 percent note receivable from LCC, including 
interest. 


Instructions 


a. Prepare journal entries (in general journal form) to record: (1) the receipt of the note on 
November 1; (2) the adjustment for interest on December 31; and (3) the collection of 
principal and interest on August 1. (To better illustrate the allocation of interest revenue 
between accounting periods, we will assume Southern Supply makes adjusting entries only 
at year-end.) 


b. Assume that instead of paying the note on August 1, the customer (LCC) had defaulted. Give 
the journal entry by Southern Supply to record the default. Assume that LCC has sufficient 
resources that the note eventually will be collected. 


c. Explain why the company insists that any customer who fails to pay an invoice when due must 
replace it with an interest-bearing note. 


Data Management, Inc., provided the following information at December 31, 2011: 


Bank Reconciliation 


General ledger cash Bank statement balance, 
balance, 12/31/11......... $44,637 V2BWAT: ca cdecde we ies as $37,960 
Bank service charge......... (125) Deposits in transit........... 18,800 
Returned customer checks Outstanding checks.......... (15,560) 
marked NSF ...........-.. (2,350) 
Error in recording of office 
SUPPNES iis: eae es (962) 


Adjusted cash balance, Adjusted cash balance, 


VISTA ce etansitisna ae wind $41,200 VABWT sie cttrcg ends ale ek $41,200 
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Marketable Securities 


The company invested $75,000 in a portfolio of marketable securities on December 9, 2011. The 
portfolio’s market value on December 31, 2011, had decreased in value to $68,000. 


Notes Receivable 

On October 1, 2011, Data Management sold 50 laptop computers to the Mifflinburg School 
District for $74,500. The school district paid $2,500 at the point of sale and issued a one-year, 
$72,000, 6 percent note for the remaining balance. The note, plus accrued interest, is due in full on 
September 30, 2012. Data Management adjusts for accrued interest revenue monthly. 


Accounts Receivable 

Data Management uses a balance sheet approach to account for uncollectible accounts expense. 
Outstanding accounts receivable on December 31, 2011, total $900,000. After aging these 
accounts, the company estimates that their net realizable value is $860,000. Prior to making any 
adjustment to record uncollectible accounts expense, Data Management’s Allowance for Doubtful 
Accounts has a debit balance of $9,000. 


Instructions 


a. Prepare the journal entry necessary to update the company’s accounts immediately after per- 
forming its bank reconciliation on December 31, 2011. 


b. Prepare the journal entry necessary to adjust the company’s marketable securities to market 
value at December 31, 2011. 


c. Prepare the journal entry necessary to accrue interest revenue in December 2011. 


Prepare the journal entry necessary to report the company’s accounts receivable at their net 
realizable value at December 31, 2011. 


e. Discuss briefly why the company’s Allowance for Doubtful Accounts had a debit balance 
prior to the adjustment made in part d. How might the company change the percentages 
it applies to the accounts receivable aging categories to avoid future debit balances in its 
Allowance for Doubtful Accounts? 


The Cash account in the general ledger of Ciavarella Corporation shows a balance of $112,000 at 
December 31, 2011 (prior to performing a bank reconciliation). The company’s bank statement 
shows a balance of $104,100 at the same date. An examination of the bank statement reveals the 
following: 


1. Deposits in transit amount to $16,800. 
2. Bank service charges total $100. 

3. Outstanding checks total $12,400. 

4 


. A $2,500 check marked “NSF” from Needham Company (one of Ciavarella’s customers) was 
returned to Ciavarella Corporation by the bank. This was the only NSF check that Ciavarella 
received during 2011. 


5. Check no. 550 was actually written by Ciavarella in the amount of $3,200 for computer equip- 
ment but was incorrectly recorded in the general ledger as a debit to Computer Equipment of 
$2,300, and a credit to Cash of $2,300. 


In addition to the above information, Ciavarella owns the following assets at December 31, 2011: 
(1) money market accounts totaling $150,000, (2) $5,000 of high-grade, 60-day commercial 
paper, and (3) highly liquid stock investments valued at $245,000 at December 31, 2011 (these 
investments originally cost Ciavarella $225,000). 

On December 1, 2011, Ciavarella sold a used truck to Ritter Industries for $18,000. 
Ciavarella accepted a three-month, $18,000, 9 percent note receivable from Ritter. The note, plus 
accrued interest, is due in full on March 1, 2012. Ciavarella adjusts for accrued interest revenue 
monthly. 

Ciavarella uses the income statement approach to compute uncollectible accounts expense. The 
general ledger had reported Accounts Receivable of $540,000 at January 1, 2011. At that time, the 
Allowance for Doubtful Accounts had a credit balance of $12,000. Throughout 2011, the company 


Critical Thinking Cases 335 


wrote off actual accounts receivable of $14,000 and collected $5,252,500 on account from credit 
customers (this amount includes the $2,500 NSF check received from Needham Company). Credit 
sales for the year ended December 31, 2011, totaled $6,480,000. Of these credit sales, 1 percent 
were estimated to eventually become uncollectible. 


Instructions 


a. Prepare Ciavarella’s bank reconciliation dated December 31, 2011, and provide the journal 
entry necessary to update the company’s general ledger balances. 


b. Compute cash and cash equivalents to be reported in Ciavarella’s balance sheet dated 
December 31, 2011. 


c. Prepare the adjusting entry necessary to account for the note receivable from Ritter Industries 
at December 31, 2011. 


d. Determine the net realizable value of Ciavarella’s accounts receivable at December 31, 2011. 


Determine the total dollar amount of financial assets to be reported in Ciavarella’s balance 
sheet dated December 31, 2011. 


f. Assume that it is normal for firms similar to Ciavarella to take an average of 60 days to collect 
an outstanding receivable. Is Ciavarella Corporation’s collection performance above or below 
this average? 


Critical Thinking Cases 


Lo1 CASE 7.1 In each of the situations described below, indicate the accounting principles or concepts, if any, 
Accounting Principles that have been violated and explain briefly the nature of the violation. If you believe the prac- 
tice is in accord with generally accepted accounting principles, state this as your position and 


L05 defend it. 
a. A small business in which credit sales fluctuate greatly from year to year uses the direct write- 
LOG off method both for income tax purposes and in its financial statements. 


b. Computer Systems often sells merchandise in exchange for interest-bearing notes receivable, 
maturing in 6, 12, or 24 months. The company records these sales transactions by debiting 
Notes Receivable for the maturity value of the notes, crediting Sales for the sales price of the 
merchandise, and crediting Interest Revenue for the balance of the maturity value of the note. 
The cost of goods sold also is recorded. 


c. A company has $400,000 in unrestricted cash, $1 million in a bank account specifically 
earmarked for the construction of a new factory, and $2 million in cash equivalents. In the 
balance sheet, these amounts are combined and shown as “Cash and cash equivalents . . . 


$3.4 million.” 

02. CASE 7.2 Rock, Inc., sells stereo equipment. Traditionally, the company’s sales have been in the follow- 
If Things Get Any ing categories: cash sales, 25 percent; customers using national credit cards, 35 percent; sales on 
Better, We’ll Be Broke account (due in 30 days), 40 percent. With these policies, the company earned a modest profit, and 

LOS monthly cash receipts exceeded monthly cash payments by a comfortable margin. Uncollectible 


accounts expense was approximately | percent of net sales. (The company uses the direct write-off 
method in accounting for uncollectible accounts receivable.) 

Two months ago, the company initiated a new credit policy, which it calls “Double Zero.” 
Customers may purchase merchandise on account, with no down payment and no interest charges. 
The accounts are collected in 12 monthly installments of equal amounts. 

The plan has proven quite popular with customers, and monthly sales have increased 
dramatically. Despite the increase in sales, however, Rock is experiencing cash flow problems— 
it hasn’t been generating enough cash to pay its suppliers, most of which require payment within 
30 days. 

The company’s bookkeeper has prepared the following analysis of monthly operating results: 
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Before Last 
Sales Double Zero Month 
ASI a feiec Seka € ay By ated Gl ays cag Seduraconined & wy Sess Bey blanche $12,500 $ 5,000 
National credit card... 0... 0. ec ene 17,500 10,000 
80-day ACCOUNS: «cic ccs oa ct eee ee ant eee ee aS 20,000 —0- 
Double-Zero accounts y.24.05.2 24-52. RA eee ae + -0- 75,000 
Total monthly sales... 2.0... eee ees $50,000 $ 90,000 
Cost of goods sold and expenses....................-0000-. 40,000 65,000 
Net INCOM ::: .ic.c508 8 Aocdeu clade nea doa Scena Oe ee $10,000 $ 25,000 
Cash receipts 
Cashsales) i<i.:c2¢5¢ceeheobpicbheteade bibigbbaddeds $12,500 $ 5,000 
National credit card companies.....................2-0-. 17,500 10,000 
30-day accounts ..:i2ccecd sheers dutedaddrer seein d 19,500 —0- 
Double Zero accountS.... 2... 0.0... -0- 11,250 
Total monthly cash receipts............ 0.0. c eee eee eee $49,500 $ 26,250 
Accounts written off as uncollectible...................-.0-- $ 500 $ -O- 
Accounts receivable at month-end..............-..+0000000- $20,000 $135,000 


The bookkeeper offered the following assessment: “Double Zero is killing us. Since we started 
that plan, our accounts receivable have increased nearly sevenfold, and they’re still growing. We 
can’t afford to carry such a large nonproductive asset on our books. Our cash receipts are down to 
nearly half of what they used to be. If we don’t go back to more cash sales and receivables that can 
be collected more quickly, we’ll become insolvent.” 

In reply Maxwell “Rock” Swartz, founder and chief executive officer, shouted out: “Why do 
you say that our accounts receivable are nonproductive? They’re the most productive asset we 
have! Since we started Double Zero, our sales have nearly doubled, our profits have more than 
doubled, and our bad debt expense has dropped to nothing!” 


Instructions 


a. Is it logical that the Double Zero plan is causing sales and profits to increase while also 
causing a decline in cash receipts? Explain. 


b. Why has the uncollectible accounts expense dropped to zero? What would you expect to hap- 
pen to the company’s uncollectible accounts expense in the future—say, next year? Why? 


c. Do you think that the reduction in monthly cash receipts is permanent or temporary? Explain. 
In what sense are the company’s accounts receivable a “nonproductive” asset? 


Suggest several ways that Rock may be able to generate the cash it needs to pay its bills with- 
out terminating the Double Zero plan. 


f. Would you recommend that the company continue offering Double Zero financing, or should 
it return to the use of 30-day accounts? Explain the reasons for your answer, and identify any 
unresolved factors that might cause you to change this opinion in the future. 


Affections manufactures candy and sells only to retailers. It is not a publicly owned company 
and its financial statements are not audited. But the company frequently must borrow money. Its 
creditors insist that the company provide them with unaudited financial statements at the end of 
each quarter. 

In October, management met to discuss the fiscal year ending next December 31. Due to a 
sluggish economy, Affections was having difficulty collecting its accounts receivable, and its cash 
position was unusually low. Management knew that if the December 31 balance sheet did not look 
good, the company would have difficulty borrowing the money it would need to boost production 
for Valentine’s Day. 

Thus the purpose of the meeting was to explore ways in which Affections might improve its 
December 31 balance sheet. Some of the ideas discussed are as follows: 
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1. Offer customers purchasing Christmas candy a 10 percent discount if they make payment 
within 30 days. 


2. Allow a 30-day grace period on all accounts receivable overdue at the end of the year. As 
these accounts will no longer be overdue, the company will not need an allowance for overdue 
accounts. 


3. For purposes of balance sheet presentation, combine all forms of cash, including cash equiva- 
lents, compensating balances, and unused lines of credit. 


4. Require officers who have borrowed money from the company to repay the amounts owed at 
December 31. This would convert into cash the “notes receivable from officers,’ which now 
appear in the balance sheet as noncurrent assets. The loans could be renewed immediately 
after year-end. 


5. Present investments in marketable securities at their market value, rather than at cost. 
6. Treat inventory as a financial asset and show it at current sales value. 


7. On December 31, draw a large check against one of the company’s bank accounts and deposit 
it in another of the company’s accounts in a different bank. The check won’t clear the first 
bank until after year-end. This will substantially increase the amount of cash in bank accounts 
at year-end. 


Instructions 


a. Separately evaluate each of these proposals. Consider ethical issues as well as accounting 
issues. 


b. Do you consider it ethical for management to hold this meeting in the first place? That is, 
should management plan in advance how to improve financial statements that will be distrib- 
uted to creditors and investors? 


Prudent cash management is an important function in any business. Large amounts of cash sitting 
idle in non-interest-bearing checking accounts can cost a company thousands—even millions—of 
dollars annually in foregone revenue. Thus, many businesses invest large amounts of idle cash in 
Treasury bills, certificates of deposit (CDs), and money market accounts. 

Visit the Bankrate.com home page at the following address: 


www.bankrate.com 


Search the site for information on CDs, money market accounts, and other interest-bearing 
products. Look for links under the “Compare Rates” menu. 


Instructions 


a. Prepare a table showing the current interest rates on Treasury bills, various CDs, and money 
market accounts. 


b. If you were in charge of investing $1 million among the cash equivalents identified in part a, 
how would you make your allocation? Defend your answer. 


Internet sites are time and date sensitive. It is the purpose of these exercises to have you explore 
the Internet. You may need to use the Yahoo! search engine http://www.yahoo.com (or another 
favorite search engine) to find a company’s current Web address. 


Answers to Self-Test Questions 
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Inventories and the 
Cost of Goods Sold 


AFTER STUDYING THIS CHAPTER, YOU SHOULD BE ABLE TO: 
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L02 


LO3 


LO4 


L05 


LOG 


LO7 


In a perpetual inventory system, determine the cost of goods sold using (a) specific identification, 
(b) average cost, (c) FIFO, and (d) LIFO. Discuss the advantages and shortcomings of each method. 


Explain the need for taking a physical inventory. 
Record shrinkage losses and other year-end adjustments to inventory. 


In a periodic inventory system, determine the ending inventory and the cost of goods sold using 
(a) specific identification, (b) average cost, (c) FIFO, and (d) LIFO. 


Explain the effects on the income statement of errors in inventory valuation. 


Estimate the cost of goods sold and ending inventory by the gross profit method and by the retail 
method. 


Compute the inventory turnover and explain its uses. 


Having the right merchandise available at the right time and in the right place 
is Critically important to all companies that sell products to their customers. 
These businesses include chain stores such as grocery stores, drugstores, 
and department stores. 

Consider the case of Kroger Co.—a giant retailer that spans many 
states with store formats that include grocery and multidepartment stores, 
convenience stores, and mall jewelry stores. Kroger operates under nearly 
two dozen banners or names and is one of the country’s largest grocery 
retailers with 2,468 grocery retail stores and 2009 sales of $76.7 million. 
Kroger also operates food-processing or manufacturing facilities that produce 
private-label products, supermarket fuel centers, and pharmacies located in 
its combination food and drugstores. Imagine the challenges this complex 
retailer faces in having product at the right place, at the right time, and in 
the needed quantities. To meet these objectives, a company’s inventory is 
constantly changing. 

Accounting for the movement of inventory into and out of a company 
like Kroger also presents a significant challenge. Inventory is often one of 
the largest assets in a company’s statement of financial position (balance 
sheet), one of its most important determinants of the results of its operation 
(income statement), and one of its most significant cash flows (statement of 


cash flows). 
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Accounting for merchandise inventory presents one of the greatest challenges for companies 
that sell products. These companies must maintain not only a record of inventory items for 
sale but also the prices at which these items are purchased and sold, both of which change 
over time. This adds a significant complication to accounting for inventory and the expense 
included in the income statement when inventory is sold to customers. You learn how to 
account for inventory and its cost in this chapter. 


INVENTORY DEFINED 


In a merchandising company, inventory consists of all goods owned and held for sale to 
customers. Inventory is expected to be converted into cash within the company’s operating 
cycle.' In the balance sheet, inventory is listed immediately after accounts receivable, because 
it is just one step farther removed from conversion into cash than customer receivables. 


The Flow of Inventory Costs 


Inventory is a nonfinancial asset and usually is shown in the balance sheet at its cost.” As 
items are sold from inventory, their costs are removed from the balance sheet and transferred 
to the cost of goods sold, which is offset against sales revenue in the income statement. This 
flow of costs is illustrated in Exhibit 8-1. 


Exhibit 8-1 THE FLOW OF COSTS THROUGH FINANCIAL STATEMENTS 


Balance Sheet 


Purchase cost 


(or manufacturing —> . es 


incurred on 
costs) 


are sold 


In a perpetual inventory system, entries in the accounting records parallel this flow of 
costs. When merchandise is purchased, its cost (net of allowable cash discounts) is added to 
the asset account Inventory. As the merchandise is sold, its cost is removed from the Inventory 
account and transferred to the Cost of Goods Sold account. 

The valuation of inventory and cost of goods sold is of critical importance to managers 
and to external users of financial statements. In many cases, inventory is a company’s largest 
asset, and the cost of goods sold is its largest expense. These two accounts have a significant 
effect on the financial statement subtotals and ratios used in evaluating the liquidity and prof- 
itability of the business. 

Several different methods of pricing inventory and of measuring the cost of goods sold 
are acceptable under generally accepted accounting principles. These different methods may 


' As explained in Chapter 6, the operating cycle of a merchandising business is the period of time required 

to convert cash into inventory, inventory into accounts receivable, and accounts receivable into cash. Assets 
expected to be converted into cash within one year or the operating cycle, whichever is longer, are regarded as 
current assets. 

2 Some companies deal in inventories that can be sold in a worldwide market at quoted market prices. Exam- 
ples include mutual funds, stock brokerages, and companies that deal in commodities such as agricultural 
crops or precious metals. Often these companies value their inventories at market price rather than at cost. 
Our discussions in this chapter are directed to the more common situation in which inventories are valued at 
cost. 
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produce significantly different results, both in a company’s financial statements and in its 
income tax returns. Therefore, managers and investors should understand the effects of the 
different inventory valuation methods. 


WHICH UNIT DID WE SELL? 


Purchases of merchandise are recorded in the same manner under all of the inventory valu- 
ation methods. The differences in these methods lie in determining which costs should be 
removed from the Inventory account when merchandise is sold. 

We illustrated the basic entries relating to purchases and sales of merchandise in Chapter 6. 
In that introductory discussion, however, we made a simplifying assumption: All of the units 
in inventory had been acquired at the same unit cost. In practice, a company often has in its 
inventory identical units of a given product that were acquired at different costs. Acquisition 
costs may vary because the units were purchased at different dates, from different suppliers, 
or in different quantities. 

When identical units of inventory have different unit costs, a question arises as to which of 
these costs should be used in measuring the cost of goods sold. 


DATA FOR AN ILLUSTRATION 


To illustrate the alternative methods of measuring the cost of goods sold, assume that Mead 
Electric Company sells electrical equipment and supplies. Included in the company’s inven- 
tory are five Elco AC-40 generators. These generators are identical; however, two were pur- 
chased on January 5 at a per-unit cost of $/,000, and the other three were purchased a month 
later, shortly after Elco had announced a price increase, at a per-unit cost of $7,200. These 
purchases are reflected in Mead’s inventory subsidiary ledger in Exhibit 8-2. 


Notice that, on February 5, the Balance columns contain two “layers” of unit cost infor- 
mation, representing the units purchased at the two different unit costs. A new cost layer is 
created whenever units are acquired at a different per-unit cost. (As all units comprising a cost 
layer are sold, the layer is eliminated from the inventory. Therefore, a business is unlikely to 
have more than three or four cost layers in its inventory at any given time.) 

Now assume that, on March 1, Mead sells one of these Elco generators to Boulder Con- 
struction Company for $1,800 cash. What cost should be removed from the Inventory account 
and recognized as the cost of goods sold—$1,000 or $1,200? 
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Learning Objective 

In a perpetual inventory 

Loi system, determine the 

cost of goods sold using 

(a) specific identification, 
(b) average cost, (c) FIFO, and 
(d) LIFO. Discuss the advantages 
and shortcomings of each 
method. 
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In answering such questions, accountants may use an approach called specific identifica- 
tion, or they may adopt a cost flow assumption. Either of these approaches is acceptable. 
Once an approach has been selected, however, it should be applied consistently in accounting 
for all sales of this particular type of merchandise. 


SPECIFIC IDENTIFICATION 


The specific identification method can be used only when the actual costs of individual units 
of merchandise can be determined from the accounting records. For example, each of the 
generators in Mead’s inventory may have an identification number, and these numbers may 
appear on the purchase invoices. With this identification number, Mead’s accounting depart- 
ment can determine whether the generator sold to Boulder Construction cost $1,000 or $1,200. 
The actual cost of this particular unit then is used in recording the cost of goods sold. 


COST FLOW ASSUMPTIONS 


If the items in inventory are homogeneous in nature (identical, except for insignificant dif- 
ferences), it is not necessary for the seller to use the specific identification method. Rather, 
the seller may follow the more convenient practice of using a cost flow assumption. Using a 
cost flow assumption, often referred to as simply a flow assumption, is particularly common 
where the company has a large number of identical inventory items that were purchased at 
different prices. 

When a cost flow assumption is in use, the seller makes an assumption as to the sequence 
in which units are withdrawn from inventory. For example, the seller might assume that the 
oldest merchandise always is sold first or that the most recently purchased items are the first 
to be sold. 

Three cost flow assumptions are in widespread use: 


1. Average cost. This assumption values all merchandise—units sold and units remaining in 
inventory—at the average per-unit cost. (In effect, the average-cost method assumes that 
units are withdrawn from the inventory in random order.) 


2. First-in, first-out (FIFO). As the name implies, FIFO involves the assumption that goods 
sold are the first units that were purchased—that is, the oldest goods on hand. Thus the 
remaining inventory is comprised of the most recent purchases. 


3. Last-in, first-out (LIFO). Under LIFO, the units sold are assumed to be those most recently 
acquired. The remaining inventory, therefore, is assumed to consist of the earliest pur- 
chases. 


The cost flow assumption selected by a company need not correspond to the actual physi- 
cal movement of the company’s merchandise. When the units of merchandise are identical (or 
nearly identical), it does not matter which units are delivered to the customer in a particular 
sales transaction. Therefore, in measuring the income of a business that sells units of identical 
merchandise, accountants consider the flow of costs to be more important than the physical 
flow of the merchandise. 

The use of a cost flow assumption eliminates the need for separately identifying each unit 
sold and looking up its actual cost. Experience has shown that these cost flow assumptions 
provide useful and reliable measurements of the cost of goods sold, as long as they are applied 
consistently to all sales of the particular type of merchandise. 


AVERAGE-COST METHOD 


When the average-cost method is in use, the average cost of all units in inventory is com- 
puted after every purchase. This average cost is computed by dividing the total cost of goods 
available for sale by the number of units in inventory. Because the average cost may change 
following each purchase, this method also is called the moving average method when a per- 
petual inventory system is used. 

As of January 5, Mead had only two Elco generators in its inventory, each acquired at a 
purchase cost of $1,000. Therefore, the average cost is $1,000 per unit. After the purchase 
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on February 5, Mead had five Elco generators in inventory, acquired at a total cost of $5,600 
(2 units @ $1,000, plus 3 units @ $1,200 = $5,600). Therefore, the average per-unit cost 
now is $/,/20 ($5,600 + 5 units = $1,120). 

On March 1, two entries are made to record the sale of one of these generators to Boulder 
Construction Company. The first recognizes the revenue from this sale, and the second rec- 
ognizes the cost of the goods sold. These entries follow, with the cost of goods sold measured 
by the average-cost method: 


To record the sale of one Elco AC-40 generator. 


CostofiGoodseSoldeevsresye ere ere eee ee One Che ens eee eure 1,120 
INVOMLONY cies cokes He ais crac Suns een ccere Sie say SMI SUN ee Se 1,120 


To record the cost of one Elco AC-40 generator sold to Boulder 
Construction Co. Cost determined by the average-cost method. 


(The entry to recognize the $1,800 in sales revenue is the same, regardless of the inventory 
method in use. Therefore, we will not repeat this entry in our illustrations of the other cost 
flow assumptions.) 

When the average-cost method is in use, the inventory subsidiary ledger is modified 
slightly from the format in Exhibit 8-2. Following the sale on March 1, Mead’s subsidiary 
ledger for Elco generators would be modified to show the average unit cost as in Exhibit 8-3. 


*$2,000 total cost + 2 units = $1,000. 
**$5,600 total cost + 5 units = $1,120. 


Notice that the Unit Cost column for purchases still shows actual unit costs—$1,000 and 
$1,200. The Unit Cost columns relating to sales and to the remaining inventory, however, 
show the average unit cost ($5,600 total + 5 units = $1,120). 

Under the average-cost assumption, all items in inventory are assigned the same per-unit 
cost (the average cost). Hence, it does not matter which units are sold; the cost of goods sold 
always is based on the current average unit cost. When one generator is sold on March 1, the 
cost of goods sold is $1,120; if three generators had been sold on this date, the cost of goods 
sold would have been $3,360 (3 units X $1,120 per unit). 


FIRST-IN, FIRST-OUT METHOD 


The first-in, first-out method, often called F/FO, is based on the assumption that the first 
merchandise purchased is the first merchandise sold. Thus, the accountant for Mead Electric 
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Exhibit 8-4 


INVENTORY SUBSIDIARY 
LEDGER—FIFO BASIS 
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would assume that the generator sold on March | was one of those purchased on January 5. 
The entry to record the cost of goods sold would be: 


CostiofiGoods: Sold veces ees ee ase eee ol eee eee ee 1,000 
INVEMtOrYier rides avis aca See eee mck See a sioner saan PDS muah acne ce eae 1,000 


To record the cost of one Elco AC-40 generator sold to Boulder 
Construction Co. Cost determined by the FIFO flow assumption. 


Following this sale, Mead’s inventory ledger would appear as shown in Exhibit 8-4. 


fa 


Notice that FIFO uses actual purchase costs, rather than an average cost. Thus, if merchandise 
has been purchased at several different costs, the inventory will include several different cost 
layers. The cost of goods sold for a given sales transaction also may involve several different 
cost layers. To illustrate, assume that Mead had sold four generators to Boulder Construction, 
instead of only one. Under the FIFO flow assumption, Mead would assume that it first sold the 
two generators purchased on January 5 and then two of those purchased on February 5. Thus the 
total cost of goods sold ($4,400) would include items at two different unit costs, as shown here: 


2 generators romans oi purchase @: oilt OOO lyre ese ns eee erase $2,000 
PACofelateleeWco}(S) ikea) ected, ) Wixelnteete) (@) G00), sca caemapeneacdneancneenoanans $2,400 
TEN Cols iohi Clolerels Sellel (CU aacenccneasananpancogaenanaonsnacnconaans $4,400 


As the cost of goods sold always is recorded at the oldest available purchase costs, the 
units remaining in inventory are valued at the more recent acquisition costs. 


LAST-IN, FIRST-OUT METHOD 


The last-in, first-out method, commonly known as L/FO, is among the most widely used 
methods of determining the cost of goods sold and valuing inventory. As the name suggests, 
the most recently purchased merchandise (the last in) is assumed to be sold first. If Mead were 
using the LIFO method, it would assume that the generator sold on March | was one of those 
acquired on February 5, the most recent purchase date. Thus, the cost transferred from inven- 
tory to the cost of goods sold would be $1,200. 

The journal entry to record the cost of goods sold is shown below. The inventory subsidiary 
ledger record after this entry has been posted is shown in Exhibit 8-5. 


CostiofiGoodsSeSoldierseercy cerns eee ere eA ne 1,200 
IWS MMO ry es aire ere eaten One ee acces ee aye ere ea ec ey eee ere Arce 1,200 


To record the cost of one Elco AC-40 generator sold to Boulder 
Construction Co. Cost determined by the LIFO flow assumption. 
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INVENTORY SUBSIDIARY 
LEDGER—LIFO BASIS 


Like FIFO, the LIFO method uses actual purchase costs, rather than an average cost. Thus, 
the inventory may have several different cost layers. If a sale includes more units than are 
included in the most recent cost layer, some of the goods sold are assumed to come from the 
next most recent layer. For example, if Mead had sold four generators (instead of one) on 
March 1, the cost of goods sold determined under the LIFO assumption would be $4,600: 


3 generators from Feb. 5 purchase @ $1,200............0. 00sec eee cece $3,600 
1 generator from Jan. 5 purchase @ $1,000 ................0 00 cece eee eee ee $1,000 
otal .cost-of;goods:sold|(4iunits)iy mae acs meres ee ane ieemintr ean a eneeses $4,600 


As LIFO transfers the most recent purchase costs to the cost of goods sold, the goods 
remaining in inventory are valued at the oldest acquisition costs. 


EVALUATION OF THE METHODS 


All three of the cost flow assumptions just described are acceptable for use in financial state- 
ments and in income tax returns. As we have explained, it is not necessary that the physical 
flow of merchandise correspond to the cost flow assumption. Different flow assumptions may 
be used for different types of inventory or for inventories in different geographical locations. 

The only requirement for using a flow assumption is that the units to which the assumption 
is applied should be homogeneous in nature—that is, virtually identical to one another. If each 
unit is unique, such as the sale of portraits by an art studio, only the specific identification 
method can properly match sales revenue with the cost of goods sold. 

Each inventory valuation method has certain advantages and shortcomings. In the final 
analysis, the selection of inventory valuation methods is a managerial decision. However, the 
method (or methods) used in financial statements always should be disclosed in notes accom- 
panying the statements. 


Specific Identification The specific identification method is best suited to inven- 
tories of high-priced, low-volume items. This is the only method that exactly parallels the 
physical flow of the merchandise. If each item in the inventory is unique, as in the case of 
valuable paintings, custom jewelry, and most real estate, specific identification is clearly the 
logical choice. 

The specific identification method has an intuitive appeal, because it assigns actual pur- 
chase costs to the specific units of merchandise sold or in inventory. However, when the units 
in inventory are identical (or nearly identical), the specific identification method may produce 
misleading results by implying differences in value that—under current market conditions—do 
not exist. There is also the potential to manipulate the company’s financial statement numbers 
by selecting which items (and as a result which costs) are sold. 
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As an example, assume that a coal dealer has purchased 100 tons of coal at a cost of $90 per 
ton. A short time later, the company purchases another 100 tons of the same grade of coal— 
but this time, the cost is $120 per ton. The two purchases are in separate piles; thus it would 
be possible for the company to use the specific identification method in accounting for sales. 

Assume now that the company has an opportunity to sell 10 tons of coal at a retail price of 
$180 per ton. Does it really matter from which pile this coal is removed? The answer is no; 
the coal is a homogeneous product. Under current market conditions, the coal in each pile is 
equally valuable. To imply that it is more profitable to sell coal from one pile rather than the 
other is an argument of questionable logic. 


Average Cost Identical items will have the same accounting values only under the 
average-cost method. Assume, for example, that a hardware store sells a given size nail for 
65 cents per pound. The hardware store buys the nails in 100-pound quantities at different 
times at prices ranging from 40 to 50 cents per pound. Several hundred pounds of nails are 
always on hand, stored in a large bin. The average-cost method properly recognizes that 
when a customer buys a pound of nails it is not necessary to know exactly which nails the 
customer selected from the bin in order to measure the cost of goods sold. Therefore, the 
average-cost method avoids the shortcomings of the specific identification method. It is not 
necessary to keep track of the specific items sold and of those still in inventory. Also, it is 
not possible to manipulate income merely by selecting the specific items to be delivered to 
customers. 

A shortcoming of the average-cost method is that changes in current replacement costs of 
inventory are concealed because these costs are averaged with older costs. Thus neither the 
valuation of ending inventory nor the cost of goods sold will quickly reflect changes in the 
current replacement cost of merchandise. 


First-In, First-Out The distinguishing characteristic of the FIFO method is that the 
oldest purchase costs are transferred to the cost of goods sold, while the most recent costs 
remain in inventory. 

Over the past 50 years, we have lived in an inflationary economy, which means that most 
prices rise over time. When purchase costs are rising, the FIFO method assigns /ower (older) 
costs to the cost of goods sold and the higher (more recent) costs to the goods remaining in 
inventory. 

By assigning lower costs to the cost of goods sold, FIFO usually causes a business to report 
higher profits than would be reported under the other inventory valuation methods. Some 
companies favor the FIFO method for financial reporting purposes, because their goal is to 
report the highest net income possible. For income tax purposes, however, reporting more 
income than necessary results in paying more income taxes than necessary. 

Some accountants and decision makers believe that FIFO tends to overstate a company’s 
profitability in periods of rising prices. Revenue is based on current market conditions. By 
offsetting this revenue with a cost of goods sold based on older (and lower) prices, gross prof- 
its may be overstated consistently. 

A conceptual advantage of the FIFO method is that in the balance sheet inventory is valued 
at recent purchase costs. Therefore, this asset appears in the balance sheet at an amount more 
closely approximating its current replacement cost. 


Last-In, First-Out The LIFO method is one of the most interesting and controver- 
sial flow assumptions. The basic assumption in the LIFO method is that the most recently 
purchased units are sold first and that the older units remain in inventory. This assumption is 
not in accord with the physical flow of merchandise in most businesses. Yet there are strong 
logical arguments in support of the LIFO method, in addition to income tax considerations. 

For the purpose of measuring income, most accountants consider the flow of costs more 
important than the physical flow of merchandise. Supporters of the LIFO method contend that 
the measurement of income should be based on current market conditions. Therefore, cur- 
rent sales revenue should be offset by the current cost of the merchandise sold. By the LIFO 
method, the costs assigned to the cost of goods sold are relatively current because they reflect 
the most recent purchases. 
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There is one significant shortcoming to the LIFO method. The valuation of the asset inven- 
tory is based on the company’s oldest inventory acquisition costs. After the company has been 
in business for many years, these oldest costs may greatly understate the current replacement 
cost of the inventory. Thus, when an inventory is valued by the LIFO method, the company 
also should disclose the current replacement cost of the inventory in a note to the financial 
statements. 

During periods of rising inventory replacement costs, the LIFO method results in the low- 
est valuation of inventory and measurement of net income. Therefore, LIFO is regarded as 
the most conservative of the inventory pricing methods. FIFO, on the other hand, is the least 
conservative method.* 

Income tax considerations are the principal strategic reason for the popularity of the LIFO 
method. Remember that the LIFO method assigns the most recent inventory purchase costs 
to the cost of goods sold. In the common situation of rising prices, these most recent costs are 
also the highest costs. By reporting a higher cost of goods sold than results from other inven- 
tory valuation methods, the LIFO method usually results in lower taxable income. In short, if 
inventory costs are rising, a company can reduce the amount of its income tax obligation by 
using the LIFO method in its income tax return. 

It may seem reasonable that a company would use the LIFO method in its tax return to 
reduce taxable income and use the FIFO method in its financial statements to increase the 
amount of net income reported to investors and creditors. However, income tax regulations 
allow a corporation to use LIFO in its income tax return only if the company also uses LIFO 
in its financial statements. Thus, income tax considerations often provide the overriding stra- 
tegic reason for selecting the LIFO method. 


DO INVENTORY METHODS REALLY AFFECT PERFORMANCE? 


Except for their effects on income taxes, the answer to this question is no. 

During a period of rising prices, a company might report higher profits by using FIFO 
instead of LIFO. But the company would not really be any more profitable. An inventory 
valuation method affects only the allocation of costs between the Inventory account and the 
Cost of Goods Sold account. It has no effect on the total costs actually incurred in purchasing 
or manufacturing inventory. Except for the amount of income taxes paid, differences in the 
profitability reported under different inventory methods exist only on paper. 

The inventory method in use does affect the amount of income taxes owed. To the extent 
that an inventory method reduces these taxes, it does increase profitability. In Exhibit 8-6 we 
summarize characteristics of the basic inventory valuation methods. 


THE PRINCIPLE OF CONSISTENCY 


The principle of consistency is one of the basic concepts underlying reliable financial state- 
ments. This principle means that, once a company has adopted a particular accounting 
method, it must follow that method consistently, rather than switch methods from one year to 
the next. Thus, once a company has adopted a particular inventory flow assumption (or the 
specific identification method), it should continue to apply that assumption to all sales of that 
type of merchandise. 

The principle of consistency does not prohibit a company from ever changing its account- 
ing methods. If a change is made, however, the reasons for the change must be explained, and 
the effects of the change on the company’s net income must be fully disclosed. 


JUST-IN-TIME (JIT) INVENTORY SYSTEMS 


In recent years, much attention has been paid to the just-in-time (JIT) inventory system in man- 
ufacturing operations. The phrase “just-in-time” usually means that purchases of raw materials 
and component parts arrive just in time for use in the manufacturing process—often within a few 
hours of the time they are scheduled for use. A second application of the just-in-time concept is 
completing the manufacturing process just in time to ship the finished goods to customers. 


3 During a prolonged period of declining inventory replacement costs, this situation reverses: FIFO becomes the 
most conservative method, and LIFO the least conservative. 
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Exhibit 8-6 SUMMARY OF INVENTORY VALUATION METHODS 


Valuation Method 


Costs Allocated to: 


Cost of Goods Sold 


Inventory 


Comments 


Specific identification 


Flow assumptions 
(acceptable only for an 
inventory of homogeneous 
units): 


Average cost 


First-in, first-out (FIFO) 


Last-in, first-out (LIFO) 


Actual costs of the units sold 


Number of units sold times 
the average unit cost 


Costs of earliest purchases 
on hand at the time of the 
sale (first-in, first-out) 


Cost of most recently 
purchased units 
(last-in, first-out) 


Actual cost of units remaining 


Number of units on hand 
times the average unit cost 


Cost of most recently 
purchased units 


Costs of earliest purchases 
(assumed still to be in 
inventory) 


¢ Parallels physical flow 

¢ Logical method when 
units are unique 

¢ May be misleading when 
the units are identical 


Assigns all units the 
same average unit cost 
Current costs are 
averaged in with older 
costs 


Cost of goods sold is 
based on older costs 
Inventory valued at most 
recent costs 

¢ May overstate income 
during periods of rising 
prices; may increase 
income taxes due 


Cost of goods sold shown 
at most recent prices 
Inventory shown at old 
(and perhaps out-of-date) 
costs 

e Most conservative method 
during periods of rising 
prices; often results in 
lower income taxes due 


Although a just-in-time system reduces the size of a company’s inventories, it does not eliminate 
them entirely. The February 1, 2008, balance sheet of Dell Computer Corporation, for example, 
shows inventories of almost $1.2 billion (Dell reports its inventories by the FIFO method). 


© The McGraw-Hill Companies, Inc./Jill Braaten, photographer/DAL 


CASE IN POINT 


Dell Computer Corporation generates millions in 
revenue each day by selling computers on the Inter- 
net. The company has long been a model of just- 
in-time manufacturing. Dell doesn’t start ordering 
components or assembling computers until an order 
has been booked. Most of its suppliers keep com- 
ponents warehoused in close proximity to Dell’s 
factories. The JIT philosophy applies to suppliers, 
assemblers, and distributors. A customer order 
placed Monday morning can be on a delivery truck 
by Tuesday evening. 


Taking a Physical Inventory 


The concept of minimizing inventories applies more to manufacturing operations than to 
retailers. Ideally, manufacturers have buyers lined up for their merchandise even before the 
goods are produced. Many retailers, in contrast, want to offer their customers a large selection 
of in-stock merchandise—which means a big inventory. 

The just-in-time concept actually involves much more than minimizing the size of inven- 
tories. It has been described as the philosophy of constantly working to increase efficiency 
throughout the organization. One basic goal of an accounting system is to provide manage- 
ment with useful information about the efficiency—or inefficiency—of operations. 


Taking a Physical Inventory 


In Chapter 6 we explained the need for businesses to make a complete physical count of the 
merchandise on hand at least once a year. The primary reason for this procedure of “taking 
inventory” is to adjust the perpetual inventory records for unrecorded shrinkage losses, such 
as theft, spoilage, or breakage. 

The physical inventory usually is taken at (or near) the end of the company’s fiscal year.‘ 
Often a business selects a fiscal year ending after a period of high activity. For example, many 
large retailers use a fiscal year that starts February 1 and ends January 31. 


RECORDING SHRINKAGE LOSSES 


In most cases, the year-end physical count of the inventory reveals some shortages or dam- 
aged merchandise. The costs of missing or damaged units are removed from the inventory 
records using the same flow assumption as is used in recording the costs of goods sold. 

To illustrate, assume that a company’s inventory subsidiary ledger shows the following 158 
units of a particular product in inventory at year-end: 


S) Unies UOC Nowe 2) GIOO .canscnencdbanconneneaqanamoannecoaqae $ 800 
ISO unlisyotielueesel Dee, IOC SIG ssssssecusosceucunssusdoueeuuendeue 17,250 
Motali SB°UNMItS) Rese sea ere ny ecey soba eh ne renee th Aleve pom chu eek Aap err $18,050 


A year-end physical count, however, discloses that only /48 of these units actually are on 
hand. On the basis of this physical count, the company should adjust its inventory records to 
reflect the loss of 10 units. 

The inventory flow assumption in use affects the measurement of shrinkage losses in the 
same way it affects the cost of goods sold. If the company uses F/FO, for example, the missing 
units will be valued at the oldest purchase costs shown in the inventory records. Thus 8 of the 
missing units will be assumed to have cost $100 per unit and the other 2, $115 per unit. Under 
FIFO, the shrinkage loss amounts to $7,030 (8 units @ $100 + 2 units @ $115). But if this 
company uses LIFO, the missing units all will be assumed to have come from the most recent 
purchase (on December 10). Therefore, the shrinkage loss amounts to $7,750 (10 units @ $115). 

If shrinkage losses are small, the costs removed from inventory may be charged (debited) 
directly to the Cost of Goods Sold account. If these losses are material in amount, the offsetting 
debit should be entered in a special loss account, such as Inventory Shrinkage Losses. In the income 
statement, a loss account is deducted from revenue in the same manner as an expense account. 


LCM AND OTHER WRITE-DOWNS OF INVENTORY 


In addition to shrinkage losses, the value of inventory may decline because the merchandise 
has become obsolete or is unsalable for other reasons. If inventory has become obsolete or 
is otherwise unsalable, its carrying amount in the accounting records should be written down 


4 The reason for taking a physical inventory near year-end is to ensure that any shrinkage losses are reflected 
in the annual financial statements. The stronger the company’s system of internal control over inventories, the 
farther away this procedure may be moved from the balance sheet date. 


349 


Learning Objective 


Explain the need for 
taking a physical 
inventory. 


L02 


Learning Objective 


Record shrinkage losses 
and other year-end 
adjustments to inventory. 


L038 


350 


Exhibit 8-7 
APPLYING THE LCM RULE 
BY INDIVIDUAL ITEM, BY 


CATEGORY, AND BY TOTAL 
INVENTORY 


Chapter 8 Inventories and the Cost of Goods Sold 


to zero (or to its “scrap value,” if any). A write-down of inventory reduces both the carrying 
amount of the inventory in the balance sheet and the net income of the current period. The 
reduction in income is handled in the same manner as a shrinkage loss. If the write-down is 
relatively small, the loss is debited directly to the Cost of Goods Sold account. If the write- 
down is material in amount, however, it is charged to a special loss account, perhaps entitled 
Loss from Write-Down of Inventory. 


The Lower-of-Cost-or-Market (LCM) Rule An asset is an economic resource. 
It may be argued that no economic resource is worth more than it would cost to replace that 
resource in the open market. For this reason, accountants traditionally have valued inventory 
in the balance sheet at the lower of its (1) cost or (2) market value. In this context, “market 
value” usually means current replacement cost. Thus the inventory is valued at the lower of its 
historical cost or its current replacement cost. This accounting convention is referred to as the 
lower-of-cost-or-market (LCM) rule. 

The LCM rule can be used in conjunction with any cost flow assumption. It may also be 
applied on the basis of individual inventory items, major inventory categories, or the entire 
inventory. To illustrate, assume that Joel’s Ski Shop uses the FIFO cost flow assumption. The 
store sells various lines of merchandise with costs and market values shown in Exhibit 8-7. 


LCM Applied on the Basis of .. . 


FIFO Market Individual Inventory Total 


Cost Value Items Category Inventory 

Ski equipment 

Downhill skis $16,000 $18,000 $16,000 

Cross-country skis 4,000 3,000 3,000 
Total ski equipment $20,000 $21,000 $20,000 
Ski accessories 

Ski boots $ 2,400 $ 1,500 1,500 

Ski jackets 6,600 6,000 6,000 
Total ski accessories $ 9,000 $ 7,500 7,500 
Total inventory $29,000 $28,500 $26,500 $27,500 $28,500 


Measured at its FIFO cost, the inventory of Joel’s Ski Shop is currently recorded at $29,000 
in the general ledger. If management applies the LCM rule on the basis of individual items, 
the inventory must be written down to its market value of $26,500. This is accomplished by 
crediting the Merchandise Inventory account for $2,500 ($29,000 — $26,500). The offsetting 
debit is charged to either the Cost of Goods Sold or to the Loss from Write-Down of Inventory 
account, depending on the materiality of the dollar amount. 

If management applies the LCM rule on the basis of inventory category, it would write down 
the $29,000 FIFO cost by $1,500 ($29,000 — $27,500). Likewise, if the LCM rule is applied 
on the basis of total inventory, a write-down of only $500 is required ($29,000 — $28,500). 

In their financial statements, most companies state that inventory is valued at the 
lower-of-cost-or-market. In an inflationary economy, however, the lower of these two amounts 
is usually cost, especially for companies using LIFO.° 


THE YEAR-END CUTOFF OF TRANSACTIONS 


Making a proper cutoff of transactions is an essential step in the preparation of reliable finan- 
cial statements. A proper cutoff simply means that the transactions occurring near year-end 
are recorded in the correct accounting period. 


> A notable exception is the petroleum industry, in which the replacement cost of inventory can fluctuate 
very quickly and in either direction. Large oil companies occasionally report LCM adjustments of several 
hundred million dollars in a single year. 
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One aspect of a proper cutoff is determining that all purchases of merchandise through the 
end of the period are recorded in the inventory records and included in the physical count of 
merchandise on hand at year-end. Of equal importance is determining that the cost of all mer- 
chandise sold through the end of the period has been removed from the inventory accounts 
and charged to the Cost of Goods Sold. This merchandise should not be included in the year- 
end physical count. 

If some sales transactions have not been recorded as of year-end, the quantities of mer- 
chandise shown in the inventory records will exceed the quantities actually on hand. When the 
results of the physical count are compared with the inventory records, these unrecorded sales 
easily could be mistaken for inventory shortages. 

Making a proper cutoff may be difficult if sales transactions are occurring while the mer- 
chandise is being counted. For this reason, many businesses count their physical inventory 
during nonbusiness hours, even if they must shut down their sales operations for a day. 


Matching Revenue and the Cost of Goods Sold Accountants must determine 
that both the sales revenue and the cost of goods sold relating to sales transactions occurring 
near year-end are recorded in the same accounting period. Otherwise, the revenues and expenses 
from these transactions will not be properly matched in the company’s income statements. 


Goods in Transit A sale should be recorded when title to the merchandise passes to the 
buyer. In making a year-end cutoff of transactions, questions may arise when goods are in tran- 
sit between the seller and the buyer as to which company owns the merchandise. The answer 
to such questions lies in the terms of shipment. If these terms are F.O.B. (free on board) ship- 
ping point, title passes at the point of shipment and the goods are the property of the buyer 
while in transit. If the terms of the shipment are F.O.B. destination, title does not pass until 
the shipment reaches its destination and the goods belong to the seller while in transit. 

Many companies ignore these distinctions, because goods in transit usually arrive within 
a day or two. In such cases, the amount of merchandise in transit usually is not material in 
dollar amount, and the company may follow the most convenient accounting procedures. It 
usually is most convenient to record all purchases when the inbound shipments arrive and all 
sales when the merchandise is shipped to the customer. 

In some industries, however, goods in transit may be very material. Oil companies, for 
example, often have millions of dollars of inventory in transit in pipelines and supertankers. 
In these situations, the company must consider the terms of each shipment in recording its 
purchases and sales. 


YOUR TURN You as a Sales Manager 


As sales manager for Tempto Co., a producer of fine home furnishings, you have respon- 
sibility for the northeast region of the country. Assume you have just returned from the 
company’s annual sales managers’ conference in New Orleans. At the conference, in 
casual conversation with some of the regional managers, you became aware that several 
managers report sales that are scheduled for shipment in early January as if they were 
shipped in late December. What should you do? 


(See our comments on the Online Learning Center Web site.) 


PERIODIC INVENTORY SYSTEMS 


In our preceding discussions, we have emphasized the perpetual inventory system—that is, 
inventory records that are kept continuously up-to-date. With the extensive use of technology, 
today most large business organizations use perpetual inventory systems. 

Some small businesses, however, use periodic inventory systems. In a periodic inventory 
system, the cost of merchandise purchased during the year is debited to a Purchases account, 
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Learning Objective 


In a periodic inventory 
system, determine the 
ending inventory and the 
cost of goods sold using 
(a) specific identification, 
(b) average cost, (c) FIFO, 
and (d) LIFO. 
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Exhibit 8-8 
SUMMARY OF INVENTORY 
PURCHASES 
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rather than to the Inventory account. When merchandise is sold to a customer, an entry is 
made recognizing the sales revenue, but no entry is made to reduce the inventory account or 
to recognize the cost of goods sold. 

The inventory on hand and the cost of goods sold for the year are not determined until 
year-end. At the end of the year, all goods on hand are counted and priced at cost. The cost 
assigned to this ending inventory is then used to compute the cost of goods sold. (The dollar 
amounts are assumed for the purpose of completing this illustration.) 


Inventory at the beginning of the year ................ 020s cece eee ee eee $10,000 
Add: Purchasesiduring thei ear tecnct mee sees e sites wus aaeeeae eter esters 80,000 
Cost of goods available for sale during the year ..................-...-.005. $90,000 
Less: Inventory based on year-end count .............---.-e ee ee eee eee eee 7,000 
CostiohigGoods'Soldin ie. -esteet ha cixy-sacie cesta cticsnecetaias] nendeset uueraeeeieer alsa ene $83,000 


The only item in this computation that is kept continuously up-to-date in the accounting 
records is the Purchases account. The amounts of inventory at the beginning and end of the 
year are determined by annual physical observation. 

Determining the cost of the year-end inventory involves two distinct steps: counting 
the merchandise and pricing the inventory—that is, determining the cost of the units on 
hand. Together, these procedures determine the proper valuation of inventory and the cost 
of goods sold. 


Applying Flow Assumptions ina Periodic System _ In our discussion of per- 
petual inventory systems, we have emphasized the costs that are transferred from inventory to 
the cost of goods sold as the sales occur. In a periodic system, the emphasis shifts to determin- 
ing the costs that should be assigned to inventory at the end of the period. 

To illustrate, assume that The Kitchen Counter, a retail store, uses a periodic inventory sys- 
tem. The year-end physical inventory indicates that 12 units of a particular model food proces- 
sor are on hand. Purchases of these food processors during the year are listed in Exhibit 8-8. 


Number Cost Total 

of Units _ per Unit Cost 

Beginning invemtonyittecmtrsncraruicsrteiomteractariciis ase: 10 $ 80 $ 800 

Eirstipurchases(Mannll) eaemescnresetecnie ccna aeeen cereyseaneders: 6) 90 450 

SieYe(o) Mo lfoWI Ke Mee (UW UW), oe onan tandanccsaseseananans 5 100 500 

Unicel foWichiete(Clet, W);oococcauanandeaoocacnuanacbns 6) 120 600 

Rourthipurchases(Decral)) ewan errr rie ne =o) 130 650 

Available forsale siiccievcensecotar ferent ere ene eae 30 $3,000 
Ufa [im tno liinte) MMENMNOINY coon oncacahonavananandanaance 12 
MI MIESES OLAS eSrepeacusatycpavcestusucuryadedeusheye meus aus tacuapeduessucitcen ae 18 


In Exhibit 8-8, note that of the 30 food processors available for sale in the course of the 
year, 12 are still on hand. Thus, 18 of these food processors apparently were sold.° We will now 
use these data to determine the cost of the year-end inventory and the cost of goods sold using 
the specific identification method and the average-cost, FIFO, and LIFO flow assumptions. 


Specific Identification If specific identification is used, the company must identify 
the 12 food processors on hand at year-end and determine their actual costs from purchase 
invoices. Assume that these 12 units have an actual total cost of $1,240. The cost of goods 


® The periodic inventory method does not distinguish between merchandise sold and shrinkage losses. Shrink- 
age losses are included automatically in the cost of goods sold. 
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sold then is determined by subtracting this ending inventory from the cost of goods available 
for sale as shown below: 


Costiofigoods:availableforsale. a ane a eee ee ene $3,000 
Less: Ending inventory (specific identification).....................00es sees 1,240 
Costiofigoods!SOldierernccic on crw ee wreercve macho an ue cnc amie gee oR meee E $1,760 


Average Cost The average cost is determined by dividing the total cost of goods available 
for sale during the year by the total number of units available for sale. Thus the average per-unit 
cost is $00 ($3,000 + 30 units). Under the average-cost method, the ending inventory would 
be priced at $1,200 (12 units X $100 per unit), and the cost of goods sold would be $7,800 
($3,000 cost of goods available for sale, less $1,200 in costs assigned to the ending inventory). 


FIFO Under the FIFO flow assumption, the oldest units are assumed to be the first sold. 
The ending inventory, therefore, is assumed to consist of the most recently acquired goods. 
(Remember, we are now talking about the goods remaining in inventory, not the goods sold.) 
Thus the inventory of 12 food processors would be valued at the following costs: 

The cost of goods sold would be $1,550 ($3,000 — $1,450). 


Sjunitstromithe/ Decal purchases @rSiGOi weer eae erersesrse seen peresenes eer eye $ 650 
5 UES iceland ins Ole, 1] Wie) © SIZOs coonocmacacnsasonecucunonsnoouacus 600 
2 units from the July 1 purchase @ $100........... 0. cece eee eee ee 200 
EInelinc inven, VAUMS EWlAIFO Ceri saacanecccncassacdunnonnnescadauaun $1,450 


Notice that the FIFO method results in an inventory valued at relatively recent purchase 
costs. The cost of goods sold, however, is based on the older acquisition costs. 


LIFO Under LIFO, the last units purchased are considered to be the first goods sold. 
Therefore, the ending inventory is assumed to contain the earliest purchases. The 12 food 
processors in inventory would be valued as: 

The cost of goods sold under the LIFO method is $2,020 ($3,000 — $980). 


10 units from the beginning inventory @ $80 ........ 0.0... cece eee $800 
A Umi ion tne MET: 1 PUKNESS @ SO ous ecoodgauaaunedduuannaauusdeonpeose 180 
EndinglinventonyaliZiunitsrat EE Oxcosteerrrcmesese crete nent ner nene ney rege $980 


Notice that the cost of goods sold under LIFO is higher than that determined by the FIFO 
method ($2,020 under LIFO, as compared with $1,550 under FIFO). LIFO always results 
in a higher cost of goods sold when purchase costs are rising. Thus LIFO tends to minimize 
reported net income and income taxes during periods of rising prices in both perpetual and 
periodic systems. 

Notice also that the LIFO method may result in an ending inventory that is priced well 
below its current replacement cost. In this illustration, ending inventory is determined at $80 
and $90 per unit, but the most recent purchase price is $130 per unit. 


INTERNATIONAL Gai, 


Although FIFO techniques are allowed for financial reporting in nearly all countries, LIFO 
is more controversial in international settings. International accounting standards pro- 
hibit LIFO because it leads to outdated inventory numbers in the balance sheet. Thus, to 
make inventory amounts between U.S. companies using LIFO and non—U.S. companies 
using FIFO (or weighted-average methods) comparable, a financial analyst must revalue 
inventory numbers. 
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Receiving the Maximum Tax Benefit from the LIFO Method = Many com- 
panies that use LIFO in a perpetual inventory system restate their year-end inventory at the 
costs indicated by the periodic LIFO costing procedures illustrated above. This restatement is 
accomplished by either debiting or crediting the Inventory account and making an offsetting 
entry to the Cost of Goods Sold account. 

Often, restating ending inventory using periodic costing procedures results in older (and 
lower) unit costs than those shown in the perpetual inventory records. When less cost is 
assigned to the ending inventory, it follows that more of these costs will be assigned to the 
cost of goods sold. A higher cost of goods sold, in turn, means lower taxable income. 

Why would applying LIFO on a periodic basis at year-end result in a lower valuation of 
inventory than does applying LIFO on a perpetual basis? Consider the last purchase in our 
example. This purchase of five food processors was made on December 1, at the relatively 
high unit cost of $130. Assuming that no additional units were sold in December, they would 
be included in the year-end inventory in perpetual inventory records, even if these records 
were maintained on a LIFO basis. When the ending inventory is priced using “periodic LIFO,” 
however, a last-minute purchase is not included in inventory, but rather is transferred to the 
income statement as part of cost of goods sold. 

Both the LIFO and average-cost methods produce different valuations of inventory under 
perpetual and periodic costing procedures. Only companies using LIFO, however, usually 
adjust their perpetual records to indicate the unit costs determined by periodic costing proce- 
dures. When FIFO is in use, the perpetual and periodic costing procedures result in the same 
valuation of inventory. 


Pricing the Year-End Inventory by Computer If purchase records are main- 
tained by computer, as is now the case for most companies, the value of the ending inventory 
can be computed automatically using any of the flow assumptions that have been discussed. 
Only the number of units must be entered at year-end. A computer also can apply the specific 
identification method, but the system requires an identification number for each unit in the 
ending inventory. This is one reason why the specific identification method usually is not used 
for inventories consisting of a large number of low-cost items. 


INTERNATIONAL FINANCIAL REPORTING STANDARDS 


To introduce this chapter we covered the importance of establishing the cost of inventory and 
the movement of that cost to the income statement as cost of goods sold. The general prin- 
ciples upon which this important feature of financial reporting are based are essentially the 
same in U.S. generally accepted accounting principles and in international financial reporting 
standards. There are differences, however, in how those principles are applied. 

One major difference is that international standards do not recognize the LIFO method of 
accounting for the cost of inventory. Only the first-in, first-out (FIFO) or weighted average 
cost methods are acceptable under international standards. This is a major difference because 
of the widespread use of LIFO in the United States due to its income tax benefits. Remember 
that the conformity requirement under U.S. tax law requires a company that uses LIFO for tax 
purposes to also use that method in its financial statements. 

An effort is currently under way to bring U.S. generally accepted accounting principles 
and international financial reporting standards closer together. This effort is often referred to 
as “convergence” of the two. The facts that international standards do not permit the use of 
LIFO, and LIFO is the most popular inventory method for companies reporting under U.S. 
generally accepted accounting principles are difficult to reconcile. In the authors’ opinion, 
to change U.S. standards to preclude the use of LIFO or to include LIFO as an acceptable 
method in international standards are both unlikely. The most logical approach appears to 
be to eliminate the conformity requirement, thereby allowing companies accounting by U.S. 
standards to use LIFO in its income tax filings, but not require that LIFO be used in its finan- 
cial statements. LIFO would, in effect, become a tax method that is not used in a company’s 
financial statements. The current conformity requirement has been in place for many years 
and any change in it would require a significant change in the U.S. tax law. The political 
process that would be required for such a change is unlikely to happen quickly, but may 
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eventually be the outcome as we seek conformity between U.S. and International Financial 
Reporting Standards. 

There are other areas where accounting for inventories differs between U.S. and inter- 
national standards. One of those is accounting for the lower-of-cost-or-market. Under U.S. 
generally accepted accounting standards, once an inventory is written down to a lower market 
value, recovery of that value before the inventory is sold is not permitted. Under international 
standards, however, the subsequent recovery of market value is treated as a reduction in cost 
of goods sold in the period of the recovery. 


IMPORTANCE OF AN ACCURATE VALUATION OF INVENTORY 


The most important liquid assets in the balance sheets of most companies are cash, accounts 
receivable, and inventory. Of these assets, inventory often is the largest. It also is the only one 
of these assets for which alternative valuation methods are acceptable. 

Because of the relatively large size of inventory, and because many different products may 
be stored in different locations, an error in inventory valuation may not be readily apparent. 
Even a small error in the valuation of inventory may have a material effect on net income. 
Therefore, care must be taken in counting and pricing the inventory at year-end. 

An error in the valuation of inventory will affect several balance sheet measurements, 
including assets and total owners’ equity. It also will affect key figures in the income state- 
ment, including the cost of goods sold, gross profit, and net income. And remember that the 
ending inventory of one year is the beginning inventory of the next. Thus an error in inventory 
valuation will carry over into the financial statements of the following year. 


Effects of an Error in Valuing Ending Inventory To illustrate, assume that 
some items of merchandise in a company’s inventory are overlooked during the year-end 
physical count. As a result of this error, the ending inventory will be understated. The costs of 
the uncounted merchandise erroneously will be transferred out of the Inventory account and 
included in the cost of goods sold. This overstatement of the cost of goods sold, in turn, results 
in an understatement of gross profit and net income.’ 


Inventory Errors Affect Two Years  Anerror in the valuation of ending inventory 
affects not only the financial statements of the current year but also the income statement for 
the following year. 

Assume that the ending inventory in 2011 is understated by $10,000. As we have described 
above, the cost of goods sold in 2011 is overstated by this amount, and both gross profit and 
net income are understated. 

The ending inventory in 2011, however, becomes the beginning inventory in 2012. An 
understatement of the beginning inventory results in an understatement of the cost of goods 
sold and, therefore, an overstatement of gross profit and net income in 2012. 

Notice that the original error has exactly the opposite effects on the net incomes of the two 
successive years. Net income was understated by the amount of the error in 2011 and overstated 
by the same amount in 2012. For this reason, inventory errors are said to be “counterbalancing” 
or “self-correcting” over a two-year period. 

The fact that offsetting errors occur in the financial statements of two successive years does 
not lessen the consequences of errors in inventory valuation. Rather, it exaggerates the mis- 
leading effects of the error on trends in the company’s performance from one year to the next. 


Effects of Errors in Inventory Valuation: ASummary In Exhibit 8-9 we 
summarize the effects of an error in the valuation of ending inventory over two successive 
years. In this exhibit we indicate the effects of the error on various financial statement mea- 
surements using the code letters U (understated), O (overstated), and NE (no effect). The 
effects of errors in the valuation of inventory are the same regardless of whether the company 
uses a perpetual or a periodic inventory system. The NE for owners’ equity at year-end in the 
Following Year column results from the offsetting of the first-year error in the second year. 


TTf income tax effects are ignored, the amount of the error is exactly the same in inventory, gross profit, and net 
income. If tax effects are considered, the amount of the error may be lessened in the net income figure. 
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Learning Objective 


Explain the effects on the 
income statement of errors 
in inventory valuation. 
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Exhibit 8-9 
EFFECTS OF INVENTORY 
ERRORS 


Learning Objective 
Estimate the cost of goods 
Log sold and ending inventory 
by the gross profit method 

and by the retail method. 
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Year of Following 


Original Error: Ending Inventory Understated the Error Year 
Begining }inventOny mrwrjeres aerate or rr reyesener nent creer Ger preys NE U 
Costofigoodsiavallablevionmsale mene ine er ene NE - U 
Endingiinventonyarcceercneey. ey nerer tn cnv.c werent reer ret wee aargae U NE 
Costiohigoods:Soldl sat Awe sco e bo ns ae tenes nia en eerceee ne O U 
GOSS proliteeeer rss tere tren eee wee eee ee ene eee U O 
INGHINCOMIOzecere rarer ae aa ceretete giro ina vecesentea une yay auce meen U O 
Owners! equityratiyvearcendcccn sacs ctae eee wera reser eseer eee U NE 


Year of Following 


Original Error: Ending Inventory Overstated the Error Year 
BeginmingilmventOny: svc. carseat tae cree ccserr en eter eunamere cesar NE O 
Costiof goodsiavailabletomsale mmm emra ire einer en NE a O 
EMGinguinventonyeccexsecremccs ceceete ge tia sie aktere cere suea renter ireamtcwte se eeee O NE 
CostiohigoodsSoldin aa asian nee ee een oneal etme U oO 
(€[golstsh 0) (0) [I teem naw renenar tats scare tmnnmneyelyetne nem enrheutete rays aati the O U 
INGHINCOMON eae eae cere nr meray Ona ccer ty ee cunts cues Care ree seen O U 
©wners! equity;atyear-endi< 7 tae nees eee enya aera ae O NE 


TECHNIQUES FOR ESTIMATING THE COST OF 
GOODS SOLD AND THE ENDING INVENTORY 


Taking a physical inventory every month would be expensive and time-consuming. Therefore, 
if a business using a periodic inventory system prepares monthly or quarterly financial state- 
ments, it may estimate the amounts of its inventory and cost of goods sold except at the end of 
its annual period. One approach to making these estimates is called the gross profit method; 
another—used primarily by retail stores—is the retail method. 


THE GROSS PROFIT METHOD 


The gross profit method is a quick and simple technique for estimating the cost of goods sold and 
the amount of inventory on hand. Using this method assumes that the rate of gross profit earned in the 
preceding year (or several years) will remain the same for the current year. When we know the rate 
of gross profit, we can divide the dollar amount of net sales into two elements: (1) the gross profit and 
(2) the cost of goods sold. We view net sales as 100 percent. If the gross profit rate, for example, 
is 40 percent of net sales, the cost of goods sold must be 60 percent. The cost of goods sold 
percentage (or cost ratio) is determined by deducting the gross profit rate from 100 percent. 

When the gross profit rate is known, the ending inventory can be estimated by the follow- 
ing procedures: 


1. Determine the cost of goods available for sale from the general ledger records of begin- 
ning inventory and net purchases. 


2. Estimate the cost of goods sold by multiplying the net sales by the cost ratio. 


3. Deduct the estimated cost of goods sold from the cost of goods available for sale to find 
the estimated ending inventory. 


To illustrate, assume that Metro Hardware has a beginning inventory of $50,000 on January 1. 
During the month of January, net purchases amount to $20,000 and net sales total $30,000. Assume 
that the company’s normal gross profit rate is 40 percent of net sales; it follows that the cost ratio is 
60 percent. Using these facts, the inventory on January 31 may be estimated as indicated at the top 
of the following page. 

The gross profit method of estimating inventory has several uses apart from the preparation of 
interim financial statements. For example, if an inventory is destroyed by fire, the company must 
estimate the amount of the inventory on hand at the date of the fire to file an insurance claim. 
A convenient way to determine this inventory amount may be the gross profit method. 

The gross profit method is also used at year-end after the taking of a physical inventory 
to confirm the overall reasonableness of the amount determined by the counting and pricing 
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Goods available for sale: 


leYeafininltate) ImMwemie@in, CEL Ih onnnacaneeondanneaganevanadeaapnac $50,000 

PRurchasesrereeerte scr sere onc Sn ernie re pe teen Cae omacer ey eames Ane 20,000 

Cost of goods available forsale ...............0.00000 eee eee $70,000 

Deduct: Estimated cost of goods sold: 

NGL SaleSir starts hee state ue an eg en foccay ame Pee Syne $30,000 
Costiratio(O0% = 40%) see cee eter hoe ee ees Sent 60% 

Estimated cost of goods sold ($30,000 X 60%) ............-. 18,000 

Lets} gntewtso|Cetqvelinte) liaelnitoln, Wels Ol aan ancodcananansnaosnanasnes $52,000 


process. The gross profit method is not, however, a satisfactory substitute for periodically tak- 
ing an actual physical inventory. 


THE RETAIL METHOD 


The retail method of estimating inventory and the cost of goods sold is similar to the gross 
profit method. The basic difference is that the retail method requires that management deter- 
mine the value of ending inventory at retail prices. The retail value of ending inventory is then 
converted to its approximate cost using a cost ratio. 

To determine the cost ratio, a business must keep track of goods available for sale at both 
cost and at retail prices. To illustrate, assume that Ski Valley has merchandise available for 
sale costing $450,000 for the year, and that management offers this merchandise for sale to 
customers at retail prices totaling $1,000,000. Thus Ski Valley’s cost ratio for the year is 45 
percent ($450,000 + $1,000,000). Ski Valley can use this ratio to convert the retail value of 
its ending merchandise inventory to its estimated cost. 

Assume that Ski Valley’s employees determine that inventory on hand at the end of the 
year has a total retail value of $300,000. This amount is converted to cost using the 45 percent 
cost ratio as follows: 


as Goodsiavailableifonsaleratycost stent aeinera ener niaiiettetnienet tee: $ 450,000 
b Goods available for sale at retail ... 0... es 1,000,000 
C:-Cost ratio) [av] 2 snncerte i nalard eth etree Sima eA Ser can ra ceeaeee 45% 
d_ Physical count of ending inventory priced at retail..................... 300,000 
e Estimated ending inventory at cost[c x d] .....................-205- $ 135,000 


This application of the retail method approximates a valuation of ending inventory at its aver- 
age cost. A widely used variation of this method enables management to estimate a LIFO 
valuation of ending inventory. 


“TEXTBOOK” INVENTORY SYSTEMS CAN BE MODIFIED... 
AND THEY OFTEN ARE 


In this chapter we have described the basic characteristics of the most common inventory sys- 
tems. In practice, businesses often modify these systems to suit their particular needs. Some 
businesses also use different inventory systems for different purposes. 

We described one modification in Chapter 6—a company that maintains little inventory may 
simply charge (debit) all purchases directly to the cost of goods sold. Another common modifica- 
tion is to maintain perpetual inventory records showing only the quantities of merchandise bought 
and sold, with no dollar amounts. Such systems require less record keeping than a full-blown 
perpetual system, and they still provide management with useful information about sales and 
inventories. To generate the dollar amounts needed in financial statements and tax returns, these 
companies might use the gross profit method, the retail method, or a periodic inventory system. 

Businesses such as restaurants often update their inventory records by physically counting 
products on a daily or weekly basis. In effect, they use frequent periodic counts as the basis 
for maintaining a perpetual inventory system. 

In summary, real-world inventory systems often differ from the illustrations in a textbook. 
But the underlying principles remain the same. 
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When gross profit rate is 
known: 


Step 1 Determine cost 
of goods available for 
sale (COGAS); 

Step 2 Estimate the cost of 


goods sold (COGS) 
(multiply net sales by 
cost ratio); and 

Step 3 Deduct estimated 
COGS from the COGAS 
to find estimated 
ending inventory. 
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Inventory often is the largest of a company’s current assets. 
But how liquid is this asset? How quickly will it be converted 
into cash? As a step toward answering these questions, short- 
term creditors often compute the inventory turnover. 


Inventory Turnover 


The inventory turnover is equal to the cost of goods sold divided 
by the average amount of inventory (beginning inventory plus 
ending inventory, divided by 
2). This ratio indicates how 
many times in the course of 
a year the company is able to 
sell the amount of its average 


Compuie the inventory 
turnover and explain its uses. 
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inventory. The higher this rate, the more quickly the company sells 
its inventory. 

To illustrate, a recent annual report of shows a cost of 
goods sold of $44,157 million and average inventory of $6,743 
million. The inventory turnover rate for , therefore, is 
6.55 ($44,157 million + $6,743 million). We may compute the 
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number of days required for the company to sell its inventory 
by dividing 365 days by the turnover rate. Thus requires 
56 days to turn over (sell) the amount of its average inventory. 
The computation of *s inventory turnover and the aver- 
age number of days required to sell its inventory is summarized 
as follows: 


Inventory Turnover 


Cost of Goods Sold _ $44,157 million — 6.55 times 


Average Inventory* $6,743 million 
Average Number of Days to Sell Inventory 
Days in the Year 365 days ss 
Inventory Turnover 6.55 times = suidays 


*Average Inventory = (Beginning Inventory + Ending Inventory) + 2 


Users of financial statements find the inventory turnover 
useful in evaluating the liquidity of the company’s inventory. 
Managers and independent auditors may use this computa- 
tion to help identify inventory that is not selling well and 
that may have become obsolete. A declining turnover indi- 
cates that merchandise is not selling as quickly as in the past. 
Comparing a company’s inventory turnover with that of com- 
petitors is particularly useful in evaluating how effective a 
company is at managing its inventory, often one of its largest 
assets. 


Receivables Turnover 


Most businesses sell merchandise on account. Therefore, the 
sale of inventory often does not provide an immediate source 
of cash. To determine how quickly inventory is converted into 
cash, the number of days required to sell the inventory must 
be combined with the number of days required to collect the 
accounts receivable. 

The number of days required to collect accounts receiv- 
able depends on a company’s accounts receivable turnover. 
This figure is computed by dividing net sales by the average 
accounts receivable. The number of days required to collect 
these receivables then is determined by dividing 365 days by 
the turnover rate. Data for the annual report indicate 
that the company needed approximately 5 days (on average) 
for receivables to convert to cash. 


Length of the Operating Cycle The operating cycle 
of a merchandising company is the average time period 
between the purchase of merchandise and the conversion of 
this merchandise back into cash. In other words, the mer- 
chandise acquired as inventory gradually is converted into 


YOUR TURN 


Assume that you are employed by GE Capital as a credit analyst, and that Target is seek- 
ing to borrow money using its merchandise inventory as collateral. You have determined 
that the company’s inventory turnover is 3.46 times, and that the average time to sell 
its inventory is 100 days (see previous computations). Assume that Target’s inventory 
reported at costis currently $3.2 billion, and that its gross profit as a percentage of sales 
is approximately 37 percent. Estimate the market value of the company’s inventory for use 


as collateral. 


(See our comments on the Online Learning Center Web site.) 


accounts receivable by sale of the goods on account, and 
these receivables are converted into cash through the process 
of collection. 

The operating cycle of Target was approximately /05 days, 
computed by adding the average /00 days required to sell its 


inventory and the 5 days required to collect cash from custom- 
ers. From the viewpoint of short-term creditors, the shorter 
the operating cycle, the higher the quality of the company’s 
liquid assets because they will be converted into cash more 
quickly. 


Ethics, Fraud & Corporate Governance 


As discussed previously in this chapter, the valuation of 
inventory and the cost of goods sold is of critical importance to 
managers and to users of the company’s financial statements. 
The two primary issues with regard to inventory valuation are 
existence and valuation. 

In a well-known case of inventory fraud, the Securities and 
Exchange Commission (SEC) brought an enforcement action 
against an officer of MiniScribe Corporation related to his 
involvement in overstating inventory reported in the company’s 
balance sheet. The overstatement of inventory resulted in an 
understatement of cost of goods sold and an overstatement of 
profits reported in the company’s income statement (MiniScribe’s 
net income was actually inflated by $22 million, or 244 percent). 

Prior to being acquired by Maxtor Corporation, Mini- 
Scribe manufactured computer disk drives and its stock was 


quoted on NASDAQ. The company had discovered a material 
shortfall in its inventory balance. Reporting this shortfall 
would have increased the cost of goods sold and reduced 
the company’s net income significantly. So MiniScribe 
concealed the shortfall from its independent auditors by 
taking a number of actions to inappropriately overstate its 
actual inventory balance. First, it recorded a fictitious transfer 
of nonexistent inventory from its headquarters to an overseas 
subsidiary. Second, it repackaged scrap items and obsolete 
inventory as if they were “good” inventory items. Third, it 
packed bricks into computer disk drive boxes and shipped 
them to its distributors (these shipments were still counted 
as inventory by MiniScribe until the distributors sold the 
boxes). 


Concluding Remarks 


Throughout this chapter we have learned about different inventory valuation methods. Each 
method is based upon a particular assumption about cost flows and does not necessarily paral- 
lel the physical movement of merchandise. Moreover, the choice of valuation by management 
can have significant effects on a company’s income statement, balance sheet, and tax returns. 

In the following chapter, we will see that a similar situation exists with respect to alterna- 
tive methods used to account for plant and equipment. 
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END-OF-CHAPTER REVIEW 


In a perpetual inventory system, determine the 
101 cost of goods sold using (a) specific identification, 
(b) average cost, (c) FIFO, and (d) LIFO. Discuss 
the advantages and shortcomings of each method. By the 
specific identification method, the actual costs of the specific units 
sold are transferred from inventory to the cost of goods sold. 
(Debit Cost of Goods Sold: credit Inventory.) This method 
achieves the proper matching of sales revenue and cost of goods 
sold when the individual units in the inventory are unique. 
However, the method becomes cumbersome and may produce 
misleading results if the inventory consists of homogeneous items. 
The remaining three methods are flow assumptions, which 
should be applied only to an inventory of homogeneous items. 

By the average-cost method, the average cost of all units 
in the inventory is computed and used in recording the cost 
of goods sold. This is the only method in which all units are 
assigned the same (average) per-unit cost. 

FIFO (first-in, first-out) is the assumption that the first units 
purchased are the first units sold. Thus, inventory is assumed to 
consist of the most recently purchased units. FIFO assigns cur- 
rent costs to inventory but older (and often lower) costs to the 
cost of goods sold. 

LIFO (last-in, first-out) is the assumption that the most 
recently acquired goods are sold first. This method matches 
sales revenue with relatively current costs. In a period of infla- 
tion, LIFO usually results in lower reported profits and lower 
income taxes than the other methods. However, the oldest 
purchase costs are assigned to inventory, which may result in 
inventory becoming grossly understated in terms of current 
replacement costs. 


Explain the need for taking a physical inventory. In 

a perpetual inventory system, a physical inventory is 

taken to adjust the inventory records for shrinkage 
losses. In a periodic inventory system, the physical inventory is 
the basis for determining the cost of the ending inventory and for 
computing the cost of goods sold. 


Record shrinkage losses and other year-end 
L083 adjustments to inventory. Shrinkage losses are 
recorded by removing from the Inventory account the 
cost of the missing or damaged units. The offsetting debit may 
be to Cost of Goods Sold, if the shrinkage is normal in amount, 
or to a special loss account. If inventory is found to be obsolete 
and unlikely to be sold, it is written down to zero (or its scrap 
value, if any). If inventory is valued at the lower-of-cost-or- 
market, it is written down to its current replacement cost, if at 
year-end this amount is substantially below the cost shown in 
the inventory records. 


In a periodic inventory system, determine the 

104 ending inventory and the cost of goods sold 

using (a) specific identification, (b) average 

cost, (c) FIFO, and (d) LIFO. The cost of goods sold 

is determined by combining the beginning inventory with the 

purchases during the period and subtracting the cost of the 

ending inventory. Thus, the cost assigned to ending inventory 
also determines the cost of goods sold. 

By the specific identification method, the ending inventory 
is determined by the specific costs associated with the units on 
hand. By the average-cost method, the ending inventory is deter- 
mined by multiplying the number of units on hand by the aver- 
age cost of the units available for sale during the year. By FIFO, 
the units in inventory are priced using the unit costs from the 
most recent cost layers. By the LIFO method, inventory is priced 
using the unit costs in the oldest cost layers. 


Explain the effects on the income statement of 

105 errors in inventory valuation. In the current year, an 

error in the costs assigned to ending inventory will cause 

an opposite error in the cost of goods sold and, therefore, a 

repetition of the original error in the amount of gross profit. For 

example, understating ending inventory results in an overstatement 
of the cost of goods sold and an understatement of gross profit. 

The error has exactly the opposite effect on the cost of goods 

sold and the gross profit of the following year, because the error 

is now in the cost assigned to beginning inventory. 


Estimate the cost of goods sold and ending 

LO6 inventory by the gross profit method and by the 

retail method. Both the gross profit and retail methods 

use a cost ratio to estimate the cost of goods sold and ending 

inventory. The cost of goods sold is estimated by multiplying net 

sales by this cost ratio; ending inventory then is estimated by 

subtracting this cost of goods sold from the cost of goods 
available for sale. 

In the gross profit method, the cost ratio is 100 percent minus 
the company’s historical gross profit rate. In the retail method, 
the cost ratio is the percentage of cost to the retail prices of mer- 
chandise available for sale. 


Compute the inventory turnover and explain its 
L07__ uses. The inventory turnover rate is equal to the cost of 
goods sold divided by the average inventory. Users of 
financial statements find the inventory turnover rate useful in 
evaluating the liquidity of the company’s inventory. In addition, 
managers and independent auditors use this computation to help 
identify inventory that is not selling well and that may have 
become obsolete. 


Demonstration Problem 


Key Terms Introduced or 


Emphasized in Chapter 8 


average-cost method (p. 342) A method of valuing all units 
in inventory at the same average per-unit cost, which is recom- 
puted after every purchase. 


consistency (in inventory valuation) (p. 347) An accounting 
principle that calls for the use of the same method of inventory pric- 
ing from year to year, with full disclosure of the effects of any change 
in method. Intended to make financial statements comparable. 


cost flow assumption (p. 342) Assumption as to the sequence 
in which units are removed from inventory for the purpose of 
sale. Is not required to parallel the physical movement of mer- 
chandise if the units are homogeneous. 


cost layer (p. 341) Units of merchandise acquired at the same 
unit cost. An inventory comprised of several cost layers is charac- 
teristic of all inventory valuation methods except average cost. 


cost ratio (p. 356) The cost of merchandise expressed as a per- 
centage of its retail selling price. Used in inventory estimating 
techniques, such as the gross profit method and the retail method. 


first-in, first-out (FIFO) method (p. 343) A method of com- 
puting the cost of inventory and the cost of goods sold based on 
the assumption that the first merchandise acquired is the first 
merchandise sold and that the ending inventory consists of the 
most recently acquired goods. 


F.O.B. destination (p. 351) A term meaning the seller bears 
the cost of shipping goods to the buyer’s location. Title to the 
goods remains with the seller while the goods are in transit. 


F.O.B. shipping point (p. 351) The buyer of goods bears the 
cost of transportation from the seller’s location to the buyer’s 
location. Title to the goods passes at the point of shipment, and 
the goods are the property of the buyer while in transit. 


gross profit method (p. 356) A method of estimating the cost 
of the ending inventory based on the assumption that the rate of 
gross profit remains approximately the same from year to year. 
Used for interim valuations and for estimating losses. 


inventory turnover (p. 358) The cost of goods sold divided 
by the average amount of inventory. Indicates how many times 
the average inventory is sold during the course of the year. 
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just-in-time (JIT) inventory system (p. 347) A technique 
designed to minimize a company’s investment in inventory. In a 
manufacturing company, this means receiving purchases of raw 
materials just in time for use in the manufacturing process and 
completing the manufacture of finished goods just in time to fill 
sales orders. Just-in-time also may be described as the philoso- 
phy of constantly striving to become more efficient by purchas- 
ing and storing less inventory. 


last-in, first-out (LIFO) method (p. 344) A method of com- 
puting the cost of goods sold by use of the prices paid for the 
most recently acquired units. Ending inventory is valued on the 
basis of prices paid for the units first acquired. 


lower-of-cost-or-market (LCM) rule (p. 350) A method of 
inventory pricing in which goods are valued at original cost or 
replacement cost (market), whichever is lower. 


moving average method (p. 342) A method of valuing all 
units of inventory at the same average per-unit cost, recalculat- 
ing this cost after each purchase. This method is used in a per- 
petual inventory system. 


physical inventory (p. 349) A systematic count of all goods 
on hand, followed by the application of unit prices to the quanti- 
ties counted and development of a dollar valuation of the ending 
inventory. 


retail method (p. 357) A method of estimating the cost of 
goods sold and ending inventory. Similar to the gross profit 
method, except that the cost ratio is based on current cost- 
to-retail price relationships rather than on those of the prior 
year. 


shrinkage losses (p. 349) Losses of inventory resulting from 
theft, spoilage, or breakage. 


specific identification (p. 342) Recording as the cost of goods 
sold the actual costs of the specific units sold. Necessary if each 
unit in inventory is unique, but not if the inventory consists of 
homogeneous products. 


write-down (of an asset) (p. 350) A reduction in the carry- 
ing amount of an asset because it has become obsolete or its 
usefulness has otherwise been impaired. Involves a credit to 
the appropriate asset account, with an offsetting debit to a loss 
account. 


Demonstration Problem 


The Audiophile sells high-performance stereo equipment. Massachusetts Acoustic recently intro- 
duced the Carnegie-440, a state-of-the-art speaker system. During the current year, The Audiophile 
purchased nine of these speaker systems at the following dates and acquisition costs: 


Units Unit Total 
Date Purchased __ Cost Cost 
OCH sinddeuwnagdadenadeonege sd dad eemeg ees 2 $3,000 $ 6,000 
NOVI 7 xcs reece sete ace boa oa Sch ede Hm ee ached G a 3 3 3,200 9,600 
DeGn Tinta ediderseede be decdoedaried Peegtecae kt 4 3,250 13,000 
Available for sale during the year.................... 9 $28,600 
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On November 21, The Audiophile sold four of these speaker systems to the Boston Symphony. The 
other five Carnegie-440s remained in inventory at December 31. 


Instructions 


Assume that The Audiophile uses a perpetual inventory system. Compute (1) the cost of goods sold 
relating to the sale of Carnegie-440 speakers to the Boston Symphony and (2) the ending inventory 
of these speakers at December 31, using each of the following flow assumptions: 


a. Average cost. 
b.  First-in, first-out (FIFO). 
c. Last-in, first-out (LIFO). 


Show the number of units and the unit costs of the cost layers comprising the cost of goods sold 
and the ending inventory. 


Solution to the Demonstration Problem 


a. 1. Cost of goods sold (at average cost): 
Average unit cost at Nov. 21 [($6,000 + $9,600) + 5 units] .... $ 3,120 


Cost of goods sold (4 units X $3,120 per unit)............... $12,480 
2. Inventory at Dec. 31 (at average cost): 
Units remaining after sale of Nov. 21 (1 unit @ $3,120) ...... $ 3,120 
Units purchased on Dec. 1 (4 units @ $3,250) .............. 13,000 
Notaltcost of siunits manvyentory «5-4 .aee ees ee ee $16,120 
Average unit cost at Dec. 31 ($16,120 + 5 units) ............. $ 3,224 
Inventory at Dec. 31 (5 units X $3,224 per unit) ............. $16,120 
b. 1. Cost of goods sold (FIFO basis): 
(Qrunits'@:$3:000' t 2 umits'@) $3200)! see ee ee $12,400 
. Inventory at Dec. 31 (4 units @ $3,250 + 1 unit @ $3,200) .... $16,200 
c. 1. Cost of goods sold (LIFO basis): 
Girunits'@ 33/200 I unit @$3!000)) - ese ce ee eee $12,600 
2. Inventory at Dec. 31 (4 units @ $3,250 + 1 unit @ $3,000) .... $16,000 


Self-Test Questions 


With respect to the sale on March 10: (More than one of the 
following answers may be correct.) 


The answers to these questions appear on page 380. 


1. The primary purpose for using an inventory cost flow ; 
assumption is to: a. If the average-cost method is used, the cost of goods 


sold is $460. 


b. If these carburetors have identification numbers, Ace 


a. Parallel the physical flow of units of merchandise. 
b. Offset against revenue an appropriate cost of goods 


sold. 
c. Minimize income taxes. 
d. Maximize the reported amount of net income. 


. Ace Auto Supply uses a perpetual inventory system. On March 
10, the company sells two Shelby four-barrel carburetors. 
Immediately prior to this sale, the perpetual inventory records 
indicate three of these carburetors on hand, as follows: 


Quantity Unit Units Total 
Date Purchased Cost on Hand Cost 
Feb. 4 1 $220 1 $220 
Mar. 2 2 235 3 690 


must use the specific identification method to deter- 
mine the cost of goods sold. 


c. If the company uses LIFO, the cost of goods sold will 
be $15 higher than if it were using FIFO. 


d. If the company uses LIFO, the carburetor remaining in 
inventory after the sales will be assumed to have cost 
$220. 


. T-Shirt City uses a periodic inventory system. During the 
first year of operations, the company made four purchases 
of a particular product. Each purchase was for 500 units and 
the prices paid were $9 per unit in the first purchase, $10 per 
unit in the second purchase, $12 per unit in the third pur- 
chase, and $13 per unit in the fourth purchase. At year-end, 


Discussion Questions 


650 of these units remained unsold. Compute the cost 
of goods sold under the FIFO method and LIFO method, 
respectively. 


a. $13,700 (FIFO) and $16,000 (LIFO). 
b. $8,300 (FIFO) and $6,000 (LIFO). 
c. $16,000 (FIFO) and $13,700 (LIFO). 
d. $6,000 (FIFO) and $8,300 (LIFO). 


Trent Department Store uses a perpetual inventory sys- 
tem but adjusts its inventory records at year-end to reflect 
the results of a complete physical inventory. In the physi- 
cal inventory taken at the ends of 2010 and 2011, Trent’s 
employees failed to count the merchandise in the store’s 
window displays. The cost of this merchandise amounted to 
$13,000 at the end of 2010 and $19,000 at the end of 2011. 
As a result of these errors, the cost of goods sold for 2011 
will be: 


a. Understated by $19,000. 

b. Overstated by $6,000. 

c. Understated by $6,000. 

d. None of the above. 

In July 2011, the accountant for LBJ Imports is in the 
process of preparing financial statements for the quarter 
ended June 30, 2011. The physical inventory, however, 
was last taken on June 5, and the accountant must estab- 


lish the approximate cost at June 30 from the following 
data: 
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Physical inventory, June 5, 2011 ........ $900,000 
Transactions for the period June 5—June 30: 
Sal€$i.4 ccccecavedese Roaster eed eet 700,000 
PurchaseSs..2¢s0rdeus tx oeedimade ds 400,000 


The gross profit on sales has consistently averaged 40 per- 
cent of sales. Using the gross profit method, compute the 
approximate inventory cost at June 30, 2011. 


a. $420,000. 
b. $880,000. 
c. $480,000. 


d. $1,360,000. 


Allied Products maintains a large inventory. The company 
has used the LIFO inventory method for many years, dur- 
ing which the purchase costs of its products have risen sub- 
stantially. (More than one of the following answers may be 
correct.) 

a. Allied would have reported a higher net income in past 

years if it had been using the average-cost method. 

b. Allied’s financial statements imply a Jower inventory 


turnover rate than they would if the company were 
using FIFO. 


c. If Allied were to let its inventory fall far below normal 
levels, the company’s gross profit rate would decline. 


d. Allied would have paid more income taxes in past years 
if it had been using the FIFO method. 


Nae DISCUSSION Questions 


1. 


Briefly describe the advantages of using a cost flow assump- 
tion, rather than the specific identification method, to value 
an inventory. 


Under what circumstances do generally accepted accounting 
principles permit the use of an inventory cost flow assump- 
tion? Must a cost flow assumption closely parallel the physi- 
cal movement of the company’s merchandise? 


. A large art gallery has in inventory more than 100 paint- 


ings. No two are alike. The least expensive is priced at 
more than $1,000 and the higher-priced items carry prices 
of $100,000 and more. Which of the four methods of inven- 
tory valuation discussed in this chapter would you consider 
to be most appropriate for this business? Give reasons for 
your answer. 


During a period of steadily increasing purchase costs, which 
inventory flow assumption results in the highest reported 
profits? The lowest taxable income? The valuation of inven- 
tory that is closest to current replacement cost? Briefly 
explain your answers. 


What are the characteristics of a just-in-time inventory sys- 
tem? Briefly explain some advantages and risks of this type 
of system. 


6. 


10. 


11. 


12. 


Why do companies that use perpetual inventory systems also 
take an annual physical inventory? When is this physical 
inventory usually taken? Why? 


Under what circumstances might a company write down its 
inventory to carrying value below cost? 


What is meant by the year-end cutoff of transactions? If mer- 
chandise in transit at year-end is material in dollar amount, 
what determines whether these goods should be included in 
the inventory of the buyer or the seller? Explain. 


Explain why errors in the valuation of inventory at the end 
of the year are sometimes called “counterbalancing” or 
“self-correcting.” 


Briefly explain the gross profit method of estimating inven- 
tories. In what types of situations is this technique likely to 
be useful? 


A store using the retail inventory method takes its physical 
inventory by applying current retail prices as marked on the 
merchandise to the quantities counted. Does this procedure 
mean that the inventory will appear in the financial state- 
ments at retail selling price? Explain. 


How is the inventory turnover computed? Why is this 
measurement of interest to short-term creditors? 
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13. Baxter Corporation has been using FIFO during a period of Inventories: The inventories are stated at the lower of cost, 
rising costs. Explain whether you would expect each of the determined principally by the LIFO method, or market. 
oe ee ee ee Uo ey aM a Inventories: Inventories are stated at the lower of cost (first- 
ae ae oe ere i in, first-out method) or market value, assuming a period of 
a. Net income. rising prices. 

b. Inventory turnover rate. a. Which company is using the more conservative method 
c. Income taxes expense. of pricing its inventories? Explain. 

14. In anticipation of declining inventory replacement costs, b. On the basis of the inventory methods in use in their 
the management of Computer Products Co. elects to use the financial statements, which company is in the better 
FIFO inventory method rather than LIFO. Explain how this position to minimize the amount of income taxes that it 


decision should affect the company’s future: must pay? Explain. 


Be ion c. Could either company increase its cash collections 


b. Net cash flow from operating activities. from customers or reduce its cash payments to suppli- 
15. Notes to the financial statements of two clothing manufac- ers of merchandise by switching from FIFO to LIFO, 
turers follow: or from LIFO to FIFO? Explain. 


Brief Exercises @ connect 


|ACCOUNTING 


L01 BRIEF Smalley, Inc., purchased items of inventory as follows: 


tee Be Jan. 4 100 units @ $2.00 

nventor 

Lo4 : Jan. 23. 120 units @ $2.25 
Smalley sold 50 units on January 28. Compute the cost of goods sold for the month under the FIFO 
inventory method. 


L01 BRIEF Wasson Company purchased items of inventory as follows: 
EXERCISE 8.2 


LIFO Inventory Dec. 2 50 units @ $20 


L04 Dec. 12 12 units @ $21 
Wasson sold 15 units on December 20. Determine the cost of goods sold for the month under the 
LIFO inventory method. 
L044 BRIEF Fox Company purchased items of inventory as follows: 
EAERGISE Ss May 3 100 units @ $3.05 
Average-Cost : 
inventory May 10 150 units @ $3.10 
May 15 120 units @ $3.15 
By the end of the month of May, Fox had sold 125 units. If the company uses the average-cost 
method of accounting for inventory, what is the amount of the ending inventory? 
L044 BRIEF Murray, Inc., purchased a new inventory item two times during the month of April, as follows: 
Be ee Apr. 5 100 units @ $5.00 
) os Apr. 15 100 units @ $5.05 
nventory 
a. What is the amount of the ending inventory of this item on April 30 if the company has sold 
75 units and uses the LIFO inventory method? 
b. How would this amount differ if the company used the FIFO inventory method? 
104 BRIEF United Co. had 10 units of an inventory item on hand at the beginning of the current year, each of 
EXERCISE 8.5 which had a per-unit cost of $10. During the year, 20 additional units were purchased at $11, and 


FIFO and Average-Cost 25 units were sold. What is the amount of the ending inventory under the LIFO and the average- 
Inventory cost methods of accounting for inventory? 


Exercises 
L038. BRIEF 
EXERCISE 8.6 


L05 


L05 


LO7 


LO7 


L01 


Inventory Shrinkage 


BRIEF 
EXERCISE 8.7 


Inventory Error 


BRIEF 
EXERCISE 8.8 


Inventory Error 


BRIEF 
EXERCISE 8.9 


Inventory Turnover 


BRIEF 
EXERCISE 8.10 


Inventory Turnover 


EXERCISE 8.1 
Accounting 


through Terminology 


LO7 
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Wexler Company’s inventory is subject to shrinkage via evaporation. At the end of the current 
financial reporting period, the company’s inventory had a cost of $100,000. Management estimates 
that evaporation has resulted in a 5 percent inventory loss. Assuming that loss is recorded in a 
separate inventory loss account, prepare the general journal entry to record the inventory shrinkage 
for the year. 


Black and Blue, Inc., overlooked $100,000 of inventory at the end of the current year because it 
was stored temporarily in a warehouse owned by another company. Before discovering this error, 
the company’s income statement showed the following: 


Sales: Atte es ate tet ana eae $990,000 
Cost of goods sold .......... (560,000) 
Grossiprofil ae eye $430,000 


Restate these figures to reflect the inclusion of the overlooked inventory. 


Due to ineffective controls while counting its inventory, Walker & Comer, Inc., double-counted 
$50,000 of inventory at the end of the current year. Before discovering this error, the company’s 
ending inventory was $670,000. How will correction of this error affect the company’s inventory 
and cost of goods sold figures? 


Miller & Miller Company recorded sales, cost of goods sold, and ending inventory for the cur- 
rent year in the following amounts: $650,000, $500,000, and $128,000, respectively. Calculate the 
amount of the company’s inventory turnover for the year. What is the company’s average number 
of days to sell inventory? 


Rouse Incorporated reported sales, cost of sales, and inventory figures for 2010 and 2011 as fol- 
lows (all dollars in thousands): 


Sales Cost of Goods Sold Inventory 
OUD) oo he eat ahs fier Wenie we, ea ate ane heehee Sanaa oe a $100 $85 $27 
OM, to tok Mok Sided Gh Sit Sebon ciray Surnteipnres aura tnt toes 110 90 35 


What is the amount of inventory turnover for each year, and in which year did Rouse manage its 
inventory most efficiently? 


& connect 


[ACCOUNTING 


Exercises 


Listed below are eight technical accounting terms introduced in this chapter. 
FIFO method 


LIFO method 
Average-cost method 


Retail method Lower-of-cost-or-market 


Gross profit method Specific identification 


Flow assumption 
Each of the following statements may (or may not) describe one of these technical terms. For 


each statement, indicate the term described, or answer “None” if the statement does not correctly 
describe any of the terms. 


a. A pattern of transferring unit costs from the Inventory account to the Cost of Goods Sold that 
may (or may not) parallel the physical flow of merchandise. 
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01 EXERCISE 8.2 


Cost Flow 
Assumptions 


104 EXERCISE 8.3 
Physical Flow 
versus Cost Flow 
Assumptions 


L044. EXERCISE 8.4 


Effects of Different 
Flow Assumptions 
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b. The only flow assumption in which all units of merchandise are assigned the same per-unit 
cost. 


c. The method used to record the cost of goods sold when each unit in the inventory is unique. 
d. The most conservative of the flow assumptions during a period of sustained inflation. 


e. The flow assumption that provides the most current valuation of inventory in the balance 
sheet. 


f. A technique for estimating the cost of goods sold and the ending inventory that is based on the 
relationship between cost and sales price during the current accounting period. 


On May 10, Hudson Computing sold 90 Millennium laptop computers to Apex Publishers. At the 
date of this sale, Hudson’s perpetual inventory records included the following cost layers for the 
Millennium laptops: 


Purchase Date Quantity Unit Cost Total Cost 
PADIS) ce cine os ee atied ac Beate maui aah ae Re pa ots aoe ea 70 $1,500 $105,000 
May 1 So 2iciatcescttaswiaaudeietaeheanseed _30 $1,600 48,000 
Totalon hand ........... 0 cece cece eee e eee eee 100 $153,000 


Prepare journal entries to record the cost of the 90 Millennium laptops sold on May 10, assuming 
that Hudson Computing uses the: 


a. Specific identification method (62 of the units sold were purchased on April 9, and the remain- 
ing units were purchased on May 1). 


b. Average-cost method. 
c. FIFO method. 

d. LIFO method. 

e. 


Discuss briefly the financial reporting differences that may arise from choosing the FIFO 
method over the LIFO method. 


The Warm-Up Shop sells heating oil, coal, and kerosene fuel to residential customers. Heating 
oil is kept in large storage tanks that supply the company’s fleet of delivery trucks. Coal is kept in 
huge bins that are loaded and emptied from the top by giant scooping machines. Kerosene is sold 
“off the shelf” in five-gallon containers at the company’s retail outlet. Separate inventory records 
are maintained for each fuel type. 


a. Which of the cost flow assumptions (average-cost, FIFO, or LIFO) best describes the physical 
flow of: 


1. The heating oil inventory? Explain. 
2. The coal inventory? Explain. 
3. The kerosene inventory? Explain. 


b. Which of these cost flow assumptions is likely to result in the Jowest income tax liability for 
the company? Explain. 


c. Explain why management keeps separate inventory records for its heating oil, coal, and kero- 
sene inventories. 


Lollar, Inc., is a giant provider of home furnishings. The company uses the FIFO inventory 
method. The following information was taken from the company’s recent financial statements 
(dollar amounts are in thousands): 


Exercises 


102 EXERCISE 8.5 
Transfer of Title 


L03 EXERCISE 8.6 
Inventory Write-Downs 
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Cost Of Goods SOId i foes a Li eaia mip a od ce awlente cee a dae lence sie en ae a $1,850,000 
Income before taxes... 1.2.0... eee eee 125,000 
Income taxes expense (and payments) ............... 0000 c eee eee eee 52,500 
NGEUINCOMC!:.6 + ccnewse Ho bod dhe e eke aoy LOSS USL oie LORS Sheed bed 72,500 
Net cash provided by operating activities................0...0 000000000. 123,250 


The financial statements also revealed that had Lollar been using LIFO, its cost of goods sold 
would have been $1,865,000. The company’s income taxes and payments amount to approximately 
40 percent of income before taxes. 


a. Explain how LIFO can result in a higher cost of goods sold. Would you expect LIFO to result 
in a greater or lesser valuation of the company’s ending inventories? Defend your answer. 

b. Assuming that Lollar had been using LJFO, compute the following amounts for the current 
year. Show your supporting computations, with dollar amounts in thousands. 


1. Income before taxes 

2. Income taxes expense (which are assumed equal to income taxes actually paid) 
3. Net income 

4. Net cash provided by operating activities 


Jensen Tire had two large shipments in transit at December 31. One was a $125,000 inbound ship- 
ment of merchandise (shipped December 28, F.O.B. shipping point), which arrived at Jensen’s 
receiving dock on January 2. The other shipment was a $95,000 outbound shipment of merchan- 
dise to a customer, which was shipped and billed by Jensen on December 30 (terms F.O.B. ship- 
ping point) and reached the customer on January 3. 

In taking a physical inventory on December 31, Jensen counted all goods on hand and priced 
the inventory on the basis of average cost. The total amount was $600,000. No goods in transit 
were included in this figure. 

What amount should appear as inventory on the company’s balance sheet at December 31? 
Explain. If you indicate an amount other than $600,000, state which asset or liability other than 
inventory also would be changed in amount. 


Late in the year, Software City began carrying WordCrafter, a new word processing software pro- 
gram. At December 31, Software City’s perpetual inventory records included the following cost 
layers in its inventory of WordCrafter programs: 


Purchase Date Quantity Unit Cost Total Cost 
NOV TA sin Genter esta een tin: dpenan ta tegh aan Ras foteae Dates 8 $400 $3,200 
DOGO scan on aaceareain, aparinn math sega hare aneraac meee a\aune 20 310 6,200 
Total available for sale at Dec. 31 ................ 28 $9,400 


a. At December 31, Software City takes a physical inventory and finds that all 28 units of Word- 
Crafter are on hand. However, the current replacement cost (wholesale price) of this product 
is only $250 per unit. Prepare the entries to record: 

1. This write-down of the inventory to the lower-of-cost-or-market at December 31. (Com- 
pany policy is to charge LCM adjustments of less than $2,000 to Cost of Goods Sold and 
larger amounts to a separate loss account.) 

2. The cash sale of 15 WordCrafter programs on January 9, at a retail price of $350 each. 
Assume that Software City uses the FIFO flow assumption. 


b. Now assume that the current replacement cost of the WordCrafter programs is $405 each. A 
physical inventory finds only 25 of these programs on hand at December 31. (For this part, 
return to the original information and ignore what you did in part a.) 
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1. Prepare the journal entry to record the shrinkage loss assuming that Software City uses the 
FIFO flow assumption. 


2. Prepare the journal entry to record the shrinkage loss assuming that Software City uses the 
LIFO flow assumption. 


3. Which cost flow assumption (FIFO or LIFO) results in the lowest net income for the period? 
Would using this assumption really mean that the company’s operations are less efficient? 


Explain. 

104 EXERCISE 8.7 Pemberton Products uses a periodic inventory system. The company’s records show the beginning 
Costing Inventory ina inventory of PH4 oil filters on January 1 and the purchases of this item during the current year to 
Periodic System be as follows: 

Jan. 1 Beginninginventory ................-. 0s eee 9 units @ $3.00 $ 27.00 
Feb.:23 Purchase si: ceese sta ade tade ad ot ba ode ead 12 units @ $3.50 42.00 
Apr:20° (Purchase: ::icsds00 8s oe bnddean tie es pe han 30 units @ $3.80 114.00 
May 4 Purchase. « o.c0.cs0.ee0 bese eee aee rae Gees 40 units @ $4.00 160.00 
Novi:30) PUNCHASC! ic: cicctcican a otis eatencn tien ahs aoa eae naaics 19 units @ $5.00 95.00 


TOtAS 25.2 cahhh entity nested ent cantante andi 110 units $438.00 


A physical count indicates 20 units in inventory at year-end. 
Determine the cost of the ending inventory on the basis of each of the following methods of 
inventory valuation. (Remember to use periodic inventory costing procedures.) 
a. Average cost 
b. FIFO 
c. LIFO 
d. Which of the above methods (if any) results in the same ending inventory valuation under both 
periodic and perpetual costing procedures? Explain. 


L05 EXERCISE 8.8 Boswell Electric prepared the following condensed income statements for two successive years: 
Effects of Errors in 
Inventory Valuation 


2011 2010 
AICS ec cnura et acumen Samansaact ahaa am Sen tueara aa ahh neon SR a $2,000,000 $1,500,000 
COSt Of GOOUS:SOIG ec. cscceic itis. cashi citar Agiedeis eli ieinebieae tnicuete atts 25 1,250,000 900,000 
Gross profiton sales 2.0... 0... cece cece eee $ 750,000 $ 600,000 
Operating expenses .............. 0.00.0 e eee eee 400,000 350,000 
N@tINCOMEG hse y bbw edad aeed Poi waa tee oobue dda ea $ 350,000 $ 250,000 


At the end of 2010 (right-hand column above), the inventory was understated by $40,000, but the 
error was not discovered until after the accounts had been closed and financial statements prepared 
at the end of 2011. The balance sheets for the two years showed owner’s equity of $500,000 at the 
end of 2010 and $580,000 at the end of 2011. (Boswell is organized as a sole proprietorship and 
does not incur income taxes expense.) 


a. Compute the corrected net income figures for 2010 and 2011. 


b. Compute the gross profit amounts and the gross profit percentages for each year on the basis 
of corrected data. 


c. What correction, if any, should be made in the amounts of the company’s owner’s equity at the 
end of 2010 and at the end of 2011? 


Exercises 
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by the Retail Method 


L01 EXERCISE 8.11 


Evaluating Cost Flow 


Assumptions 
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FIFO versus LIFO: A 


107 Challenging Analysis 
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When Laura Rapp arrived at her store on the morning of January 29, she found empty shelves 
and display racks; thieves had broken in during the night and stolen the entire inventory. Rapp’s 
accounting records showed that she had inventory costing $50,000 on January 1. From January 1 
to January 29, she had made net sales of $70,000 and net purchases of $80,000. The gross profit 
during the past several years had consistently averaged 45 percent of net sales. Rapp wishes to file 
an insurance claim for the theft loss. 


a. Using the gross profit method, estimate the cost of Rapp’s inventory at the time of the theft. 


b. Does Rapp use the periodic inventory method or does she account for inventory using the 
perpetual method? Defend your answer. 


Phillips Supply uses a periodic inventory system but needs to determine the approximate amount 
of inventory at the end of each month without taking a physical inventory. Phillips has provided the 
following inventory data: 


Retail 
Cost Selling 
Price Price 
Inventory of merchandise, June 30.................0.0.0.0000. $300,000 $500,000 
Purchases during July ........... 00.0.0. e eee eee 222,000 400,000 
Goods available for sale during July............ 00.00. c eee eee $522,000 $900,000 
Net sales during July ..... 00... 2 eee eee $600,000 


a. Estimate the cost of goods sold and the cost of the July 31 ending inventory using the retail 
method of evaluation. 


b. Was the cost of Phillips’s inventory, as a percentage of retail selling prices, higher or lower in 
July than it was in June? Explain. 


An annual report issued by General Motors Corporation included the following information: 


Inventories are valued using various cost methods. The percentage of year-end 
inventories valued using each of these methods is: 


FIFO‘and Average Cost ..cncsok ameaaw nay net wd BARE Ace Eo wed ame etue aoe 50% 


If the LIFO method of valuation had not been used, total inventories would have 
been $1.4 billion more than reported. 


a. Does the company’s use of three different inventory methods violate the accounting principle 
of consistency? Defend your answer. 

b. Had the LIFO method not been used, would the company’s gross profit reported in its income 
statement have been higher or lower? Explain. 

c. On the basis of the information from the company’s annual report, do its inventory replace- 
ment costs appear to be rising or falling? Explain. 


Ford Motor Company uses LIFO to account for all of its domestic inventories. A note to the 
company’s financial statements indicated that: 


If the FIFO method had been used instead of the LIFO method, inventories would have been 
higher by over a billion dollars. 
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a. Indicate whether each of the following financial measurements would have been higher, lower, 
or unaffected had Ford Motor Company used FIFO instead of LIFO. Explain the reasoning 
behind your answers. 


1. Gross profit rate. 

Reported net income. 

Current ratio (Ford’s current ratio is greater than | to 1). 
Inventory turnover rate. 

Accounts receivable turnover rate. 


Cash payments made to suppliers. 


IAM wh 


Net cash flow from operations (Ford’s operating cash flows are positive). 


b. Provide your own assessment of whether using LIFO has made Ford Motor Company more 
or less (1) liquid and (2) well-off. Defend your answers. 


A recent annual report of Kraft Foods, Inc., reveals the following information (dollar amounts are 
stated in millions): 


Costof.goods:sold)s..4..24- savor dda d aura ea tad ph eaten toad datas ead $24,651 
Inventory (beginning of year) ....... 0... ee eee eee 3,506 
Inventory (end of year)... 2... teeta 4,096 
Average time required to collect accounts receivable .................0.0000. 45 days 


a. Compute Kraft’s inventory turnover for the year (round to nearest tenth). 


b. Compute the number of days required by Kraft to sell its average inventory (round to the 
nearest day). 


c. What is the length of Kraft’s operating cycle? 


What comparative information would you want to be able to evaluate Kraft’s operating cycle 
figure? 


A recent income statement of Walmart reports sales of $405,046 million and cost of goods sold 
of $304,657 million for the year ended January 31, 2010. The comparable sales and cost of goods 
sold figures for the year ended one year earlier were $401,087 million and $304,056 million, 
respectively. As you would expect, to be able to achieve this high level of sales, a great deal of 
inventory must be maintained so that customers will find what they want to buy when they shop in 
Walmart stores. In fact, in the January 31, 2010, balance sheet, inventory is presented at $33,160 
million and the comparable figure for a year earlier is $34,511 million. 


a. Compute the inventory turnover for Walmart for both years. 


b. Compute the average number of days required by Walmart to sell its inventory for the same 
years. 


c. In which year was the company more efficient in its management of inventory? Explain your 
answer. 


The Home Depot, Inc., financial statements appear in Appendix A at the end of this textbook. 
Using figures from the income statement and balance sheet, answer the following questions: 


a. What was the company’s inventory turnover for the most recent year reported? 


b. Using your answer from part a, what was the average number of days that merchandise 
remained in inventory before it was sold? 


c. Is the company’s operating cycle influenced significantly by its accounts receivable turnover 
rate? Explain. 
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L01 PROBLEM 8.1A On January 15, 2011, BassTrack sold 1,000 Ace-5 fishing reels to Angler’s Warehouse. Immedi- 
Four Methods of ately prior to this sale, BassTrack’s perpetual inventory records for Ace-5 reels included the fol- 
Inventory Valuation lowing cost layers: 
eXcel Purchase Date Quantity UnitCost Total Cost 

D6. 12):2010 2 ie ciwetaw ned evlte ee teesaleden dees 600 $29 $17,400 

Jane 9: 2011 sicteigaded (elas na ghd sect ad 900 32 28,800 

Total.ON NaN) siscis oii dimes OA aa 1,500 $46,200 
Instructions 


Note: We present this problem in the normal sequence of the accounting cycle—that is, journal 
entries before ledger entries. However, you may find it helpful to work part b first. 
a. Prepare a separate journal entry to record the cost of goods sold relating to the January 15 sale 
of 1,000 Ace-S reels, assuming that BassTrack uses: 
1. Specific identification (500 of the units sold were purchased on December 12, and the 
remaining 500 were purchased on January 9). 
2. Average cost. 
32) EIFO: 
4. LIFO. 


b. Complete a subsidiary ledger record for Ace-5 reels using each of the four inventory valuation 
methods listed above. Your inventory records should show both purchases of this product, the 
sale on January 15, and the balance on hand at December 12, January 9, and January 15. Use 
the formats for inventory subsidiary records illustrated on pages 343-345 of this chapter. 

c. Refer to the cost of goods sold figures computed in part a. For financial reporting purposes, 
can the company use the valuation method that resulted in the /owest cost of goods sold if, for 
tax purposes, it used the method that resulted in the highest cost of goods sold? Explain. 


Problems 8.2A and 8.3A are based on the following data: 

Speed World Cycles sells high-performance motorcycles and motocross racers. One of Speed 
World’s most popular models is the Kazomma 900 dirt bike. During the current year, Speed World 
purchased eight of these cycles at the following costs: 


Units Unit Total 

Purchase Date Purchased Cost Cost 
UNI sy 2 oe aes cr Aettcite uate tea ee ar hacker gare an hs thee ap erepane neato 2 $4,950 $ 9,900 
JUN 22) occ e Lid ete ey did by dd: hed das 3 5,000 15,000 
PUG Brahh Susp ictietitenceite ad ee avatynentate te ances deep sheenateece 3 5,100 15,300 
8 $40,200 


On July 28, Speed World sold four Kazomma 900 dirt bikes to the Vince Wilson racing team. The 
remaining four bikes remained in inventory at September 30, the end of Speed World’s fiscal year. 


101 PROBLEM 8.2A Assume that Speed World uses a perpetual inventory system. (See the data given above.) 
Alternative Cost Flow 
Assumptions ina 
Perpetual System 


Instructions 


a. Compute the cost of goods sold relating to the sale on July 28 and the ending inventory of 
Kazomma 900 dirt bikes at September 30, using the following cost flow assumptions: 


1. Average cost. 
2. FIFO. 
3. LIFO. 


Show the number of units and the unit costs of each layer comprising the cost of goods sold 
and ending inventory. 
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b. Using the cost figures computed in part a, answer the following questions: 
1. Which of the three cost flow assumptions will result in Speed World Cycles reporting the 
highest net income for the current year? Would this always be the case? Explain. 
2. Which of the three cost flow assumptions will minimize the income taxes owed by Speed 
World Cycles for the year? Would you expect this usually to be the case? Explain. 


3. May Speed World Cycles use the cost flow assumption that results in the highest net 
income for the current year in its financial statements, but use the cost flow assumption 
that minimizes taxable income for the current year in its income tax return? Explain. 


L044 PROBLEM 8.3A Assume that Speed World uses a periodic inventory system. (See the data given before Problem 


Alternative Cost Flow _8.2A.) 
Assumptions in a ; 
Periodic System Instructions 


a. Compute the cost of goods sold relating to the sale on July 28 and the ending inventory of 
Kazomma 900 dirt bikes at September 30, using the following cost flow assumptions: 


1. Average cost. 
2.) JEIEO! 
3. LIFO: 


Show the number of units and unit costs in each cost layer of the ending inventory. You may 
determine the cost of goods sold by deducting ending inventory from the cost of goods avail- 
able for sale. 


b. If Speed World Cycles uses the LIFO cost flow assumption for financial reporting purposes, 
can it use the FIFO method for income tax purposes? Explain. 


L01 PROBLEM 8.4A Mario’s Nursery uses a perpetual inventory system. At December 31, the perpetual inventory 
Year-End Adjustments; records indicate the following quantities of a particular blue spruce tree: 


through Shrinkage Losses and 
LCM 
LO3 Quantity Unit Cost Total Cost 
First purchase (oldest) ............-.0 00 eee eee 130 $25.00 $ 3,250 
Second purchase ................ 00-0002 eee 120 28.50 3,420 
Third purchase ..................0 000000200005 100 39.00 3,900 
Cc a ee en ae ere Tee 350 $10,570 


A year-end physical inventory, however, shows only 310 of these trees on hand. 

In its financial statements, Mario’s values its inventories at the lower-of-cost-or-market. At 
year-end, the per-unit replacement cost of this tree is $40. (Use $3,500 as the “level of materiality” 
in deciding whether to debit losses to Cost of Goods Sold or to a separate loss account.) 


Instructions 
Prepare the journal entries required to adjust the inventory records at year-end, assuming that: 
a. Mario’s uses: 

1. Average cost. 

2. Last-in, first-out. 


b. Mario’s uses the first-in, first-out method. However, the replacement cost of the trees at year- 
end is $20 apiece, rather than the $40 stated originally. [Make separate journal entries to 
record (1) the shrinkage losses and (2) the restatement of the inventory at a market value lower 
than cost. Record the shrinkage losses first.] 


c. Assume that the company had been experiencing monthly inventory shrinkage of 30 to 60 
trees for several months. In response, management placed several hidden security cameras 
throughout the premises. Within days, an employee was caught on film loading potted trees 
into his pickup truck. The employee’s attorney asked that the case be dropped because the 
company had “unethically used a hidden camera to entrap his client.” Do you agree with the 
attorney? Defend your answer. 
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Mach IV Audio uses a periodic inventory system. One of the store’s most popular products is an 
MP3 car stereo system. The inventory quantities, purchases, and sales of this product for the most 
recent year are as follows: 


Number Cost 


of Units per Unit Total Cost 

Inventory, Jan.1.........00 0000 c cee eee 10 $299 $ 2,990 
Firstipurchase (May 12) 2.00.0 csv euseeawa week ewes 15 306 4,590 
Second purchase (July 9)...............2..000008- 20 308 6,160 
Thirdpurchase: (Oct.-4)..0.cc¢.esc0cer dou taweas anes 8 315 2,520 
Fourth purchase (Dec: 18) s..06.0. 000 o0¢asaee a ea ens 19 320 6,080 

Goods available forsale............. 0.00. eee eee 72 $22,340 
Units sold during the year......................0.. 51 
Inventory, Dec. 31....... 0.0.00: eee 21 


Instructions 

a. Using periodic costing procedures, compute the cost of the December 31 inventory and the 
cost of goods sold for the MP3 systems during the year under each of the following cost flow 
assumptions: 
1. First-in, first-out. 
2.  Last-in, first-out. 
3. Average cost (round to nearest dollar, except unit cost). 

b. Which of the three inventory pricing methods provides the most realistic balance sheet 
valuation of inventory in light of the current replacement cost of the MP3 units? Does 
this same method also produce the most realistic measure of income in light of the costs 


being incurred by Mach IV Audio to replace the MP3 systems when they are sold? 
Explain. 


The owners of Hexagon Health Foods are offering the business for sale. The partial income state- 
ments of the business for the three years of its existence are summarized below. 


2011 2010 2009 
NetSales: 2x. 2igens cote ufo aes eidats paemvan@atasiaiaty mane tne ts $875,000 $840,000 $820,000 
Cost of goods sold ........ 0.0.00: c cece eee eee 481,250 487,200 480,000 
Gross profiton sales .......... 0. cece eee eee eee $393,750 $352,800 $340,000 
Gross profit percentage ..................0...000. 45% 42% 41% 


In negotiations with prospective buyers of the business, the owners of Hexagon are calling atten- 
tion to the rising trends of the gross profit and the gross profit percentage as very favorable 
elements. 

Assume that you are retained by a prospective purchaser of the business to make an investiga- 
tion of the fairness and reliability of the enterprise’s accounting records and financial statements. 
You find everything in order except for the following: (1) An arithmetic error in the computation of 
inventory at the end of 2009 had caused a $40,000 understatement in that inventory, and (2) a dupli- 
cation of figures in the computation of inventory at the end of 2011 had caused an overstatement 
of $81,750 in that inventory. The company uses the periodic inventory system, and these errors had 
not been brought to light prior to your investigation. 
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Instructions 


a. Prepare a revised three-year partial income statement summary. 
b. Comment on the trends of gross profit and gross profit percentage before and after the revision. 


L022 PROBLEM 8.7A Between The Ears (BTE.com) is a popular Internet music store. During the current year, the com- 
Retail Method pany’s cost of goods available for sale amounted to $462,000. The retail sales value of this mer- 
chandise amounted to $840,000. Sales for the year were $744,000. 
LO3 
Instructions 
LOS a. Using the retail method, estimate (1) the cost of goods sold during the year and (2) the inven- 
tory at the end of the year. 
b. At year-end, BTE.com takes a physical inventory. The general manager walks through the 
warehouse counting each type of product and reading its retail price into a tape recorder. 
From the recorded information, another employee prepares a schedule listing the entire end- 
ing inventory at retail sales prices. The schedule prepared for the current year reports ending 
inventory at $84,480 at retail sales prices. 
1. Use the cost ratio computed in part a to reduce the inventory counted by the general man- 
ager from its retail value to an estimate of its cost. 
2. Determine the estimated shrinkage losses (measured at cost) incurred by BTE.com during 
the year. 
3. Compute BTE.com’s gross profit for the year. (Include inventory shrinkage losses in the 
cost of goods sold.) 
c. What controls might BTE.com implement to reduce inventory shrinkage? 
L01 PROBLEM 8.8A Wal-Mart uses LIFO to account for its inventories. Recent financial statements were used to com- 
FIFO versus LIFO pile the following information (dollar figures are in millions): 
Comparisons 
LO7 
Average inventory (throughout the year)....................000000 0200 $ 33,835 
Current assets (at year-end) ...... 0... 0... cee eee 48,949 
Current liabilities (at year-end) ....... 0.0.0... eee ee eee 55,390 
NétsaléS) eca7 si ecu award encere the 2 oY kw Meee Pedal Ape ee adeaa oes 401,244 
COStOFGOOdS: SOID a: :cce ciettie nee unde dle debi rane eR aan Soka eA a at ae ee 306,158 
GrosSiprofit..¢ e224 GA ARES ROSE LE PAs 9 GEER OAS ES BeOS wba se Se 95,086 
Average time required to collect outstanding receivables (approximate)......... 10 days 


Instructions 
a. Using the information provided, compute the following measures based upon the LIFO 
method: 
1. Inventory turnover. 
2. Current ratio (see Chapter 5 for a discussion of this ratio). 
3. Gross profit rate (see Chapter 6 for a discussion of this statistic). 


b. Assuming cost of goods sold would be lower under FIFO, what circumstances must the company 
have encountered to cause this situation? (Were replacement costs, on average, rising or falling?) 


c. How would you expect these ratios to differ (1.e., what direction) had the company used FIFO 
instead of LIFO? 


d. Explain why the average number of days required by Walmart to collect its accounts receiv- 
able is so low. (See Chapter 7 for a discussion of the accounts receivable turnover rate.) 
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Problem Set B 


L01 PROBLEM 8.1B On January 22, 2011, Dome, Inc., sold 700 toner cartridges to Maxine Supplies. Immediately prior 
Four Methods of to this sale, Dome’s perpetual inventory records for these units included the following cost layers: 


Inventory Valuation 


Purchase Date Quantity UnitCost Total Cost 
DOG. 12; 2010s ec asad cede pean bee aeokeleet 400 $20 $ 8,000 
JANG 2011. 2.2 otto daee ae tene ns eee aes 1,200 22 26,400 
Totalionihand s ss.ec.cctac addons haw tee akeeoes 1,600 $34,400 


Instructions 
Note: We present this problem in the normal sequence of the accounting cycle—that is, journal 
entries before ledger entries. However, you may find it helpful to work part b first. 
a. Prepare a separate journal entry to record the cost of goods sold relating to the January 22 sale 
of 700 toner cartridges, assuming that Dome uses: 
1. Specific identification (300 of the units sold had been purchased on December 12, and the 
remaining 400 had been purchased on January 16). 
2. Average cost. 
3. FIFO. 
4. LIFO. 
b. Complete a subsidiary ledger record for the toner cartridges using each of the four inventory val- 
uation methods listed above. Your inventory records should show both purchases of this product, 


the sale on January 22, and the balance on hand at December 12, January 16, and January 22. 
Use the formats for inventory subsidiary records illustrated on pages 343-345 of this chapter. 


c. Refer to the cost of goods sold figures computed in part a. For financial reporting purposes, 
can the company use the valuation method that resulted in the highest cost of goods sold if, for 
tax purposes, it used the method that resulted in the Jowest cost of goods sold? Explain. 


Problems 8.2B and 8.3B are based on the following data: 


Sea Travel sells motor boats. One of Sea Travel’s most popular models is the Wing. During the 
current year, Sea Travel purchased 12 of these boats at the following costs: 


Units Unit Total 

Purchase Date Purchased Cost Cost 
ADT chnecct imei ta eae daeew eae eeed kemien Ad oS 4 $8,000 $32,000 
POU ND se cca ce ee cestenena ges a, nastid dom dealiniiate Reg os ache de aydualuutnn SPs 5 8,200 41,000 
MAY Bic csi e dnsdice senate bth acted haben dekh a yguae de budretienabe det 3 8,500 25,500 
12 $98,500 


On April 28, Sea Travel sold five Wings to the Jack Sport racing team. The remaining seven boats 
remained in inventory at June 30, the end of Sea Travel’s fiscal year. 


Loi PROBLEM 8.2B Assume that Sea Travel uses a perpetual inventory system. (See the data given above.) 
Alternative Cost Flow 
Assumptions in a 
Perpetual System a. Compute (a) the cost of goods sold relating to the sale on April 28 and (b) the ending inventory 

of Wing boats at June 30, using the following cost flow assumptions: 


Instructions 


1. Average cost (round cost to nearest whole dollar). 
2. FIFO. 
3. LIFO: 
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Show the number of units and the unit costs of each layer comprising the cost of goods sold 
and ending inventory. 
b. Using the cost figures computed in part a, answer the following questions: 

1. Which of the three cost flow assumptions will result in Sea Travel reporting the Jowest net 
income for the current year? Would this always be the case? Explain. 

2. Which of the three cost flow assumptions will result in the highest income tax expense for 
the year? Would you expect this usually to be the case? Explain. 

3. May Sea Travel use the cost flow assumption that results in the /owest net income for the 
current year in its financial statements, but use the cost flow assumption that maximizes 
taxable income for the current year in its income tax return? Explain. 


L044 PROBLEM 8.3B Assume that Sea Travel uses a periodic inventory system. (Refer to the data that precede Problem 8.2B.) 
Alternative Cost Flow 
Assumptions in a Instructions 
Periodic System a. Compute the cost of goods sold relating to the sale on April 28 and the ending inventory of 


Wing boats at June 30, using the following cost flow assumptions: 

1. Average cost (round cost to nearest whole dollar). 

2. HIRO: 

3. LIFO. 

Show the number of units and the unit costs of each layer comprising the ending inventory. 
You may determine the cost of goods sold by deducting ending inventory from the cost of 
goods available for sale. 


b. If Sea Travel uses the LIFO cost flow assumption for income tax purposes, can it use the FIFO 
method for financial reporting purposes? Explain. 


L01 PROBLEM 8.4B Sam’s Lawn Mowers uses a perpetual inventory system. At December 31, the perpetual inventory 
Year-End records indicate the following quantities of a particular mower. 


Prete) rs 


*ars4S5 A diustments; 
Shrinkage Losses 


03 and LCM Quantity UnitCost Total Cost 
First purchase (oldest) ........... 00020 c eee eee ee 80 $100 $ 8,000 
second purchase <.2cueeen ees sheewk Yee ese aaa 100 110 11,000 
Third purchase’... . 2 ccee2 ences ene een ce _20 120 2,400 
TOtall i. cvtnnad tier bemeeee die dbe beewatiadeetes 200 $21,400 


A year-end physical inventory, however, shows only 199 of these lawn mowers on hand. 
In its financial statements, Sam’s values its inventories at the lower-of-cost-or-market. At year- 
end, the per-unit replacement cost of this particular model is $125. 


Instructions 
Prepare the journal entries required to adjust the inventory records at year-end assuming that: 
a. Sam’s uses: 

1. Average cost. 

2. Last-in, first-out. 


b. Sam’s uses the first-in, first-out method. However, the replacement cost of the lawn mowers at 
year-end is $90 apiece, rather than the $125 stated originally. Make separate journal entries to 
record (1) the shrinkage loss and (2) the restatement of the inventory at a market value lower 
than cost. Record the shrinkage loss first. 


c. Assume that the company had been experiencing monthly inventory shrinkage of one to four 
lawn mowers for several months. In response, management placed several hidden security 
cameras throughout the premises. Within days, an employee was caught on film loading lawn 


Problem Set B 


L044 PROBLEM 8.5B 
Periodic Inventory 


Costing Procedures 


405 PROBLEM 8.6B 


Effects of Inventory 
Errors on Earnings 
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mowers into his pickup truck. The employee’s attorney asked that the case be dropped because 
the company had “unethically used a hidden camera to entrap his client.” Do you agree with 
the attorney? Defend your answer. 


Roman Sound uses a periodic inventory system. One of the store’s products is a wireless head- 
phone. The inventory quantities, purchases, and sales of this product for the most recent year are 
as follows: 


Number Cost Total 
of Units _ per Unit Cost 
Inventory, Ja. Teccicecicia eee ei apie badeeee baba ce 10 $100 $ 1,000 
FPIRSEOUICMASE S528 diese he ace dale Riddisarens a ane dale bib cig ees 30 101 3,030 
Second purchase ............. 0:0 cece eee eee 40 104 4,160 
Third purchase ......... 00... eee ee eee 5 106 530 
Fourth purchases... 00404 widcG0ee ea hew eine ogdes _15 110 1,650 
Goods available forsale... 2... 0... 0. ee 100 $10,370 
Units sold during the year.......................00.. _80 
Inventory, DeC. Blinc. cee aeeeeadake seh atekiewakad 20 


Instructions 


a. Using periodic costing procedures, compute the cost of the December 31 inventory and the 
cost of goods sold for the year under each of the following cost assumptions: 


1. First-in, first-out. 
2.  Last-in, first-out. 
3. Average cost (round to the nearest dollar, except unit cost). 


b. Which of the three inventory pricing methods provides the most realistic balance sheet valua- 
tion of inventory in light of the current replacement cost of these headphones? Does this same 
method also produce the most realistic measure of income in light of the costs being incurred 
by Roman Sound to replace these units when they are sold? Explain. 


The owners of City Software are offering the business for sale. The income statements of the busi- 
ness for the three years of its existence are summarized below. 


2011 2010 2009 
NetSaleSinc 228. deuce saree acne t Maen eeanene $1,000,000 $920,000 $840,000 
Cost of Goods'SOld ii... .ceotimdid aa retraite 600,000 570,400 546,000 
Gross profitonsales ..............0.00.0 eee $ 400,000 $349,600 $294,000 
Gross profit percentage .....................0.. 40% 38% 35% 


In negotiations with prospective buyers of the business, the owners are calling attention to the ris- 
ing trends of the gross profit and the gross profit percentage as very favorable elements. 

Assume that you are retained by a prospective purchaser of the business to make an investiga- 
tion of the fairness and reliability of the enterprise’s accounting records and financial statements. 
You find everything in order except for the following: (1) An arithmetic error in the computation 
of inventory at the end of 2009 has caused a $20,000 understatement in that inventory, and (2) an 
error in the computation of inventory at the end of 2011 has caused an overstatement of $80,000 
in that inventory. The company uses the periodic inventory system, and these errors have not been 
brought to light prior to your investigation. 
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Instructions 
a. Prepare a revised three-year partial income statement summary. 
b. Comment on the trends of gross profit and gross profit percentage before and after the 


revision. 
L022 PROBLEM 8.7B Sing Along is a popular music store. During the current year, the company’s cost of goods available 
Retail Method for sale amounted to $330,000. The retail sales value of this merchandise amounted to $600,000. 
Sales for the year were $520,000. 
LO3 
Instructions 
LOG a. Using the retail method, estimate (1) the cost of goods sold during the year and (2) the inven- 
tory at the end of the year. 

b. At year-end, Sing Along takes a physical inventory. The general manager walks through the 
store counting each type of product and reading its retail price into a tape recorder. From the 
recorded information, another employee prepares a schedule listing the entire ending inven- 
tory at retail sales prices. The schedule prepared for the current year reports ending inventory 
of $75,000 at retail sales prices. 

1. Use the cost ratio computed in part a to reduce the inventory counted by the general man- 
ager from its retail value to an estimate of its cost. 

2. Determine the estimated shrinkage losses (measured at cost) incurred by Sing Along dur- 
ing the year. 

3. Compute Sing Along’s gross profit for the year. (Include inventory shrinkage losses in the 
cost of goods sold.) 

c. What controls might Sing Along implement to reduce inventory shrinkage? 

Loi PROBLEM 8.8B JC Penney Company uses LIFO in applying the lower-of-cost-or-market. Recent financial state- 
FIFO versus LIFO ments were used to compile the following information (dollar figures in millions): 
Comparisons 

LO7 

Average inventory (throughout the year) ........... 00.00.00 eee eee eee $ 3,142 
Current assets (at year-end) ........... 0... . eee eee eee 6,652 
Current liabilities (at year-end) ............ 0... ee eee 3,249 
NeétSales* sic. dred eatin he oot dee tind Jaa hdd Lee Seaweed 17,556 
COStOf: GOOdSSOIG % 2-2. sicianene one ehincs, eddie ce evacingon (aehace, Aldi ab abatteneee GR m Alaa cclalelidagen aoa aoe 10,646 
Gross'profit: .6.i44220¢becidndde bated giddbbledokbai cided bebe dae 6,910 
Average time required to collect outstanding receivables (approximate)........... 5 days 


Instructions 


a. Using the information provided, compute the following measures based upon the LIJFO 
method: 


1. Inventory turnover. 
2. Current ratio (see Chapter 5 for a discussion of this ratio). 
3. Gross profit rate (see Chapter 6 for a discussion of this statistic). 


b. Assuming the cost of goods sold would be lower under FIFO, what circumstances must the 
company have encountered to cause this situation? (Were replacement costs, on average, rising 
or falling?) 


c. How would you expect these ratios to differ (i.e., what direction) had the company used FIFO 
instead of LIFO? 


d. Explain why the average number of days required by JC Penney to collect its accounts receiv- 
able is so low. (See Chapter 7 for a discussion of the accounts receivable turnover.) 
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Critical Thinking Cases 


L05 CASE 8.1 Our Little Secret is a small manufacturer of swimsuits and other beach apparel. The company is 
It’s Not Right, but at closely held and has no external reporting obligations, other than payroll reports and income tax 
Least It’s Consistent returns. The company’s accounting system is grossly inadequate. Accounting records are main- 


tained by clerical employees with little knowledge of accounting and with many other job respon- 
sibilities. Management has decided that the company must hire a competent controller, who can 
establish and oversee an adequate accounting system. 

Amy Lee, CPA, has applied for this position. During a recent interview, Dean Frost, the com- 
pany’s director of personnel, said, “Amy, the job is yours. But you should know that we have a big 
inventory problem here. 

“For some time now, it appears that we have been understating our ending inventory in income tax 
returns. No one knows when this all got started, or who was responsible. We never even counted our 
inventory until a few months ago. But the problem is pretty big. In our latest tax return—that’s for 2010— 
we listed inventory at only about half its actual cost. That’s an understatement of, maybe, $400,000. 

“We don’t know what to do. We sure don’t want a big scandal—tax evasion, and all that. 
Maybe the best thing is to continue understating inventory by the same amount as we did in 2010. 
That way, taxable income will be correctly stated in future years. Anyway, this is just something 
I thought you should know about.” 


Instructions 


a. Briefly identify the ethical issues raised for Lee by Frost’s disclosure. 
b. From Lee’s perspective, evaluate the possible solution proposed by Frost. 
c. Identify and discuss the alternative ethical courses of action that are open to Lee. 


04 CASE 8.2 Jackson Specialties has been in business for more than 50 years. The company maintains a per- 
LIFO Liquidation petual inventory system, uses a LIFO flow assumption, and ends its fiscal year at December 31. 
At year-end, the cost of goods sold and inventory are adjusted to reflect periodic LIFO costing 

procedures. 


A railroad strike has delayed the arrival of purchases ordered during the past several months of 
2011, and Jackson Specialties has not been able to replenish its inventories as merchandise is sold. 
At December 22, one product appears in the company’s perpetual inventory records at the follow- 
ing unit costs: 


Purchase Date Quantity UnitCost Total Cost 
Nov. 14,1958 ..2..3ccse¢4.02oe0dbehend er emebeas 3,000 $6 $18,000 
Apts 12,1959 oc pecngedwedge theeeeie Padd a heden d 2,000 8 16,000 
Available for sale at Dec. 22, 2011................ 5,000 $34,000 


Jackson Specialties has another 8,000 units of this product on order at the current wholesale 
cost of $30 per unit. Because of the railroad strike, however, these units have not yet arrived (the 
terms of purchase are F.O.B. destination). Jackson Specialties also has an order from a customer 
who wants to purchase 4,000 units of this product at the retail sales price of $47 per unit. Jackson 
Specialties intends to make this sale on December 30, regardless of whether the 8,000 units on 
order arrive by this date. (The 4,000-unit sale will be shipped by truck, F.O.B. shipping point.) 


Instructions 


a. Are the units in inventory really more than 50 years old? Explain. 


b. Prepare a schedule showing the sales revenue, cost of goods sold, and gross profit that will result 
from this sale on December 30, assuming that the 8,000 units currently on order (1) arrive before 
year-end and (2) do not arrive until some time in the following year. (In each computation, show 
the number of units comprising the cost of goods sold and their related per-unit costs.) 
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L038 
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CASE 8.3 
Dealing with the Bank 


INTERNET 
CASE 8.4 


Inventory Turnover 
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c. Comment on these results. 
d. Might management be wise to delay this sale by a few days? Explain. 


Avery Frozen Foods owes the bank $50,000 on a line of credit. Terms of the agreement specify 
that Avery must maintain a minimum current ratio of 1.2 to 1, or the entire outstanding balance 
becomes immediately due in full. To date, the company has complied with the minimum require- 
ment. However, management has just learned that a failed warehouse freezer has ruined thousands 
of dollars of frozen foods inventory. If the company records this loss, its current ratio will drop to 
approximately 0.8 to 1. 

Whether any or all of this loss may be covered by insurance currently is in dispute and will not 
be known for at least 90 days—perhaps much longer. There are several reasons why the insurance 
company may have no liability. 

In trying to decide how to deal with the bank, management is considering the following 
options: (1) postpone recording the inventory loss until the dispute with the insurance company 
is resolved, (2) increase the current ratio to 1.2 to 1 by making a large purchase of inventory on 
account, (3) explain to the bank what has happened, and request that it be flexible until things get 
back to normal. 


Instructions 


a. Given that the company hopes for at least partial reimbursement from the insurance company, 
is it really unethical for management to postpone recording the inventory loss in the financial 
statements it submits to the bank? 


b. Is it possible to increase the company’s current ratio from 0.8 to | to 1.2 to 1 by purchasing 
more inventory on account? Explain. 


c. What approach do you think the company should follow in dealing with the bank? 


A company’s inventory turnover is one measure of its potential to convert inventory into cash. But 
what is considered a good inventory turnover? The answer to that question depends on a variety of 
industry and company characteristics. 

Access the EDGAR database at the following Internet address: 


WWW-.SeC.g0V 


Locate the most recent 10-K reports of Safeway, Inc., and Staples, Inc. Compute the inventory 
turnover of each company. Does the higher turnover computed for Safeway mean that the com- 
pany manages its inventory more effectively than Staples? Explain. 


Internet sites are time and date sensitive. It is the purpose of these exercises to have you explore 
the Internet. You may need to use the Yahoo! search engine http://www.yahoo.com (or another 
favorite search engine) to find a company’s current Web address. 


Answers to Self-Test Questions 
1b tac. Sasa. Fab ash, MG cad 


COMPREHENSIVE PROBLEM 2 


Guitar Universe, Inc., is a popular source of musical instruments for professional and amateur 
musicians. The company’s accountants make necessary adjusting entries monthly, and they 
make all closing entries annually. Guitar Universe is growing rapidly and prides itself on hav- 
ing no long-term liabilities. 


The company has provided the following trial balance dated December 31, 2011: 


GUITAR UNIVERSE, INC. 
TRIAL BALANCE 


DECEMBER 31, 2011 
CaShi viccctawei db heebaa eed bpbee bade ele ea eeebuks $ 45,000 
Marketable Secutiti€S 2¢-s.ccadasrecednetia tsa eheeee ads 25,000 
Accounts receivable. ............ 200 eee 125,000 
Allowance for doubtful accounts. ...........0.0000 cee eee eee $ 5,000 
Merchandise inventory «2.0.02 205. ceed ee ve eee 250,000 
Office SUppli€S s......0.4 neee ee eee Eee ee beeen 1,200 
Prepaid insurance 2c. 60 cose ee ewes eee ee eae heen Cees aw es 6,600 
Buildingiand fixtures:.i3ic.cuceais pore w ies wate acne eid 1,791,000 
Accumulated depreciation ......... 0.0000 eee eee eee 800,000 
MAING ae cca stag nie dhe pit te ats ae Rh dee ae eee Aten ee ee 64,800 
Accounts payable:....2¢-..iineud ie debe idee dba 70,000 
Unearned customer deposits .............0.2.0 cee eee ee eee 8,000 
Income taxes payable: 2.6.5 oc0 cesarean eee eee ree eee 75,000 
Capital StoCKs. 2 ec oie a aeeq nid edhen chee ar hagiee deacn thee ba Bae ee ee 1,000,000 
Retained SanmingS «.: acvu dvaxvesiad daa daa eee dedi n 240,200 
Unrealized holding gain on investments..................000. 6,000 
SalOSi idee edhe oe Fevetide eneee eee dak ease ceed Gees 1,600,000 
Cost of Goods SOIG i4..6i aida ea dicen edad athe s HOE E YS 958,000 
Bank Service CHamg@S. 6 gisiia eens ee ani ain Ghee eee a 200 
Uncollectible accounts expense............- 0c 9,000 
Salary and wages expense ............. 000000 - eee eee eee 395,000 
Office supplies expense............ 0.0. eee 400 
InSUurance Sxpenses. 0 .iciepaeaii seb ewieewea Lesbian 6,400 
Utilities expense. .......... 0... eee ee eee 3,600 
Depreciation expense. ..........--. 200 eee 48,000 
Income tax expense. .... 2.2.22... cee eee 75,000 


$3,804,200 $3,804,200 


Other information pertaining to Guitar Universe’s trial balance is shown below: 


1. 


The company’s most recent bank statement reports a balance of $46,975. Included with 
the bank statement was a $2,500 check from Iggy Bates, a professional musician, charged 
back to Guitar Universe as NSF. The bank’s monthly service charge was $25. Three checks 
written by Guitar Universe to suppliers of merchandise inventory had not yet cleared 
the bank for payment as of the statement date. These checks included: no. 507, $4,000; 
no. 511, $9,000; and no. 521, $8,000. Deposits made by Guitar Universe of $16,500 had 
reached the bank too late for inclusion in the current statement. The company prepares a 
bank reconciliation at the end of each month. 


. Guitar Universe has a portfolio of marketable securities. The initial investment in the port- 


folio was $19,000. As of December 31, the market value of these securities was $27,500. 
Management classifies all short-term investments as “available for sale.” 


. During December, $6,400 of accounts receivable were written off as uncollectible. A 


recent aging of the company’s accounts receivable helped management to conclude that an 
allowance for doubtful accounts of $8,500 was needed at December 31, 2011. 
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. The company uses a perpetual inventory system. A year-end physical count revealed that 


several guitars reported in the inventory records were missing. The cost of the missing 
units amounted to $1,350. This amount is not considered significant relative to the total 
cost of inventory on hand. 


. At December 31, approximately $900 in office supplies remained on hand. 
. The company pays for its insurance policies 12 months in advance. Its most recent pay- 


ment was made on November 1, 2011. The cost of this policy was slightly higher than the 
cost of coverage for the previous 12 months. 


. Depreciation expense related to the company’s building and fixtures is $5,000 for the 


month ending December 31, 2011. 


. Although Guitar Universe carries an extensive inventory, it is not uncommon for musicians 


to order custom guitars made to their exact specifications. Manufacturers do not allow any 
sales returns of custom-made guitars. Thus, all customers must pay in advance for these 
special orders. The entire sales amount is collected at the time a custom order is placed, 
and it is credited to an account entitled “Unearned Customer Deposits.” As of December 
31, $4,800 of these deposits remained unearned. Assume that the cost of goods sold and 
the reduction in inventory associated with all custom orders is recorded when the custom 
merchandise is delivered to customers. Thus, the adjusting entry requires only a decrease 
to unearned customer deposits and an increase to sales. 


. Accrued income taxes payable for the entire year ending December 31, 2011, total 


$81,000. No income tax payments are due until early in 2012. 


Instructions 


a. 


b. 


c. 


Prepare a bank reconciliation and make the necessary journal entries to update the 
accounting records of Guitar Universe as of December 31, 2011. 

Prepare the necessary adjusting entry to update the company’s marketable securities port- 
folio to its mark-to-market value. 

Prepare the adjusting entry at December 31, 2011, to report the company’s accounts 
receivable at their net realizable value. 

Prepare the entry to account for the guitars missing from the company’s inventory at the 
end of the year. 

Prepare the adjusting entry to account for the office supplies used during December. 
Prepare the adjusting entry to account for the expiration of the company’s insurance poli- 
cies during December. 

Prepare the adjusting entry to account for the depreciation of the company’s building and 
fixtures during December. 

Prepare the adjusting entry to report the portion of unearned customer deposits that were 
earned during December. 

Prepare the adjusting entry to account for income tax expense that accrued during December. 
On the basis of the adjustments made to the accounting records in parts a through i above, 
prepare the company’s adjusted trial balance at December 31, 2011. 

Using the adjusted trial balance prepared in part j above, prepare an annual income state- 
ment, statement of retained earnings, and a balance sheet dated December 31, 2011. 
Using the financial statements prepared in part k above, determine approximately how 
many days an account receivable remains outstanding before it is collected. You may 
assume that the company’s ending accounts receivable balance on December 31 is a close 
approximation of its average accounts receivable balance throughout the year. 

Using the financial statements prepared in part k, determine approximately how many 
days an item of merchandise remains in stock before it is sold. You may assume that the 
company’s ending merchandise inventory balance on December 31 is a close approxima- 
tion of its average merchandise inventory balance throughout the year. 

Using the financial statements prepared in part k, determine approximately how many 
days it takes to convert the company’s inventory into cash. Stated differently, what is the 
length of the company’s operating cycle? 

Comment briefly upon the company’s financial condition from the perspective of a 
short-term creditor. 


United Parcel Service of America, Inc. 


Plant and 
Intangible Assets 


Worldwide Services 
Synchronizing the world of commerce 


AFTER STUDYING THIS CHAPTER, YOU SHOULD BE ABLE TO: 


L01 


L02 


LO 


L04 


L05 


LOG 


LO7 


LO8 


Determine the cost of plant assets. 


Distinguish between capital expenditures and revenue expenditures. 


Compute depreciation by the straight-line and declining-balance methods. 


Account for depreciation using methods other than straight-line or declining-balance. 


Account for the disposal of plant assets. 


Explain the nature of intangible assets, including goodwill. 


Account for the depletion of natural resources. 


Explain the cash effects of transactions involving plant assets. 


What kind of plant and intangible assets would you expect United Parcel 
Service to have? Probably the first thing you would think of is vehicles, 
primarily trucks, because you are used to seeing UPS trucks on the streets 
and highways virtually every day. In addition, UPS has a very large investment 
in aircraft. In fact, property, plant, and equipment make up over 56 percent of 
UPS's total assets ($17,979 of $31,883 million), according to the company’s 
2009 consolidated balance sheet. Of the $17,979 million, aircraft is the 
largest single type of asset and another large category is vehicles. 

How do the amount of plant assets and percentage of plant assets to 
total assets for UPS compare with other companies? These amounts vary 
considerably from company to company as evidenced by the following 
examples: 

Intel—$17,225 million or 32 percent of total assets; Kimberly-Clark —$8,033 
million or 42 percent of total assets; Carnival Corporation—$29,870 or 
81 percent of total assets. 

Plant assets are important for a company such as United Parcel Service 
to be successful in its daily operations. The exact types and amount of plant 
assets used by a particular company depend on the nature of the company 
and its operations. Virtually all companies need some type of plant assets to 
operate efficiently and be successful. In addition, some companies require 
certain intangible assets to do business. Intangibles are rights and privileges 
that have been developed or acquired, such as trade names and patents; 
these may be as important to a business as its equipment, buildings, 


and land. 
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Learning Objective 


LO01 


Determine the cost of plant 
assets. 


Chapter 9 Plant and Intangible Assets 


In earlier chapters, we introduced the idea of plant assets and depreciation and stressed the 
importance of such assets to the successful functioning of businesses. In this chapter, we 
explore in greater depth the accounting issues surrounding plant assets and discuss intan- 
gible assets. Together, plant and intangible assets make up a significant part of corporate 
balance sheets because they represent major investments of resources. The future of many 
business enterprises depends on their investment in plant and intangible assets. 


PLANT ASSETS AS A “STREAM OF FUTURE SERVICES” 


Plant assets represent a bundle of future services and, thus, can be thought of as long- 
term prepaid expenses. Ownership of a delivery truck, for example, may provide about 
100,000 miles of transportation. The cost of the truck is entered in an asset account, which 
in essence represents the advance purchase of these transportation services. Similarly, a 
building represents the advance purchase of many years of housing services. As the years 
go by, these services are utilized by the business, and the cost of the plant asset gradu- 
ally is transferred to depreciation expense to reflect the cost of using the asset to generate 
revenue. 


MAJOR CATEGORIES OF PLANT ASSETS 


Plant and equipment items are often classified into the following groups: 


1. Tangible plant assets. The term tangible refers to an asset’s physical characteristics, as 
exemplified by land, a building, or a machine. This category may be further separated into 
two distinct classifications: 

a. Property subject to depreciation. Included are plant assets of limited useful life such as 
buildings and office equipment. 

b. Land. The only plant asset not subject to depreciation is land, which has an unlimited 
term of existence and whose usefulness does not decline over time. 


2. Intangible assets. The term intangible assets is used to describe assets that are used in the 
operation of the business but have no physical characteristics and are noncurrent. Examples 
include patents, copyrights, trademarks, franchises, and goodwill. Current assets such as 
accounts receivable or prepaid rent are not included in the intangible classification, even 
though they also are lacking in physical substance. 

3. Natural resources. A site acquired for the purpose of extracting or removing some valu- 
able resource such as oil, minerals, or timber is classified as a natural resource, not as 
land. This type of plant asset is gradually converted into inventory as the natural resource 
is extracted from the site. 


ACCOUNTABLE EVENTS IN THE LIVES OF PLANT ASSETS 


For all categories of plant assets, there are three primary accountable events: (1) acquisition, 
(2) allocation of the acquisition cost to expense over the asset’s useful life (depreciation), and 
(3) sale or disposal. 


Acquisitions of Plant Assets 


The cost of a plant asset includes all expenditures that are reasonable and necessary for get- 
ting the asset to the desired location and ready for use. Thus many incidental costs may be 
included in the cost assigned to a plant asset. These include, for example, sales taxes on the 
purchase price, delivery costs, and installation costs. 

Only reasonable and necessary costs should be included. Assume, for example, that a 
machine is dropped and damaged while it is being unloaded. The cost of repairing this dam- 
age should be recognized as an expense of the current period, not added to the cost of the 
machine. Although it is necessary to repair the machine, it was not necessary to drop it—and 
that’s what brought about the need for the repairs. 


Acquisitions of Plant Assets 


Companies often purchase plant assets on an installment plan or by issuing a note payable. 
Interest charges after the asset is ready for use are recorded as interest expense, not as part 
of the cost of the asset. But if a company constructs a plant asset for its own use, the interest 
charges during the construction period are viewed as part of the asset’s cost. 


DETERMINING COST: AN EXAMPLE 


The concept of including in the cost of a plant asset all of the incidental charges necessary to 
put the asset in use is illustrated by the following example. A factory in Mississippi orders a 
machine from a Colorado tool manufacturer at a list price of $10,000. Payment will be made 
in 48 monthly installments of $250, which include $2,000 in interest charges. Sales taxes of 
$600 must be paid, as well as freight charges of $1,350. Installation and other set-up costs 
amount to $500. The cost of this machine to be established in the Machinery account is com- 
puted as follows: 


ISHED RIGS ac, yeues vaeeyasutan cee cumin av arora asirR IS SGA TG Re he ScHL Eg ERS EER TE $10,000 
Salesitaxess fs vase ce Abel akin SG sass Sa en eae sisal ae ne eens santas 600 
Mransportationsehanges: yc.) eseswcieucteestsceret seta ces ise isemen eet eel steers eiceateariee sete aseeie 1,350 
Costiofinstallationjandiset-upmeeemcrnere eee eer rer rae en ere 500 

BTi tel shes sspe eetev ese cece cu sremen ne rae ee eh nyc ste earrte) eM tite et, eRe Re ea aor $12,450 


*The $2,000 in interest charges on the installment purchase will be recognized as interest expense over the next 48 months. 
(Accounting for installment notes payable is discussed in the next chapter.) 


SOME SPECIAL CONSIDERATIONS 


Land When land is purchased, various incidental costs are often incurred in addition to 
the purchase price. These additional costs may include commissions to real estate brokers, 
escrow fees, legal fees for examining and insuring the title, delinquent taxes paid by the pur- 
chaser, and fees for surveying, draining, clearing, and grading the property. All these expendi- 
tures become part of the cost of the land. 

Sometimes land purchased as a building site has on it an old building that is not suitable 
for the buyer’s use. In this case, the only useful asset being acquired is the land. Therefore, the 
entire purchase price is charged to the Land account, as well as the costs of tearing down and 
removing the unusable building. 


Land Improvements Improvements to real estate such as driveways, fences, park- 
ing lots, landscaping, and sprinkler systems have a limited life and are therefore subject to 
depreciation. For this reason, they should be recorded in a separate account entitled Land 
Improvements. 


Buildings Buildings are sometimes purchased with the intention of remodeling them 
prior to placing them in use. Costs incurred under these circumstances are charged to the 
Buildings account. After the building has been placed in use, however, ordinary repairs are 
considered to be maintenance expense when incurred. 


Equipme nt When equipment is purchased, all of the sales taxes, delivery costs, and 
costs of getting the equipment in good running order are treated as part of the cost of the asset. 
Once the equipment has been placed in operation, maintenance costs (including interest, 
insurance, and property taxes) are treated as expenses of the current period. 


Allocation of a Lump-Sum Purchase Several different types of plant assets may 
be purchased at one time. Separate control accounts are maintained for each type of plant 
asset, such as land, buildings, and equipment.! 


' Rach control account is supported by a subsidiary ledger providing information about the cost, annual 
depreciation, and book value of each asset (or group of similar assets). 


All reasonable and 
necessary costs are 


capitalized 
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Total cost is allocated in 


rs proportion to appraised 
values 


The journal entry allocating 
the total cost 


Learning Objective 
Distinguish between capital 
Lo2 expenditures and revenue 
expenditures. 
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When land and buildings (and perhaps other assets) are purchased for a lump sum, the 
purchase price must be allocated among the types of assets acquired. An appraisal may be 
needed for this purpose. Assume, for example, that Exercise-for-Health, Inc., purchases a 
complete fitness center from Golden Health Spas. Exercise-for-Health purchases the entire 
facility at a bargain price of $800,000. The allocation of this cost on the basis of an appraisal 
is illustrated as follows: 


Percentage Allocation 
Value per of Total of $800,000 
Appraisal Appraised Value Cost 

and 7s Ses RO ac eres iene MG $ 250,000 25% $200,000 
EanciimprovementSi ernst tren 50,000 i) 40,000 
Buildinggaseecscuisien scarcer peeenctaewrsnsaG 300,000 30 240,000 
Equipment .t:.3 seat vaaistas ee ncieniens 400,000 40 320,000 
MO tell Reeatae cael heus rer cea Su ames $1,000,000 100% $800,000 


Assuming that Exercise-for-Health purchased this facility for cash, the journal entry to 
record this acquisition would be: 


AMG ticncseee avers vasivevisueves nie ween Sas isevic Grane Soe vauis eines oereon agai 200,000 
Landi improvements: ccc ss. ssce dare cic n als clases wentasiaas sidan wicreee 40,000 
Buildingi sere Saas ee eerag coetetvns tcc veri ensanies vel cvies cre cues ope 240,000 
Equipments ss cstr a tacctnisumetens ucinonatna ex meneiomictacweit agiivn guttne ays 320,000 
(CaS I eens eats ever oit ui -oh ic tibarray arse bahse) ansyr mtrer ea chsh uet clas ap ee ale 800,000 


To record purchase of fitness center from Golden Health 
Spas for cash. 


You as the New Facility Manager 
for Exercise-for-Health 


YOUR TURN 


Assume you have been hired as manager of the new Golden Health Spas facil- 
ity that was recently purchased by Exercise-for-Health. One of your responsibilities 
as manager is to show that the facility is profitable. In fact, your contract specifies a 
bonus if the profits are at least 10 percent above the budgeted amount each year. In 
a recent conversation with the appraiser, it becomes clear to you that some of the 
items classified as land in the appraisal were really building improvements. No one 
at Exercise-for-Health is aware of this misclassification. As a result, the appraised 
value for the building asset account should be $350,000 instead of $300,000. 
When budgeted profits for the Golden Health Spas facility are computed each year, 
a charge for depreciation on the building is deducted from the profits. What impact does 
the improper appraisal have on your ability to achieve the bonus? What should you do? 


(See our comments on the Online Learning Center Web site.) 


CAPITAL EXPENDITURES AND REVENUE EXPENDITURES 


Expenditures for the purchase or expansion of plant assets are called capital expenditures 
and are recorded in asset accounts. Accountants often use the verb capitalize to mean charg- 
ing an expenditure to an asset account rather than to an expense account. Expenditures for 


Depreciation 


ordinary repairs, maintenance, fuel, and other items necessary to the ownership and use of 
plant and equipment are called revenue expenditures and are recorded in expense accounts. 
The charge to an expense account is based on the assumption that the benefits from the expen- 
diture will be used up in the current period, and therefore the cost should be deducted from the 
revenue of the period in determining the net income. Charging an expenditure directly to an 
expense account is often called “expensing” the item. 

A business may purchase many small items that will benefit several accounting periods 
but that have a relatively low cost. Examples of such items include auto batteries, wastebas- 
kets, and pencil sharpeners. Such items are theoretically capital expenditures, but if they are 
recorded as assets in the accounting records, it will be necessary to compute and record the 
related depreciation expense in future periods. We have previously mentioned the idea that the 
extra work involved in developing more precise accounting information should be weighed 
against the benefits that result. Thus, for reasons of convenience and economy, expenditures 
that are not material in dollar amount are treated in the accounting records as expenses of the 
current period. 

In brief, any material expenditure that will benefit several accounting periods is considered 
a capital expenditure. Any expenditure that will benefit only the current period or that is not 
material in amount is treated as a revenue expenditure. 

Many companies develop formal policies defining capital and revenue expenditures as a 
guide toward consistent accounting practice from year to year. These policy statements often 
set a minimum dollar amount (such as $500) for expenditures that are to be capitalized. 


We first introduced the concept of depreciation in Chapter 4. Now we expand that discussion 
to address such topics as residual values and alternative depreciation methods. 


ALLOCATING THE COST OF PLANT 
AND EQUIPMENT OVER THE YEARS OF USE 


Tangible plant assets, with the exception of land, are of use to a company for only a limited 
number of years. Depreciation, as the term is used in accounting, is the allocation of the cost 
of a tangible plant asset to expense in the periods in which services are received from the 
asset. The basic purpose of depreciation is to offset the revenue of an accounting period with 
the costs of the goods and services being consumed in the effort to generate that revenue. (See 
Exhibit 9-1.) 

Earlier in this chapter, we described a delivery truck as a stream of transportation services 
to be received over the years that the truck is owned and used. The cost of the truck initially 
is added to an asset account, because the purchase of these transportation services will ben- 
efit several future accounting periods. As these services are received, however, the cost of 
the truck gradually is removed from the balance sheet and becomes an expense, through the 
process of depreciation. 


Exhibit 9-1 THE DEPRECIATION PROCESS 


Balance Sheet 


as the services 
are received 


Purchase as assets 
cost purchased 


Depreciation: a process 
of allocating the cost of 


an asset to expense over 
the asset’s useful life 
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Compute depreciation by 
the straight-line and 
declining-balance methods. 
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The journal entry to record depreciation expense consists of a debit to Depreciation 
Expense and a credit to Accumulated Depreciation. The credit portion of the entry removes 
from the balance sheet that portion of the asset’s cost estimated to have been used up during 
the current period. The debit portion of the entry allocates this expired cost to expense. 

Separate Depreciation Expense and Accumulated Depreciation accounts are maintained 
for different types of depreciable assets, such as factory buildings, delivery equipment, and 
office equipment. These separate accounts help accountants to measure separately the costs of 
different business activities, such as manufacturing, sales, and administration. 


Depreciation Is Not a Process of Valuation Depreciation is a process of 
cost allocation, not a process of asset valuation. Accounting records do not attempt to show 
the current market values of plant assets. The market value of a building, for example, may 
increase during some accounting periods within the building’s useful life. The recognition 
of depreciation expense continues, however, without regard to such temporary increases 
in market value. Accountants recognize that the building will render useful services only 
for a limited number of years and that the full cost of the building should be systematically 
allocated to expense during these years. 

Depreciation differs from most other expenses in that it does not depend on cash payments 
at or near the time the expense is recorded. For this reason, depreciation often is called a “non- 
cash” expense. Bear in mind, however, that large cash payments usually are required at the 
time depreciable assets are purchased. 


Book Value Plant assets are shown in the balance sheet at their book values (or carrying 
values). The book value of a plant asset is its cost minus the related accumulated depre- 
ciation. Accumulated depreciation is a contra-asset account, representing that portion of the 
asset’s cost that has already been allocated to expense. Thus, book value represents the portion 
of the asset’s cost that remains to be allocated to expense in future periods. 


CAUSES OF DEPRECIATION 


The need to systematically allocate plant asset costs over multiple accounting periods arises 
from two major causes: (1) physical deterioration and (2) obsolescence. 


Physical Deterioration Physical deterioration of a plant asset results from use, 
as well as from exposure to sun, wind, and other climatic factors. When a plant asset has 
been carefully maintained, it is not uncommon for the owner to claim that the asset is 
as “good as new.” Such statements are not literally true. Although a good repair policy 
may lengthen the useful life of a machine, every machine eventually reaches the point at 
which it must be discarded. Making repairs does not eliminate the need for recognition of 
depreciation. 


Obsolescence The term obsolescence means the process of becoming out of date 
because improved, more efficient assets become available. An airplane, for example, may 
become obsolete even though it is in excellent physical condition; it becomes obsolete because 
better planes of superior design and performance become available. 


METHODS OF COMPUTING DEPRECIATION 


In Chapter 4, we computed depreciation only by the straight-line depreciation method. 
Companies actually may use several depreciation methods. Generally accepted accounting 
principles require only that a depreciation method result in a rational and systematic alloca- 
tion of cost over the asset’s useful life. The straight-line method is by far the most commonly 
used depreciation method for financial reporting purposes. 

The straight-line method allocates an equal portion of depreciation expense to each 
period of the asset’s useful life. Most of the other depreciation methods are various forms of 


Depreciation 


accelerated depreciation. The term accelerated depreciation means that larger amounts of 
depreciation are recognized in the early years of the asset’s life, and smaller amounts are 
recognized in the later years. Over the entire life of the asset, however, both the straight-line 
method and accelerated methods recognize the same total amount of depreciation. 

The differences between the straight-line method and accelerated methods are illustrated 
in Exhibit 9-2. 


STRAIGHT-LINE METHOD AN ACCELERATED METHOD 


Annual Annual 
depreciation depreciation 
expense expense 
1 2 3 4 5 1 2 3 4 5 


There are several accelerated methods, each producing slightly different results. Different 
depreciation methods may be used for different assets. The depreciation methods in use 
should be disclosed in notes accompanying the financial statements. 

In this section, we illustrate and explain straight-line depreciation and 
one variation of the most widely used accelerated method, which is called 
jixed-percentage-of-declining-balance, or simply the declining-balance 
method. Other depreciation methods are discussed briefly in the section that 
follows. 


Data for Our Illustrations Our illustrations of depreciation meth- 
ods are based on the following data: On January 2, S&G Wholesale Grocery 
acquires a new delivery truck. The data and estimates needed for the computa- 
tion of the annual depreciation expense are: 
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Exhibit 9-2 


STRAIGHT-LINE 
AND ACCELERATED 
DEPRECIATION METHODS 


Both methods recognize 
the same total depreciation 


© David Young Wolff/PhotoEdit 


LOYC\y iene arse cana seem stens wary eat pmy Arrant Prana am a mun sroy sir Dini hy Suneaon Meownte Dian te tet anya $17,000 
Estimatediresidtialivalieicge reciente eee nore $ 2,000 
Estimatediusetulbliter: foxy. ins evra eccy ae ee ern eens tomee enone ena 5 years 


THE STRAIGHT-LINE METHOD 


Under the straight-line method, an equal portion of the asset’s cost is recognized as deprecia- 
tion expense in each period of the asset’s useful life. Annual depreciation expense is com- 
puted by deducting the estimated residual value (or salvage value) from the cost of the asset 
and dividing the remaining depreciable cost by the years of estimated useful life. Using the 
data in our example, the annual straight-line depreciation is computed as follows: 


Cost — Residual Value _ $17,000 — $2,000 


Years of Useful Life ~ 5 years = 9,000 per year 


In Exhibit 9-3, the schedule summarizes the effects of straight-line depreciation over the 
entire life of the asset. 


Computing depreciation by 
the straight-line method 
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Exhibit 9-3 
STRAIGHT-LINE 
DEPRECIATION SCHEDULE 


Constant annual 
depreciation expense 
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Depreciation Schedule: Straight-Line Method 


Depreciation Accumulated Book 


Year Computation Expense Depreciation Value 

$17,000 
ilStepereetete reset errant $15,000 x % $ 3,000 $ 3,000 14,000 
ASY={c10) 110 heeeeei caecum eres ene 15,000 x % 3,000 6,000 11,000 
ALL 0 Merve cae anes oreecesteeeereee res 15,000 x % 3,000 9,000 8,000 
FOUN aeactansenenes se eee aa nee 15,000 x % 3,000 12,000 5,000 
AIM A cee cease mensrecrneomer reared 15,000 x % 3,000 15,000 2,000 

WOtallisertee terest mare ene: $15,000 


(We present several depreciation schedules in this chapter. In each schedule we highlight in 
red those features that we want to emphasize.) 

The term “book value” in Exhibit 9-3 is the amount of the depreciable cost of the asset 
that has not yet been recognized as depreciation expense at a point in time. For example, 
book value at the end of the third year after depreciation for that year has been recognized is 
$8,000, computed as follows: 


(GOST rare eee seen oe ees eee oe reee os eT one peau cs tei Set RES asEe: GIGS IR ease $17,000 
Accumulated depreciation at end of third year....................-2-0--05- (9,000) 
Book: Vall Ue tiers cacue soe tessyiess Ferree derseces ee Ors ese taa ee ec na eS eee $ 8,000 


Notice that the depreciation expense over the life of the truck totals $/5,000—the cost of 
the truck minus the estimated residual value. The residual value is not part of the cost “used 
up” in business operations. Instead, the residual value is expected to be recovered in cash 
upon disposal of the asset. 

In practice, residual values may be ignored if they are not expected to be material in 
amount. Office equipment, furniture, fixtures, and special-purpose equipment seldom are 
considered to have significant residual values. Assets such as vehicles, aircraft, and construc- 
tion equipment, in contrast, often do have residual values that are material in amount. 

It often is convenient to state the portion of an asset’s depreciable cost that will be written 
off during the year as a percentage, called the depreciation rate. When straight-line deprecia- 
tion is in use, the depreciation rate is simply / divided by the Jife (in years) of the asset. The 
delivery truck in our example has an estimated life of 5 years, so the depreciation expense 
each year is 5, or 20 percent, of the depreciable amount. Similarly, an asset with a 10-year 
life has a depreciation rate of Yio, or 10 percent; and an asset with an 8-year life, a deprecia- 
tion rate of ¥%, or 12% percent. 


Depreciation for Fractional Periods When an asset is acquired during an 
accounting period, it is not necessary to compute depreciation expense to the nearest day 
or week. In fact, such a computation would give a misleading impression of great precision. 
Since depreciation is based on an estimated useful life of many years, the depreciation appli- 
cable to any one year is only an approximation. 

One widely used method of computing depreciation for part of a year is to round the calcula- 
tion to the nearest whole month. In our example, S&G acquired the delivery truck on January 2. 
Therefore, we computed a full year’s depreciation for the year of acquisition. Assume, 
however, that the truck had been acquired later in the year on October J. Thus the truck 
would have been in use for only 3 months (or 72) of the first year. In this case, depreciation 
expense for the first year would be only $750, or “12 of a full year’s depreciation ($3,000 x 
V2 = $750). 


Depreciation 


Another widely used approach, called the half-year convention, is to record one-half 
year’s depreciation on all assets acquired during the year. This approach is based on the 
assumption that the actual purchase dates will average out to approximately midyear. The 
half-year convention is widely used for assets such as office equipment, automobiles, and 
machinery. To complete the depreciation process for an asset by the half-year convention, a 
one-half-year’s depreciation is also taken in the last year of the asset’s life. 

Assume that S&G Wholesale Grocery uses straight-line depreciation with the half-year 
convention. In Exhibit 9-4, we summarize depreciation on the $17,000 delivery truck with 
the 5-year life. 


Depreciation Schedule 
Straight-Line Method with Half-Year Convention 


Depreciation Accumulated Book 

Year Computation Expense Depreciation Value 
$17,000 

FirStecegecraree cues een: $15,000 x 1% x % $ 1,500 $ 1,500 15,500 
Secondige +. creates 15,000 x % 3,000 4,500 12,500 
Alnllcc Merenrer tetera core oer aie 15,000 x % 3,000 7,500 9,500 
OU Ta lee ceatnaccese esraemercooe e 15,000 x % 3,000 10,500 6,500 
ifthe eect nese peepee re 15,000 x % 3,000 13,500 3,500 
Sixth2ecesce care ora eae 15,000 x %5 x % 1,500 15,000 2,000 

Motale nee eee ae $15,000 


When the half-year convention is in use, we ignore the date on which the asset was actu- 
ally purchased. We simply recognize one-half year’s depreciation in both the first year and 
the last year of the depreciation schedule. Notice that our depreciation schedule now includes 
depreciation expense in the sixth year. Taking only a partial year’s depreciation in the first 
year always extends the recognition of depreciation into one additional year. 

The half-year convention enables us to treat similar assets acquired at different dates dur- 
ing the year as a single group. For example, assume that an insurance company purchases 
hundreds of desktop computers throughout the current year at a total cost of $600,000. The 
company depreciates these computers by the straight-line method, assuming a 5-year life and 
no residual value. Using the half-year convention, the depreciation expense on all of the com- 
puters purchased during the year may be computed as follows: $600,000 + 5 years X “2 = 
$60,000. If we did not use the half-year convention, depreciation would have to be computed 
separately for computers purchased in different months. 


THE DECLINING-BALANCE METHOD 


The most widely used accelerated depreciation method is called fixed-percentage-of- 
declining-balance depreciation. However, the method is used primarily in income tax 
returns, rather than financial statements.” 

Under the declining-balance method, an accelerated depreciation rate is computed as a 
specified percentage of the straight-line depreciation rate. Annual depreciation expense then 
is computed by applying this accelerated depreciation rate to the undepreciated cost (book 
value) of the asset. This computation may be summarized as follows: 


Depreciation _ Remaining es Accelerated 
Expense ~ Book Value ~ Depreciation Rate 


> In 1986, Congress adopted an accelerated method of depreciation called the Modified Accelerated Cost 
Recovery System (or MACRS). Companies may use straight-line depreciation for federal income tax purposes, 
but most prefer to use MACRS because of its favorable income tax consequences. MACRS is the only 
accelerated depreciation method that may be used in federal income tax returns. 
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Exhibit 9-4 
STRAIGHT-LINE 
DEPRECIATION SCHEDULE 
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Exhibit 9-5 
200% DECLINING- 


BALANCE DEPRECIATION 
SCHEDULE 
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The accelerated depreciation rate remains constant throughout the life of the asset. Hence, the 
rate represents the “fixed-percentage” described in the name of this depreciation method. 
The book value (cost minus accumulated depreciation) decreases every year and represents 
the “declining-balance.” 

Thus far, we have described the accelerated depreciation rate as a “specified percentage” 
of the straight-line rate. Most often, this specified percentage is 200 percent, meaning that 
the accelerated rate is exactly twice the straight-line rate. As a result, the declining-balance 
method of depreciation often is called double-declining-balance (or 200 percent declining- 
balance). Tax rules, however, often specify a lower percentage, such as 150 percent of the 
straight-line rate. This version of the declining-balance method may be described as “150 
percent declining-balance.”? 


Double-Declining-Balance To illustrate the double-declining-balance method, 
consider our example of the $17,000 delivery truck. The estimated useful life is 5 years; 
therefore, the straight-line depreciation rate is 20 percent (1 +5 years). Doubling this 
straight-line rate indicates an accelerated depreciation rate of 40 percent. Each year, we 
will recognize as depreciation expense 40 percent of the truck’s book value, as we show in 
Exhibit 9-5. 


Depreciation Schedule: 200% Declining-Balance Method 


Depreciation Accumulated Book 

Year Computation Expense Depreciation Value 
$17,000 

InSb ieaseieryen ee oor $17,000 x 40% $ 6,800 $ 6,800 10,200 
Second rasa eee 10,200 x 40% 4,080 10,880 6,120 
lols bee cereceaeee aceon a ce 6,120 x 40% 2,448 13,328 3,672 
Ours sey Sees 3,672 X 40% 1,469 14,797 2,203 
Al Uikcostaee mes acecegiecen scone 2,203 — $2,000 203 15,000 2,000 

Glotale te eer es $15,000 


As with the straight-line method illustrated earlier, the asset’s book value is computed 
by subtracting depreciation recognized to date from the asset’s cost. For example, from 
Exhibit 9-5, the book value of the asset at the end of the third year is computed as follows: 


GOST rar rc ae see aire ai eO ne SV Gaon Aire ve RA SRC AA Ser Sang ean eemtie eu nnie rrigtons $ 17,000 
Accumulated depreciation at end of third year..................0..--0.005. (13,328) 
BOOkéViall Weremarncewepe corer cee erat ter Rene eemre dee wens aCe oe ate ton nr ffir renee CR Apa Ae eure oor $ 3,672 


Recall that book value at the end of the third year by the straight-line method was $8,000. 
The difference between that figure and the $3,672 computed above is due to the more rapid 
depreciation recognized by the declining-balance method compared with the straight-line 
method. 

Notice that the estimated residual value of the delivery truck does not enter into the com- 
putation of depreciation expense until the end. This is because the declining-balance method 
provides an “automatic” residual value. As long as each year’s depreciation expense is equal 


3 The higher the specified percentage of the straight-line rate, the more accelerated this depreciation becomes. 
Experience and tradition have established 200 percent of the straight-line rate as the maximum level. For federal 
income tax purposes, MACRS (see footnote 2) is based upon a 200 percent declining-balance for some assets, 
and a 150 percent declining-balance for others. The 150 percent declining-balance slows down the rates at 
which taxpayers may depreciate specific types of assets in their income tax returns. 


Depreciation 


to only a portion of the undepreciated cost of the asset, the asset will never be entirely written 
off: However, if the asset has a significant residual value, depreciation should stop at this 
point. Since our delivery truck has an estimated residual value of $2,000, the depreciation 
expense for the fifth year is limited to $203, rather than the $881 indicated by taking 40 percent 
of the remaining book value (40% X $2,203 = $881). With the last year’s depreciation 
expense limited in this manner, the book value of the truck at the end of the fifth year is equal 
to its $2,000 estimated residual value. 

In Exhibit 9-5 we computed a full year’s depreciation in the first year because the asset 
was acquired on January 2. But if the half-year convention were in use, depreciation in the 
first year would be reduced by half, to $3,400. The depreciation in the second year would be 
($17,000 — $3,400) 40%, or $5,440. 


150 Percent Declining-Balance Now assume that we wanted to depreciate this 
truck using 150 percent of the straight-line rate. In this case, the depreciation rate will be 
30 percent, instead of 40 percent (a 20% straight-line rate X 150% = 30%). This deprecia- 
tion schedule is in Exhibit 9-6. 


Depreciation Schedule: 150% Declining-Balance Method 


Depreciation Accumulated Book 

Year Computation Expense Depreciation Value 
$17,000 

FenS tienes acpememete ere meen $17,000 x 30% $ 5,100 $ 5,100 11,900 
Second: sees. sa0e 11,900 x 30% 3,570 8,670 8,330 
Allie hineceene ren eecnsce & 8,330 x 30% 2,499 11,169 5,831 
FOuirthyarevren costes rane (6 /83ii 2000) a2 1,916* 13,085 3,915 
ifthe eye chs cose 3,915 — 2,000 eon 15,000 2,000 

MOtalleeerecc eee $15,000 


*Switched to the straight-line method for Years 4 and 5. 


Notice that we switched to straight-line depreciation in the last two years. The undepreci- 
ated cost of the truck at the end of Year 3 was $5,831. To depreciate the truck to an estimated 
residual value of $2,000 at the end of Year 5, $3,831 in depreciation expense must be recog- 
nized over the next two years. At this point, Jarger depreciation charges can be recognized if 
we simply allocate this $3,831 by the straight-line method, rather than continuing to compute 
30 percent of the remaining book value. (In our table, we round the allocation of this amount 
to the nearest dollar.) 

Allocating the remaining book value over the remaining life by the straight-line method 
does not represent a change in depreciation methods. Rather, a switch to straight-line when 
this will result in larger depreciation is part of the declining-balance method. This is the way 
in which we arrive at the desired residual value. 


WHICH DEPRECIATION METHODS 
DO MOST BUSINESSES USE? 


Many businesses use the straight-line method of depreciation in their financial statements 
and accelerated methods in their income tax returns. The reasons for these choices are easy 
to understand. 

Accelerated depreciation methods result in higher charges to depreciation expense early in 
the asset’s life and, therefore, lower reported net income than straight-line depreciation. Most 
publicly owned companies want to appear as profitable as possible—certainly as profitable 
as their competitors. Therefore, the majority of publicly owned companies use straight-line 
depreciation in their financial statements. 
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For income tax purposes, it’s a different story. Management wants to report the lowest pos- 
sible taxable income in the company’s income tax returns. Accelerated depreciation methods 
can substantially reduce both taxable income and tax payments for a period of years.* 

Accounting principles and income tax laws both permit companies to use different depre- 
ciation methods in their financial statements and their income tax returns. Therefore, many 
companies use straight-line depreciation in their financial statements and accelerated methods 
(variations of the declining-balance method) in their income tax returns. 


The Differences in Depreciation Methods: Are They “Real”? Using the 
straight-line depreciation method will cause a company to report higher profits than would be 
reported if an accelerated method were in use in the early years of the asset’s life. But is the 
company better off than if it had used an accelerated method? The answer is no! Depreciation— 
no matter how it is computed—is only an estimate. The amount of this estimate has no effect on 
the actual financial strength of the business. Thus, a business that uses an accelerated deprecia- 
tion method in its financial statements is simply measuring its net income more conservatively 
than a business that uses straight-line. However, the benefits of using an accelerated method for 
income tax purposes are real because the amount of depreciation claimed affects the amount of 
taxes owed. Lower income taxes translate directly into increased cash availability in the early 
years of the asset’s life. 

In the preceding chapter, we made the point that if a company wants to use LIFO in its 
income tax return, it must use LIFO in its financial statements. No similar requirement exists 
for depreciation methods. A company may use an accelerated method in its income tax returns 
and the straight-line method in its financial statements—and most companies do. 


FINANCIAL STATEMENT DISCLOSURES 


A company must disclose in notes to its financial statements the methods used to depreciate 
plant assets. This disclosure is located in a note describing various accounting policies and 
methods used in preparing the financial statements. Readers of the statements should recognize 
that accelerated depreciation methods transfer the costs of plant assets to expense more quickly 
than the straight-line method. Thus, accelerated methods result in more conservative (lower) 
balance sheet amounts of plant assets and measurements of net income in the early years of an 
asset’s life. These differences eventually reverse as assets more later into their life cycle. 


Estimates of Useful Life and Residual Value Estimating the useful lives and 
residual values of plant assets is the responsibility of management. These estimates usually are 
based on the company’s past experience with similar assets, but they also reflect the company’s 
current circumstances and management’s future plans. The estimated lives of similar assets 
may vary from one company to another. 

The estimated lives of plant assets affect the amount of net income reported each period. 
The longer the estimated useful life, the smaller the amount of cost transferred each period 
to depreciation expense and the larger the amount of reported net income. Bear in mind, 
however, that all large corporations are audited annually by a firm of independent public 
accountants. One of the responsibilities of these auditors is to determine that management’s 
estimates of the useful lives of plant assets are reasonable under the circumstances. 

Automobiles typically are depreciated over relatively short estimated lives—say, from 3 to 
5 years. Other types of equipment are generally depreciated over a period of 5 to 15 years. 
Buildings are depreciated over much longer lives—perhaps 30 to 50 years for a new building 
and 15 years or more for a building acquired used. 


The Principle of Consistency The consistent application of accounting methods 
is a fundamental concept underlying generally accepted accounting principles. With respect 
to depreciation methods, this means that a company does not change from year to year 
the method used in computing the depreciation expense for a given plant asset. However, 


4 For a growing business, the use of accelerated depreciation in income tax returns may reduce taxable income 
every year. This is because a growing business may always have more assets in the early years 
of its recovery periods than in the later years. 


Other Depreciation Methods 


management may use different methods in computing depreciation for different assets. Also, 
as we have stressed repeatedly, a company may—and often must—use different depreciation 
methods in its financial statements and income tax returns. 


Revision of Estimated Useful Lives What should be done if, after a few years of 
using a plant asset, management decides that the asset actually is going to last for a longer or shorter 
period than was originally estimated? When this situation arises, a revised estimate of useful 
life should be made and the periodic depreciation expense decreased or increased accordingly. 

The procedure for changing the depreciation schedule is to spread the remaining undepre- 
ciated cost of the asset over the years of remaining useful life. This change affects only the 
amount of depreciation expense that will be recorded in the current and future periods. The 
financial statements of past periods are not revised to reflect changes in the estimated useful 
lives of depreciable assets. 

To illustrate, assume that a company acquires a $10,000 asset estimated to have a 5-year 
useful life and no residual value. Under the straight-line method, the annual depreciation 
expense is $2,000. At the end of the third year, accumulated depreciation is $6,000, and the 
asset has an undepreciated cost (or book value) of $4,000. 

At the beginning of the fourth year, management decides that the asset will last for 5 more 
years. The revised estimate of useful life is, therefore, a total of 8 years. The depreciation 
expense to be recognized for the fourth year and for each of the remaining years is $800, 
computed as follows: 


Undepreciated cost at end of third year ($10,000 — $6,000) .................-. $4,000 
Revised estimate of remaining years of useful life ........................-.-- 5 years 
Revised amount of annual depreciation expense ($4,000 + 5) .............-... $ 800 


THE IMPAIRMENT OF PLANT ASSETS 


Sometimes, it becomes apparent that a company cannot reasonably expect to recover the car- 
rying amount of certain plant assets, either through use or through sale. For example, a com- 
puter manufacturer may have paid a high price to acquire specialized production equipment. 
If new technology renders the equipment obsolete, however, it may become apparent that it is 
worth less than the amount at which the equipment is carried in the accounting records. 

If the carrying amount of an asset cannot be recovered through future use or sale, the asset 
should be written down to its fair value. The offsetting debit is to an impairment loss account. 


CASE IN POINT 


The 2009 annual report of JCPenney indicates that the company evaluates long-lived 
assets, such as store property and equipment and other corporate assets, for impairment 
whenever events or changes in circumstances indicate that the carrying amount of those 
assets may not be recoverable. Factors that may trigger an impairment review include sig- 
nificant underperformance relative to historical or projected operating results, significant 
changes in the manner of use of the assets, and changes in the company’s overall busi- 
ness strategies. The amount of the impairment loss represents the excess of the carrying 
value (i.e., book value) of the asset over its fair value. 


Other Depreciation Methods 


Most companies that prepare financial statements in conformity with generally accepted 
accounting principles use the straight-line method of depreciation. However, any rational and 
systematic method is acceptable, as long as costs are allocated to expense in a reasonable 
manner. Several such methods are discussed here. 
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Learning Objective 


Account for depreciation 
using methods other than 
straight-line or declining- 
balance. 
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THE UNITS-OF-OUTPUT METHOD 


Under the units-of-output method, depreciation is based on some measure of output rather 
than on the passage of time. When depreciation is based on units of output, more depreciation 
is recognized in the periods in which the assets are most heavily used. 

To illustrate this method, consider S&G’s delivery truck, which cost $17,000 and has an 
estimated salvage value of $2,000. Assume that S&G plans to retire this truck after it has been 
driven 100,000 miles. The depreciation rate per mile of operation is 15 cents, computed as 
follows: 


Cost — Residual Value = Cost per 
Estimated Units of Output (Miles) | Unit of Output (Mile) 
$17,000 — $2,000 
100,000 miles 


At the end of each year, the amount of depreciation to be recorded is determined by mul- 
tiplying the 15-cent rate by the number of miles the truck has been driven during the year. 
After the truck has gone 100,000 miles, it is fully depreciated, and the depreciation process 
is stopped. 

This method provides an excellent matching of expense with revenue. However, the 
method should be used only when the total units of output can be estimated with reason- 
able accuracy. Also, this method is used only for assets such as vehicles and certain types of 
machinery. Assets such as buildings, computers, and furniture do not have well-defined “units 
of output” and ordinarily do not use this method. 

In many cases, units-of-output is an accelerated method. Often assets are used more exten- 
sively in the earlier years of their useful lives than in the later years. 


MACRS 


Most businesses use a depreciation method called MACRS (Modified Accelerated Cost 
Recovery System) in their federal income tax returns. Some small businesses also use this 
method in their financial statements, so they do not have to compute depreciation in several 
different ways. MACRS is based on the declining-balance method, but should be considered 
for use in financial statements only if the designated “recovery periods” and the assump- 
tion of no salvage value are reasonable. For publicly traded companies, the use of MACRS 
in financial statements is usually not considered to be in conformity with generally accepted 
accounting principles. 


SUM-OF-THE-YEARS’ DIGITS 


Sum-of-the-years’ digits, or SYD, is a form of accelerated depreciation. It generally pro- 
duces results that lie between the double-declining-balance and 150 percent-declining- 
balance methods. 

SYD is a traditional topic that is included in many accounting textbooks. But it is the 
most complex of the accelerated methods—especially when partial years are involved. SYD 
is rarely used in today’s business world. Because of its complexity, it is even less frequently 
used in small businesses. SYD is seldom used for income tax purposes, because tax laws usu- 
ally define allowable depreciation rates in terms of the declining-balance method. For these 
reasons, we defer coverage of the mechanics of this method to later accounting courses. 


DECELERATED DEPRECIATION METHODS 


Depreciation methods exist that recognize /ess depreciation expense in the early years of an 
asset’s useful life and more in the later years. Such methods may achieve a reasonable match- 
ing of depreciation expense and revenue when the plant asset is expected to become increas- 
ingly productive over time. Utility companies, for example, may use these methods for new 
power plants that will be more fully utilized as the population of the area increases. 

These depreciation methods are rarely used; thus we defer coverage to later accounting 
courses. 


= $0.15 Depreciation per Mile 


Disposal of Plant and Equipment 


DEPRECIATION METHODS IN USE: A SURVEY 


Every year the American Institute of Certified Public Accountants (AICPA) conducts a sur- 
vey of 600 publicly owned companies to determine the accounting methods most widely used 
in financial statements. The number of methods in use exceeds 600 because some companies 
use different depreciation methods for different types of assets. 

For many consecutive years, the straight-line method has consistently been by far the most 
widely used method of depreciation in financial statements. In fact, in most years the straight- 
line method accounts for approximately 90 percent of the depreciation methods used by these 
600 companies. Other methods covered in this chapter—aunits-of-output and various accelerated 
methods—are used relatively infrequently. 

Bear in mind this survey indicates only the depreciation methods used in financial state- 
ments. In income tax returns, most companies use accelerated depreciation methods such as 
MACRS. 


Disposal of Plant and Equipment 


When depreciable assets are disposed of at any date other than the end of the year, an entry 
should be made to record depreciation for the fraction of the year ending with the date of 
disposal. If the half-year convention is in use, six months’ depreciation should be recorded on 
all assets disposed of during the year. In the following illustrations of the disposal of items of 
plant and equipment, it is assumed that any necessary entries for fractional-period deprecia- 
tion already have been recorded. 

As units of plant and equipment wear out or become obsolete, they must be scrapped, sold, 
or traded in on new equipment. Upon the disposal or retirement of a depreciable asset, the 
cost of the property is removed from the asset account, and the accumulated depreciation is 
removed from the related contra-asset account. Assume, for example, that office equipment 
purchased 10 years ago at a cost of $20,000 has been fully depreciated and is no longer useful. 
The entry to record the scrapping of the worthless equipment is as follows: 


Accumulated Depreciation: Office Equipment .....................-. 20,000 
OMIGEIE QUIPIMEN tHe ee cite, cyeensuyisnetecaeierie suse oe agra researc enue ees 20,000 
To remove from the accounts the cost and the accumulated 


depreciation on fully depreciated office equipment now being 
scrapped. No salvage value. 


Once an asset has been fully depreciated, no more depreciation should be recorded on it, 
even though the property may be in good condition and still in use. The objective of deprecia- 
tion is to spread the cost of an asset over the periods of its usefulness; in no case can depre- 
ciation expense be greater than the cost of the asset. When a fully depreciated asset remains 
in use beyond the original estimate of useful life, the asset account and the Accumulated 
Depreciation account should remain in the accounting records without further entries until the 
asset is retired. 


GAINS AND LOSSES ON THE DISPOSAL 
OF PLANT AND EQUIPMENT 


Since the residual values and useful lives of plant assets are only estimates, it is not uncom- 
mon for a plant asset to be disposed of at an amount that differs from its book value at the 
date of disposal. When plant assets are sold, any gain or loss on the disposal is computed by 
comparing the book value with the amount received from the sale. A sales price in excess of 
the book value produces a gain; a sales price below the book value produces a loss. These 
gains or losses, if material in amount, should be shown separately in the income statement 
following the computation of income from operations, usually in a section titled “other 
income.” 


Straight-line is clearly the 
method most widely used 
in financial statements 
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Account for the disposal 
of plant assets. 


Scrapping a fully 
depreciated asset 
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Disposal at a Price above Book Value Assume that a machine costing $10,000 
had accumulated depreciation of $8,000 and a book value of $2,000 at the time it was sold for 
$3,000 cash. The journal entry to record this disposal is as follows: 


CaS eet ee ee rect eee aw Gee are eh eS Cmene Weurare aa en ares 3,000 

Accumulated Depreciation: Machinery ..............-...-000-e eee 8,000 
Machime ny ae recesass ccasccu-ccencuntesteus son civae eaenmverarnicoe wer ni ccvecnnaensacedete tes 10,000 
Gainion:Disposal/of)PlantAssets\ so... osc. s4.a22se cee euesea une 1,000 


To record sale of machinery at a price above book value. 


In this situation, the gain on the disposal is calculated as follows: 


COLON) saree ae enee ne NEN e Cen CEE CRM RT AE TSAO ae OER aN ane eT rere CRS $10,000 
Accumulated depreciation at time of disposal ...............000ec eee eee eee (8,000) 
Bookevaluictatstimerondisposalliemuawy rains tstete ieee peer eee eree een es $ 2,000 
GaSIECEIVE Geir i ere neta: ee gerne orn ere rie iene cae ne nese nner Heenan sete beara ee 3,000 
Gainkonidisposalllenecwecewcaeee cen heute encase aes heuer sce Reiter eek ee $ 1,000 


Disposal at a Price below Book Value Now assume instead that the same 
machine is sold for $500. The journal entry in this case would be as follows: 


ASTM ee eet ere scot eat to an eect ete metre gta ea i RNY AaB Ct oo eR 500 

Accumulated Depreciation: Machinery............-...--+--++0+ee-e 8,000 

Lossion(Disposalioh PlantvAssets. ac cna cra ea cow Aeneas amen ce enernre tee 4 1,500 
Mahim ryaever-nsicts.cucustetc. te tens tones note ye ted oes bc Eas bowen eta che tasee elenenen nao 10,000 


To record sale of machinery at a price below book value. 


In this situation, the loss on the disposal is calculated as follows: 


COSEE ete rete etcetera gna nN TN ier ery Ua eE Nate tte Cen eoe he ee Ce aCe $10,000 
Accumulated depreciation at time of disposal ...............00020 eee ee eee (8,000) 
Book valuetattime:onidisposalie sacs wae ccs een ern tere een are teen tes $ 2,000 
WASHMECEIVER eae tevencysyeees tices ne cnet iae ev maken ceie re casisucciie astisaisdic eeu ven seid = pies lolonre ce Susvehsaniy 500 
EOSSiOniGiSPOSallaee sek rst area eae seg eso erate eee ov meat eens vee eae $ 1,500 


The disposal of a depreciable asset at a price equal to book value results in neither a gain 
nor a loss. The entry for such a transaction consists of a debit to Cash for the amount received, 
a debit to Accumulated Depreciation for the balance accumulated, and a credit to the asset 
account for the original cost. 


TRADING IN USED ASSETS FOR NEW ONES 


Certain types of depreciable assets, such as automobiles and trucks, sometimes are traded in 
for new assets of the same kind. In most instances, a trade-in is viewed as both a sale of the 
old asset and a purchase of a new one. Transactions of this type are usually considered to 
have “commercial substance,” and give rise to the recognition of a gain or loss. 

To illustrate, assume that Rancho Landscape has an old pickup truck that originally cost 
$10,000 but that now has a book value (and tax basis) of $2,000. Rancho trades in this 
old truck for a new one with a fair market value of $25,000. The truck dealership grants 
Rancho a trade-in allowance of $3,500 for the old truck, and Rancho pays the remaining 
$21,500 cost of the new truck in cash. Rancho Landscape should record this transaction 
as follows: 


Intangible Assets 


Vehicles (mew truck) ia esata ete eter teee Gomi nba ac veraractn twats aye kaaes 25,000 

Accumulated Depreciation: Trucks (old truck) ..................-.... 8,000 
Vehicless(oldlthuck) ies es var.cc. eerscan erento atatceeresee tent eerie net sees 10,000 
(OTe oe setae cote ka oc ree orl poe IEE AA atta ako a eee ec Bid Ane Seen ie 21,500 
Gainion!DisposaliofiRlantASSetsiarrmrrrerieto trent mene eieye nal: 1,500 


Traded in old truck for a new one costing $15,000. Received $3,500 
trade-in allowance on the old truck, which had a book value of $2,000. 


Notice that Rancho treats the $3,500 trade-in allowance granted by the truck dealership as 
the sales price of the old truck. Thus Rancho recognizes a $1,500 gain on the disposal (trade-in) 
of this asset ($3,500 trade-in allowance — $2,000 book value = $1,500 gain). 

For financial reporting purposes, gains and losses on routine trade-ins are recorded in 
the accounting records whenever the transaction also involves the payment of a significant 
amount of cash (or the creation of debt). Income tax rules do not permit recognition of gains 
or losses on exchanges of assets that are used for similar purposes. Thus, the $1,500 gain 
recorded in our example is not regarded as taxable income.° 


INTERNATIONAL FINANCIAL REPORTING STANDARDS 


In discussing plant assets and depreciation, we have emphasized the use of historical cost and 
that depreciation is a process of allocating or spreading that cost over the useful life of the 
asset. Under U.S. generally accepted accounting principles, this emphasis on cost and depre- 
ciation is due primarily to the importance of including as an expense a portion of the cost of 
the plant assets which contributed to the earning of a company’s income. Cost reduced by 
accumulated depreciation is the amount shown in the statement of financial position (balance 
sheet) and generally does not reflect the current value of the asset other than situations where 
an impairment in value is recorded as described earlier. 

Under international accounting standards, companies have an option to follow a revalua- 
tion process rather than continuing to use historical cost throughout the asset’s useful life. 
This revaluation alternative requires that an asset’s fair value can be reliably measured and it 
must be applied to an entire class of plant assets. Revaluation is not required every financial 
reporting period, but must be frequent enough to ensure that the carrying amount of the asset 
(i.e., its revalued amount less accumulated depreciation) does not differ materially from what 
it would be if determined by fair value at the end of the financial reporting period. 

If an asset’s carrying amount is increased as a result of a revaluation, the increase is 
recorded in other comprehensive income and accumulated equity. This subject is covered in 
greater depth in Chapter 12 of this textbook. 


Intangible Assets 


CHARACTERISTICS 


As the word intangible suggests, assets in this classification have no physical characteristics. 
Common examples are patents, trademarks, and goodwill. Intangible assets are classified in 
the balance sheet as a subgroup of plant assets. However, not all assets that lack physical sub- 
stance are regarded as intangible assets. An account receivable, for example, has no physical 
attributes but is classified as a current asset and is not regarded as an intangible. In brief, 
intangible assets are assets that are used in the operation of the business but that have no 
physical substance and are noncurrent. 

The basis of valuation for intangible assets is cost. In some companies, however, certain 
intangible assets such as trademarks may be of great importance but may have been acquired 
without incurring any significant cost. These intangible assets appear in the balance sheet at 
their cost, regardless of their value to the company. Intangible assets are listed only if significant 
costs are incurred in their acquisition or development. If these costs are insignificant, they are 
treated as revenue expenditures (ordinary expenses). 


> Had the trade-in allowance been less than book value, the resulting loss would not be deductible in the 
determination of taxable income. 


Entry to record a typical 
trade-in 
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Explain the nature 
of intangible assets, 
including goodwill. 
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OPERATING EXPENSES VERSUS INTANGIBLE ASSETS 


For an expenditure to qualify as an intangible asset, there must be reasonable evidence of 
future benefits. Many expenditures offer some prospects of yielding benefits in subsequent 
years, but the existence and life span of these benefits are so uncertain that most companies 
treat these expenditures as operating expenses. Examples are the expenditures required to reor- 
ganize a business and the expense of training employees to work with new types of machin- 
ery or office equipment. There is little doubt that some benefits from these outlays continue 
beyond the current period, but because of the uncertain duration of the benefits, it is almost 
universal practice to treat expenditures of this nature as an expense of the current period. 


AMORTIZATION 


The term amortization describes the systematic write-off to expense of the cost of an intan- 
gible asset over its useful life. Amortization of an intangible asset is essentially the same as 
depreciation for a tangible asset. The usual accounting entry for amortization consists of a 
debit to Amortization Expense and a credit to the intangible asset account. There is no theo- 
retical objection to crediting an accumulated amortization account rather than the intangible 
asset account, but this method is seldom encountered in practice. 

Although it is difficult to estimate the useful life of an intangible such as a trademark, it is 
probable that such an asset will not contribute to future earnings on a permanent basis. The 
cost of the intangible asset should, therefore, be deducted from revenue during the years in 
which it may be expected to aid in producing revenue. The straight-line method normally is 
used for amortizing intangible assets. 


GOODWILL 


The intangible asset goodwill is often found in corporate balance sheets. While this word has 
a variety of meanings in our general vocabulary, it has a specific and specialized meaning in 
financial reporting. Goodwill represents an amount that a company has paid to acquire certain 
favorable intangible attributes as part of an acquisition of another company. For example, 
assume a company purchases another company that has a favorable reputation for high-quality 
customer service. The purchasing company might be willing to pay a price to acquire this 
favorable attribute because of the positive impact this customer service is expected to have 
on future profitability. Even though an intangible asset such as a favorable reputation for cus- 
tomer service lacks the physical qualities of land, buildings, and equipment, such service may 
be just as important for the future success of a company. 

Goodwill is a general term that encompasses a wide variety of favorable attributes expected 
to permit the acquiring company to operate at a greater-than-normal level of profitability. 
Positive attributes often included in goodwill are: 


¢ Favorable reputation. 

¢ Positive market share. 

¢ Positive advertising image. 

e Reputation for high quality and loyal employees. 
e Superior management. 

e Manufacturing and other operating efficiency. 


All of these attributes can be expected to contribute to positive future cash flows of the acquir- 
ing company. The present value of future cash flows is the amount that a knowledgeable 
investor would pay today for the right to receive those future cash flows. (The present value 
concept is discussed further in later chapters and in Appendix B.) 

Goodwill is sometimes described and measured as the price paid to receive an above-normal 
return on the purchase of another company’s net identifiable assets. This requires that we 
explain the phrase normal return on the net identifiable assets. Net assets refers to assets 
minus liabilities, or owners’ equity. Goodwill is not a separately identifiable asset, however, 
and the existence of goodwill is implied by the ability of a business to earn an above-average 
return. The term, net identifiable assets, is used to mean all assets except goodwill, minus 
liabilities. 


Intangible Assets 


A normal return on net identifiable assets is the rate of return that investors demand in 
a particular industry to justify their buying a business at the fair value of its net identifiable 
assets. A business has goodwill when investors will pay a higher price because the business 
earns more than the normal rate of return. 

Assume that two similar restaurants are offered for sale and that the normal return on the 
fair market value of the net identifiable assets of restaurants of this type is 15 percent a year. 
The relative earning power of the two restaurants during the past five years is as follows: 


Mandarin Golden 
Coast Dragon 
Fair market value of net identifiable assets .................. $1,000,000 $1,000,000 
Normal rate of return on net assets ..............-...------ 15% 15% 
Normal earnings, computed as 15% of net identifiable assets ... 150,000 150,000 
Average actual net income for past five years................ $ 150,000 $ 200,000 
Earmingsiimexcess Of nonmalls sce aeancsacws oo eee nee ene: $ -0O- $ 50,000 


An investor presumably would be willing to pay $1,000,000 to buy Mandarin Coast, 
because this restaurant earns the normal 15 percent return that justifies the fair market value 
of its net identifiable assets. Although Golden Dragon has the same amount of net identifiable 
assets, an investor should be willing to pay more for Golden Dragon than for Mandarin Coast, 
because Golden Dragon has a record of superior earnings. The extra amount that a buyer pays 
to purchase Golden Dragon represents the value of this business’s goodwill. 


Estimatin g Goodwill How much will an investor pay for goodwill? Above-average 
earnings in past years are of significance to prospective purchasers only if they believe that 
these earnings will continue after they acquire the business. Investors’ appraisals of goodwill, 
therefore, will vary with their estimates of the future earning power of the business. Few busi- 
nesses, however, are able to maintain above-average earnings indefinitely. Consequently, the 
purchaser of a business will usually limit any amount paid for goodwill to not more than four 
or five times the amount by which annual earnings exceed normal earnings. 

Estimating an amount for goodwill in the purchase of a business is a difficult and specula- 
tive process. In attempting to make such an estimate, you are essentially trying to look into 
the future and predict the extent to which purchasing another business will add so much value 
to your current business that you are willing to pay a price greater than the value of the iden- 
tifiable net assets of the business you are acquiring. For example, in the previous example, 
how much more than $1,000,000 would you be willing to pay for Golden Dragon in compari- 
son with Mandarin Coast? History indicates that Golden Dragon is more profitable, and thus 
worth more, than Mandarin Coast, but whether that extra profitability will continue in the 
future requires considerable judgment. 

Several methods exist for placing a monetary value on the amount of goodwill in the pur- 
chase of a business. A widely used method that is consistent with the description of goodwill 
is to value the business as a whole and then subtract the current value of the net identifiable 
assets to estimate the amount of goodwill. For example, assume that successful restaurants 
sell at about 6% times annual earnings.® This suggests that Golden Dragon is worth about 
$1,300,000, which is the company’s $200,000 average net income times 6.5. Because the 
company’s net identifiable assets have a fair value of only $1,000,000, a reasonable estimate 
of the positive attributes of Golden Dragon, such as positive reputation or market share, is 
$300,000, determined as follows: 


Estimated value of the business as a whole ($200,000 x 6.5) ............ $1,300,000 
Fair market value of net identifiable assets..............-.20--00-5. 1,000,000 
=Riilitewsro| Wel WieNoiioforooMlllanaasaananneneuanaenapnsoanmumane saa $ 300,000 


® Investments in small businesses involve more risk and less liquidity than investments in publicly owned com- 
panies. For these reasons, the price-earnings ratios of small businesses tend to be substantially lower than those 
of publicly owned corporations. 


Which business is worth 
more? 
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If a buyer of Golden Dragon pays $1,300,000 to purchase the business, $300,000 of good- 
will would be recorded. On the other hand, if the buyer is able to purchase Golden Dragon 
for less than $1,300,000, say, $1,250,000, only $250,000 of goodwill would be recorded 
($1,250,000 — $1,000,000 = $250,000), even though the estimated value of goodwill is more 
than the amount paid. 


Recording Goodwill in the Accounts Because of the difficulties in objectively 
estimating the value of goodwill, this asset is recorded only when it is purchased. Goodwill 
is purchased when one company buys another. The purchaser records the identifiable assets it 
has purchased at their fair values and then establishes any additional amount paid to an asset 
account entitled Goodwill. 

Many businesses never purchase goodwill but develop goodwill attributes like good cus- 
tomer relations, superior management, or other factors that result in above-average earnings. 
Because there is no objective way of determining the value of these qualities unless the busi- 
ness is sold, internally generated goodwill is not recorded in the accounting records. The 
absence of internally generated goodwill is one of the principal reasons why a balance sheet 
does not indicate a company’s current market value. 

For many years, generally accepted accounting principles required that purchased good- 
will be amortized over a period not exceeding 40 years. Goodwill is no longer required to be 
amortized, but is now subject to assessment for impairment in value, similar to that for plant 
assets as explained earlier in this chapter. When the recorded amount of goodwill is no longer 
recoverable, an impairment loss must be recorded by reducing the asset amount and including 
a loss in the income statement of the same accounting period. 


INTERNATIONAL Gai, 


Goodwill was identified as a topic for harmonization efforts when the FASB and the 
International Accounting Standards Board (IASB) agreed to work toward convergence 
of reporting requirements in 2002, an effort that continues today and will undoubt- 
edly continue for years to come. U.S. GAAP requires capitalization of goodwill but 
no amortization. Instead, goodwill is reviewed annually and its value is adjusted if 
subject to impairment. Until March 2004, international standards required goodwill 
to be capitalized and amortized over its estimated useful life (20 years or less). In 
2004, the IASB changed international standards for goodwill to be consistent with 
the U.S. GAAP approach by requiring an impairment test rather than amortization 
for goodwill. 


PATENTS 


A patent is an exclusive right granted by the federal government for manufacture, use, and 
sale of a particular product. The purpose of this exclusive grant is to encourage the inven- 
tion of new products and processes. When a company acquires a patent by purchase from 
the inventor or other holder, the purchase price is recorded in an intangible asset account 
Patents. 

Patents are granted for 20 years, and the period of amortization should not exceed that 
period. However, if the patent is likely to lose its usefulness in less than 20 years, amortization 
should be based on the shorter estimated useful life. Assume that a patent is purchased from 
the inventor at a cost of $100,000 after five years of the legal life have expired. The remaining 
legal life is, therefore, 15 years. But if the estimated useful life is only four years, amortization 
should be based on this shorter period. The entry to record the annual amortization expense 
would be: 
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Amontization|Expense: Patents) Sa o42e 142 acme eae een eee 25,000 Entry for amortization of 
rel (2 a] Kieren gree ir coer on eae te hininy eee Re ce noeacrem ee elite MORES ot coches ee cee 25,000 patent ‘4 
To amortize cost of patent on a straight-line basis over an estimated 
useful life of 4 years. 


TRADEMARKS AND TRADE NAMES 


Coca-Cola’s famous name, usually printed in a distinctive typeface, is a classic example of a 
trademark known around the world. A trademark is a name, symbol, or design that identifies a 
product or group of products. A permanent exclusive right to use a trademark, brand name, or 
commercial symbol may be obtained by registering it with the federal government. 

The costs of developing a trademark or brand name often consist of advertising cam- 
paigns, which should be treated as expenses when incurred. If a trademark or brand name is 
purchased, however, the cost may be substantial. Such cost should be capitalized and amor- 
tized to expense over the time period the trademark or brand name is expected to be used. If 
the use of the trademark is discontinued or its contribution to earnings becomes doubtful, any 
unamortized cost should be written off immediately. 


FRANCHISES 


A franchise is a right granted by a company or a governmental unit to con- 
duct a certain type of business in a specific geographical area. An example 
of a franchise is the right to operate a McDonald’s restaurant in a specific 
geographic region. The cost of franchises varies greatly and often is quite sub- 
stantial. When the cost of a franchise is small, it may be charged immediately 
to expense or amortized over a short period such as five years. When the cost 
is material, amortization is based on the life of the franchise (if defined by the 
franchise agreement); the amortization period, however, should not exceed the 
period the franchise is expected to generate revenue. 


COPYRIGHTS 


A copyright is an exclusive right granted by the federal government to protect 
the production and sale of literary or artistic materials for the life of the creator 
plus 70 years. The cost of obtaining a copyright may be minor and therefore 
is chargeable to expense when paid. Only when a copyright is purchased from 
an existing owner will the expenditure be material enough to warrant its being 
capitalized and spread over the useful life. The revenue from copyrights is 
usually limited to only a few years, and the purchase cost should be amortized 
over the years in which the revenue is expected. 


OTHER INTANGIBLES AND DEFERRED CHARGES 


Among the other intangibles found in the published balance sheets of large 
corporations are moving costs, plant rearrangement costs, formulas, processes, 
name lists, and film rights. Some companies group items of this type under the 
title of Deferred Charges, meaning expenditures that will provide benefits beyond the current 
year and that will be written off to expense over their useful economic lives. It is also common 
practice to combine these items under the heading of Other Assets, which is listed at the bot- 
tom of the asset section of the balance sheet. 


© The McGraw-Hill Companies, Inc./John Flournoy, 
photographer/DAL 


RESEARCH AND DEVELOPMENT (R&D) COSTS 


Billions of dollars are spent each year on research and development of new products. In fact, 
expenditures for R&D are a striking characteristic of U.S. industry. The annual research and 
development expenditures of some companies often exceed $1 billion and account for a sub- 
stantial percentage of their total costs and expenses. 
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In the past, some companies treated all research and development costs as expenses in the 
year incurred; other companies in the same industry recorded these costs as intangible assets 
to be amortized over future years. This diversity of practice prevented financial statements of 
different companies from being comparable. 

The Financial Accounting Standards Board standardized accounting for R&D when 
it ruled that as a general rule research and development expenditures should be charged to 
expense when incurred. This action by the FASB had the beneficial effect of reducing the 
number of alternative accounting practices and helping to make financial statements of differ- 
ent companies more comparable. 


> Financial Analysis and Decision Making 
y 
Ky 

The success of many businesses depends on research and development activities (R&D). To 

better understand a company’s commitment to funding R&D, users of financial statements 

often examine the level of, and trends in, a company’s R&D expenditures as a percentage of 

net sales: 

R&D to Sales = R&D Costs + Net Sales 

R&D expenditures as a percentage of net sales are naturally higher in some industries than in 

others. To illustrate this point, see the R&D figures for a recent year for well-known compa- 

nies from four industries in Exhibit 9-7. 

Exhibit 9-7 R&D Costs _Net Sales 
COMPARATIVE R&D (in millions) (in millions) R&D (%) 
EXPENDITURES Chemical Products 

DUP ONta eee ee 1,349 26,996 5.00 
DowiGChemicallt-e pee se eee ee: 981 32,632 3.01 
Computer Hardware 
Sun'Microsystems: 23:2 222 ssea05 24s yee 1,837 11,434 16.07 
Silicon Graphicsioc2-oss dice icccoresee seers Na 1,341 13.20 
Pharmaceuticals 
EluRilly:@: Con xtreme eee ene 2,350 12,583 18.68 
PHZEN He ieee oe cytes ents oe ee alei 45,188 15375) 
Computer Software 
Oracles or er eee ieee 1,180 9,475 12.45 
MicroSoftmi her cre srr cre rr eer tee: 4,379 25,296 i/eoi 


YOUR TURN 


You are working as an equity analyst on Wall Street and a college intern asks you to 
explain why companies can differ greatly in the R&D expense to net sales ratio. How do 
you respond? 


(See our comments on the Online Learning Center Web site.) 


Natural Resources 


Natural Resources 


ACCOUNTING FOR NATURAL RESOURCES 


Mining properties, oil and gas reserves, and tracts of standing timber are examples of natural 
resources. The distinguishing characteristic of these assets is that they are physically removed 
from their natural environment and are converted into inventory. Theoretically, a coal mine 
might be regarded as an underground inventory of coal; however, such an inventory is cer- 
tainly not a current asset. In the balance sheet, mining property and other natural resources are 
classified as property, plant, and equipment. Once the coal is removed from the ground, how- 
ever, this coal does represent inventory. 

We have explained that plant assets such as buildings and equipment depreciate because of 
physical deterioration or obsolescence. A mine or an oil reserve does not depreciate for these 
reasons, but it is gradually depleted as the natural resource is removed from the ground. Once 
all of the coal has been removed from a coal mine, for example, the mine is “fully depleted” 
and will be abandoned or sold for its residual value. 

To illustrate the depletion of a natural resource, assume that Rainbow Minerals pays 
$45 million to acquire the Red Valley Mine, which is believed to contain 10 million tons of coal. 
The residual value of the mine after all of the coal is removed is estimated to be $5 million. The 
depletion that will occur over the life of the mine is the original cost minus the residual value, or 
$40 million. This depletion will occur at the rate of $4 per ton ($40 million +10 million tons) 
as the coal is removed from the mine. If we assume that 2 million tons are mined during the first 
year of operations, the entry to record the depletion of the mine would be as follows: 


INVOMTORY ee, ecer rere eer cere reese) Cues nai, Pens ee ieee aspera HEA 8,000,000 
Accumulated Depletion: Red Valley Mine.................. 8,000,000 


To record depletion of the Red Valley Mine for the year; 
2,000,000 tons mined @ $4 per ton. 


Once removed from the mine, coal becomes available for sale. Therefore, the estimated 
cost of this coal is added to the Inventory account. As the coal is sold, this cost is transferred 
from the Inventory account to the Cost of Goods Sold account. 

Accumulated Depletion is a contra-asset account similar to the Accumulated Deprecia- 
tion account; it represents the portion of the mine that has been used up (depleted) to date. In 
Rainbow Minerals’s balance sheet, the Red Valley Mine now appears as follows: 


Property, Plant, & Equipment: 
Mining properties: Red Valley Mine.................... $45,000,000 
Less: Accumulated depletion...............-..-+00-05 8,000,000 $37,000,000 


Depreciation of Buildings and Equipment Closely Related to Natural 
Resources Buildings and equipment installed at a mine or drilling site may be useful 
only at that particular location. Consequently, such assets should be depreciated over their 
normal useful lives or over the life of the natural resource, whichever is shorter. Often depre- 
ciation on such assets is computed using the units-of-output method, which was discussed 
earlier in the chapter, based on the quantity of the natural resource removed. 


DEPRECIATION, AMORTIZATION, AND DEPLETION— 
A COMMON GOAL 


The processes of depreciation, amortization, and depletion discussed in this chapter all have 
a common goal. That goal is to allocate the acquisition cost of long-lived assets to expense 
over the years in which the asset contributes to revenue. Allocating the acquisition cost 
of long-lived assets over the years that benefit from the use of these assets is an important 
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Learning Objective 
Account for the depletion 
of natural resources. LO7 


Recording depletion es 


The mine gradually is 
turned into inventory 
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application of the matching principle. The determination of income requires matching rev- 
enue with the expenses incurred to produce that revenue. 


Plant Transactions and the 


Statement of Cash Flows 


The cash effects of plant and equipment transactions are different from the effects reported in 
the income statement. Cash payments for plant assets occur when those assets are purchased— 
or, more precisely, when payment is made. Cash receipts often occur when assets are sold. 
(These receipts are equal to the total proceeds received from the sale, not just the amount of 
any gain.) Cash flows relating to acquisitions and disposals of plant assets appear in the state- 
ment of cash flows, classified as investing activities. 

Depreciation and amortization expense both reduce net income, but they have no effect on 
cash flows. As a result, both tend to make net income /ess than the net cash flows from operat- 
ing activities. Likewise, the write-down of impaired assets is another example of a noncash 
charge or expense against income having no immediate effect on cash flows. 


Learning Objective 
Explain the cash effects of 
transactions involving plant 
assets. 


LO8 


Noncash Investing Activities Not all purchases and sales of plant assets result in 
cash payments or cash receipts during the current accounting period. For example, a company 
may finance the purchase of plant assets by issuing notes payable, or it may sell plant assets 


A learning objective for this chapter is to distinguish between 
capital expenditures and revenue expenditures (a revenue 
expenditure is an operating expense). A capital expenditure is 
charged to an asset account rather than to an expense account. 
The largest instance of fraudulent financial reporting in U.S. 
history was largely due to improper capitalization of operating 
expenditures. WorldCom Inc. (WorldCom) from as early as 
1999 through the first quarter of 2002 overstated its reported 
income by approximately $11 billion, including approximately 
$7 billion of ordinary operating expenses that were improperly 
capitalized. The revelation of the fraud led to WorldCom’s 
filing for protection from its creditors under the provisions of 
the U.S. Bankruptcy Code. Although the fraud at Enron had 
prompted congressional interest in auditing, financial reporting, 
and corporate governance, by the spring of 2002 congressional 
efforts to draft a law in response to the Enron fraud had stalled 
due to disagreements between the two houses of Congress. 
The fraud at WorldCom broke this congressional logjam and 
resulted in the passage of the Sarbanes-Oxley Act less than two 
months after the revelation of the WorldCom fraud. 

Almost immediately after the revelation of the WorldCom 
fraud—in June 2002—the Securities and Exchange 
Commission (SEC) brought an enforcement action against 
WorldCom. WorldCom is a major global telecommunications 
provider, providing services in more than 65 countries. At the 
time of the fraud, WorldCom was traded on NASDAQ. 

As the economy began to cool in 1999, demand for 
WorldCom’s telecommunications services was reduced, 


Ethics, Fraud & Corporate Governance 


leading to a decline in profits. The slowing economy made it 
difficult for WorldCom to continue to meet the expectations 
of Wall Street analysts for reported profitability. 

WorldCom’s senior management directed subordi- 
nates to take steps to hide the deterioration in WorldCom’s 
profitability from analysts and other external parties. A 
primary means of carrying out the fraud was to transfer 
ordinary operating expenses, line costs, to a capital asset 
account, fixed assets. This accounting treatment resulted in 
the understatement of operating expenses and an increase in 
income. 

The fraud at WorldCom has numerous ethical and 
corporate governance implications. Although the fraud at 
WorldCom was directed by top management, much of the 
implementation was carried out by midlevel finance and 
accounting personnel. 

WorldCom did not have a code of ethics. Attempts to 
develop such a code were met by the CEO’s description of 
a code of ethics as a “colossal waste of time.” The Sarbanes- 
Oxley Act and related SEC interpretations require public 
companies to disclose whether they have a code of ethics 
that applies to the CEO, CFO, and chief accounting officer 
and, if not, why not. Moreover, the NYSE and NASDAQ 
now require companies listed on these exchanges to have 
a code of ethics. Although these requirements are a step 
in the right direction, they will fail to have their intended 
effect if senior management doesn’t fully embrace the 
written code. 


Concluding Remarks 


in exchange for notes receivable. The noncash aspects of investing and financing activities are 
summarized in a special schedule that accompanies a statement of cash flows. This schedule 
is illustrated and explained in Chapter 13. 


Concluding Remarks 


This chapter completes our discussion of accounting for various types of assets. To briefly 
review, we have seen that cash is reported in the financial statements at its face value, mar- 
ketable securities at their market value, accounts receivable at their net realizable value (i.e., 
net amount of cash expected to be collected), inventories at the lower-of-cost-or-market, and 
plant assets at cost less accumulated depreciation. 

Two ideas that have been consistently reflected in each of these valuation bases are the 
matching principle and conservatism. A major determinant of the amount at which many 
assets are accounted for in the balance sheet is the future amount to be released as an expense 
into the income statement. Closely related to this is the objective of not overstating the current 
and future expectations of a company’s financial activities by overstating assets and under- 
stating current expenses. 

In the next chapter, we turn our attention to the measurement and presentation of 
liabilities. 
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SUMMARY OF LEARNING OBJECTIVES 


Determine the cost of plant assets. Plant assets are 

101 — long-lived assets acquired for use in the business and not 
for resale to customers. The matching principle requires 

that we include in the plant and equipment accounts those costs 
that will provide services over a period of years. During these 
years, the use of the plant assets contributes to the earning of 
revenue. The cost of a plant asset includes all expenditures 
reasonable and necessary in acquiring the asset and placing it in 
a position and condition for use in the operations of the business. 


Distinguish between capital expenditures and 
102 revenue expenditures. Capital expenditures include 
any material expenditure that will benefit several 
accounting periods. Therefore, these expenditures are charged to 
asset accounts (capitalized) and are recognized as expense in 
future periods. 
Revenue expenditures are charged directly to expense 
accounts because either (1) there is no objective evidence of 
future benefits or (2) the amounts are immaterial. 


Compute depreciation by the straight-line and 

L038 — declining-balance methods. Straight-line depreciation 

assigns an equal portion of an asset’s cost to expense in 

each period of the asset’s life. Declining-balance depreciation is 

an accelerated method. Each year, a fixed (and relatively high) 

depreciation rate is applied to the remaining book value of the 

asset. There are several variations of declining-balance 
depreciation. 


Account for depreciation using methods other 

104 than straight-line or declining-balance. Most 

companies that prepare financial statements in 

conformity with generally accepted accounting principles use the 

straight-line method of depreciation. Other accepted methods 

include the units-of-output method, sum-of-the-years’ digits, 
and, in rare circumstances, decelerated depreciation methods. 


Account for the disposal of plant assets. When 

105 plant assets are disposed of, depreciation should be 
recorded to the date of disposal. The cost is then removed 

from the asset account and the total recorded depreciation is 


Key Terms Introduced or 
Emphasized in Chapter 9 


accelerated depreciation (p. 391) Methods of depreciation 
that call for recognition of relatively large amounts of depre- 
ciation in the early years of an asset’s useful life and relatively 
small amounts in the later years. 


removed from the Accumulated Depreciation account. The sale 
of a plant asset at a price above or below book value results in a 
gain or loss to be reported in the income statement. 

Because different depreciation methods are used for income 
tax purposes, the gain or loss reported in income tax returns may 
differ from that shown in the income statement. The gain or loss 
shown in the financial statement is recorded in the company’s 
general ledger accounts. 


Explain the nature of intangible assets, including 

L06 goodwill. Intangible assets are assets owned by the 

business that have no physical substance, are noncurrent, 

and are used in business operations. Examples include 
trademarks and patents. 

Among the most interesting intangible assets is goodwill. 
Goodwill is the present value of future earnings in excess of a 
normal return on net identifiable assets. It stems from such factors 
as a good reputation, loyal customers, and superior manage- 
ment. Any business that earns significantly more than a normal 
rate of return actually has goodwill. But goodwill is recorded in 
the accounts only if it is purchased by acquiring another busi- 
ness at a price higher than the fair market value of its net identi- 
fiable assets. 


Account for the depletion of natural resources. 
107 Natural resources (or wasting assets) include mines, oil 
fields, and standing timber. Their cost is converted into 
inventory as the resource is mined, pumped, or cut. This 
allocation of the cost of a natural resource to inventories is called 
depletion. The depletion rate per unit extracted equals the cost of 
the resource (less residual value) divided by the estimated 
number of units it contains. 


Explain the cash effects of transactions involving 
108 plant assets. Depreciation is a noncash expense; cash 
expenditures for the acquisition of plant assets are 
independent of the amount of depreciation for the period. Cash 
payments to acquire plant assets (and cash receipts from 
disposals) appear in the statement of cash flows, classified as 
investing activities. 
Write-downs of plant assets also are noncash charges, which 
do not involve cash payments. 


amortization (p. 402) The systematic write-off to expense of 
the cost of an intangible asset over the periods of its economic 
usefulness. 


book value (p. 390) The cost of a plant asset minus the total 
recorded depreciation, as shown by the Accumulated Deprecia- 
tion account. The remaining undepreciated cost is also known as 
carrying value. 


Demonstration Problem 


capital expenditures (p. 388) Costs incurred to acquire a 
long-lived asset. Expenditures that will benefit several account- 
ing periods. 


capitalize (p. 388) A verb with two different meanings 
in accounting. The first is to debit an expenditure to an asset 
account, rather than directly to expense. The second is to esti- 
mate the value of an investment by dividing the annual return by 
the investor’s required rate of return. 


depletion (p. 407) Allocating the cost of a natural resource 
to the units removed as the resource is mined, pumped, cut, or 
otherwise consumed. 


depreciation (p. 389) The systematic allocation of the cost of 
an asset to expense over the years of its estimated useful life. 


fixed-percentage-of-declining-balance depreciation (p. 393) 
An accelerated method of depreciation in which the rate is a 
multiple of the straight-line rate and is applied each year to the 
undepreciated cost of the asset. The most commonly used rate is 
double the straight-line rate. 


goodwill (p. 402) The present value of expected future earn- 
ings of a business in excess of the earnings normally realized in 
the industry. Recorded when a business entity is purchased at a price 
in excess of the fair value of its net identifiable assets less liabilities. 


half-year convention (p. 393) The practice of taking six 
months’ depreciation in the year of acquisition and in the year of 
disposition, rather than computing depreciation for partial periods 
to the nearest month. This method is widely used and is accept- 
able for both income tax reporting and financial reports, as long 
as it is applied to all assets of a particular type acquired during the 
year. The half-year convention generally is not used for buildings. 


impairment loss (p. 397) Writing down a long-lived asset for 
the difference between its carrying amount less its fair value. 


intangible assets (p. 386) Those assets that are used in the 
operation of a business but that have no physical substance and 
are noncurrent. 


MACRS (p. 398) The Modified Accelerated Cost Recovery 
System. The accelerated depreciation method permitted in fed- 
eral income tax returns for assets acquired after December 31, 
1986. Depreciation is based on prescribed recovery periods and 
depreciation rates. 


411 


natural resources (p. 386) Mines, oil fields, standing timber, 
and similar assets that are physically consumed and converted 
into inventory. 


net identifiable assets (p. 402) The total of all assets minus 
liabilities. 

noncash charge or expense (p. 408) A charge against earnings— 
either an expense or a loss—that does not require a cash expendi- 
ture at or near the time of recognition. Thus, the charge reduces net 
income but does not affect cash flows (except, perhaps, for income 
tax payments). Examples are depreciation and the write-off of 
asset values because an asset has become impaired. 


plant assets (p. 386) Long-lived assets that are acquired for 
use in business operations rather than for resale to customers. 


present value (p. 402) The amount that a knowledgeable 
investor would pay today for the right to receive future cash 
flows. The present value is always less than the sum of the 
future cash flows because the investor requires a return on the 
investment. 


residual (salvage) value (p. 391) The portion of an asset’s 
cost expected to be recovered through sale or trade-in of the 
asset at the end of its useful life. 


revenue expenditures (p. 389) Expenditures that will benefit 
only the current accounting period. 


straight-line depreciation (p. 390) A method of deprecia- 
tion that allocates the cost of an asset (minus any residual value) 
equally to each year of its useful life. 


sum-of-the-years’ digits (SYD) depreciation (p. 398) A 
long-established but seldom-used method of accelerated depre- 
ciation. Usually produces results that lie in between the 200 
percent- and 150 percent-declining-balance methods. 


tangible plant assets (p. 386) Plant assets that have physical 
substance but that are not natural resources. Examples include 
land, buildings, and all types of equipment. 


units-of-output (p. 398) A depreciation method in which 
cost (minus residual value) is divided by the estimated units of 
lifetime output. The unit depreciation cost is multiplied by the 
actual units of output each year to compute the annual deprecia- 
tion expense. 


Demonstration Problem 


On April 1, 2011, Mattson Industries purchased new equipment at a cost of $325,000. The useful 
life of this equipment was estimated at five years, with a residual value of $25,000. 


Instructions 


Compute the annual depreciation expense for each year until this equipment becomes fully depre- 
ciated under each depreciation method listed below. Because you will record depreciation for only 
a fraction of a year in 2011, depreciation will extend into 2016 for both methods. Show supporting 


computations. 


a. Straight-line, with depreciation for fractional years rounded to the nearest whole month. 


b. 200 percent declining-balance, with the half-year convention. Limit depreciation in 2016 to an 
amount that reduces the undepreciated cost to the estimated residual value. 


c. Assume that the equipment is sold at the end of December 2013 for $176,250 cash. Record 
the necessary gain or loss resulting from the sale under the straight-line method. 


412 Chapter 9 Plant and Intangible Assets 


Solution to the Demonstration Problem 


Expense under Each Method of Depreciation 
a b 


Straight- 200% Declining- 
Year Line Balance 
2011 es wn poe ee eee Pe Eek dee ee eRe $ 45,000 $ 65,000 
DOTA aiid cacarh neh, hips th cita each a, a toe ela eta eee d ade sia 60,000 104,000 
2OT Seis eceteath naan wane arareGties, ene suas acateetie eae ee 60,000 62,400 
OVA opets, caress atncss cg hc ages Suntec, dis 2. csguee te iatnces Mai eee 60,000 37,440 
DON Ds aay cic Sue A pest ahead 2 iia ie tag OM fore, Naiads ech testo tts fates ad esse 60,000 22,464 
2O1G  othceayyrevd catia t Pie ache eee aR Se 15,000 8,696 
TOtAIS) 3. cdencoharded bogbeee he ieded Shi daneddadee dages $300,000 $300,000 
c. Entry to record sale of equipment in 2013: 
CaSWie a cents ae atte te tema se ahd eae ee Bate ee ee ate ae ee gk wa 176,250 
Accumulated Depreciation: Equipment ......................00.0. 165,000 
EQUIPMCN ss ceed orev en teeeag Poe Gas Faas Awe wae Rees 325,000 
Gain on Sale of Equipment ................. 20... eee eee eee 16,250 
Supporting computations: 
a. 2011: ($325,000 — $25,000) * % X %2 = $45,000 
2012-2015: $300,000 x Ys = $60,000 
2016: $300,000 x VY xX Yi2 = $15,000 
b. 
Undepreciated Depreciation 
Cost Rate Expense 
OTM sa tssreesestricatsterttenndacetnden sihadeonaus ah anes $325,000 x 40% X% = $ 65,000 
2012) cee vdedestadendnd Sane cays oon 260,000 x 40% = 104,000 
POT si5 sie ce dccen dil cpednenace Gegepscanscatetark 156,000 xX 40% = 62,400 
QOTA. ida ceied pin etinddeadiedees 93,600 x 40% = 37,440 
OVS: «ssh cg acaesteoes, aie etheaaprincetteauantntceens 56,160 xX 40% = 22,464 
2016. .ccescaceues ceed yea k £8 See 33,696 — $25,000 = 8,696 
c. Accumulated depreciation at the end of 2013: 
Depreciation expense, 2011 ....... 0... eee eee $ 45,000 
Depreciation expense, 2012 ....... 0... eee eee 60,000 
Depreciation expense, 2013 ....... 0... 2 eee eee 60,000 
Accumulated depreciation at the end of 2013 .... 0.0.0... eee eee eee $165,000 
Original cost of equipmentin 2011 ........... 0... ee eee ee $325,000 
Less: Accumulated depreciation at the end of 2013 .................0.0... (165,000) 
Book value of equipment at time of disposal ...................0.00000040. $160,000 
Cash proceeds from:Sale\ ic. cance ened wee the tna ed oak tea eed oe $176,250 
Less: Book value of equipment at time of disposal ....................0... (160,000) 


Gain.on'sale of:dispoSal wc.csec5 fe ae sey eee eh eet eee he eles ea $ 16,250 
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Self-Test Questions 


The answers to these questions appear on page 427. in its financial statements and an accelerated method in its tax 


1. In which of the following situations should the named returns. Identify all correct statements: 


company nof record any depreciation expense on the asset 
described? 


a. Commuter Airline is required by law to maintain its 
aircraft in “as good as new” condition. 


b. Metro Advertising owns an office building that 
has been increasing in value each year since it was 
purchased. 


c. Computer Sales Company has in inventory a new type 
of computer, designed “never to become obsolete.” 


d. None of the above answers is correct—in each case, 
the named company should record depreciation on the 
asset described. 


. Which of the following statements is (are) correct? 


a. Accumulated depreciation represents a cash fund being 
accumulated for the replacement of plant assets. 


b. The cost of a machine includes the cost of repairing 
damage to the machine during the installation process. 


c. A company may use different depreciation methods in 
its financial statements and its income tax return. 


d. The use of an accelerated depreciation method causes 
an asset to wear out more quickly than does use of the 
straight-line method. 


. On April 1, 2010, Sanders Construction paid $10,000 for 
equipment with an estimated useful life of 10 years and a 
residual value of $2,000. The company uses the double- 
declining-balance method of depreciation and applies the 
half-year convention to fractional periods. In 2011, the 
amount of depreciation expense to be recognized on this 
equipment is: 


a. $1,600. 
b. $1,440. 
c. $1,280. 


d. Some other amount. 


. Evergreen Mfg. is a rapidly growing company that acquires 
equipment every year. Evergreen uses straight-line depreciation 


a. Using straight-line depreciation in the financial state- 
ments instead of an accelerated method reduces Ever- 
green’s reported net income. 


b. Using straight-line depreciation in the financial state- 
ments instead of an accelerated method increases 
Evergreen’s annual net cash flow. 


c. Using an accelerated method instead of straight-line 
depreciation in income tax returns increases Ever- 
green’s cash flow from operating activities. 


d. As long as Evergreen keeps growing, it will probably 
report more depreciation in its income tax returns each 
year than it does in its financial statements. 


5. Ladd Company sold a plant asset that originally cost 


$50,000 for $22,000 cash. If Ladd correctly reports a 
$5,000 gain on this sale, the accumulated depreciation on 
the asset at the date of sale must have been: 


a. $33,000. 
b. $28,000. 
c. $23,000. 


d. Some other amount. 


. In which of the following situations would Martinez Indus- 


tries include goodwill in its balance sheet? 


a. The fair market value of Martinez’s net identifiable 
assets amounts to $2,000,000. Normal earnings for this 
industry are 15 percent of net identifiable assets. Net 
income for the past five years has averaged $390,000. 


b. Martinez spent $800,000 during the current year for 
research and development for a new product that prom- 
ises to generate substantial revenue for at least 10 years. 


c. Martinez acquired Baxter Electronics at a price in excess of 
the fair market value of Baxter’s net identifiable assets. 


d. A buyer wishing to purchase Martinez’s entire opera- 
tion has offered a price in excess of the fair market 
value of the company’s net identifiable assets. 


TDM DISCUSSION Questions 


1. Coca-Cola’s distinctive trademark is more valuable to the 


company than its bottling plants. But the company’s bot- 
tling plants are listed in the balance sheet, and the famous 
trademark isn’t. Explain. 


. Identify the basic “accountable events” in the life of a 
depreciable plant asset. Which of these events directly 
affect the net income of the current period? Which directly 
affect cash flows (other than income tax payments)? 


. The following expenditures were incurred in connec- 
tion with a new machine acquired by a metals manufac- 


turing company. Identify those that should be included 
in the cost of the asset. (a) Freight charges, (b) sales tax 
on the machine, (c) payment to a passing motorist whose 
car was damaged by the equipment used in unloading the 
machine, (d) wages of employees for time spent in install- 
ing and testing the machine before it was placed in service, 
(e) wages of employees assigned to lubricate and make 
minor adjustments to the machine one year after it was 
placed in service. 


4. What is the distinction between a capital expenditure and a 
revenue expenditure? 
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10. 


L01 


L02 


LO3 


LOS 


LO3 


If a capital expenditure is erroneously treated as a revenue 
expenditure, will the net income of the current year be over- 
stated or understated? Will this error have any effect on the 
net income reported in future years? Explain. 


Shoppers’ Market purchased for $245,000 a site on 
which it planned to build a new store. The site consisted 
of three acres of land and included an old house and two 
barns. County property tax records showed the following 
appraised values for this property: land, $160,000; build- 
ings, $40,000. Indicate what Shoppers’ should do with this 
$245,000 cost in its financial statements, and explain your 
reasoning. 


Should depreciation continue to be recorded on a building 
when ample evidence exists that the current market value is 
greater than original cost and that the rising trend of market 
values is continuing? Explain. 


Explain what is meant by an accelerated depreciation 
method. Are accelerated methods more widely used in 
financial statements or in income tax returns? Explain. 


One accelerated depreciation method is called fixed- 
percentage-of-declining-balance. Explain what is meant by 
the terms “fixed-percentage” and “declining-balance.” For 
what purpose is this method most widely used? 


Criticize the following quotation: “We shall have no diffi- 
culty in paying for new plant assets needed during the com- 
ing year because our estimated outlays for new equipment 
amount to only $80,000, and we have more than twice that 
amount in our accumulated depreciation account at present.” 


Brief Exercises 


BRIEF 
EXERCISE 9.1 


Cost of Plant Asset 
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11. 


12. 


13. 


14. 


ilesks 


Explain two approaches to computing depreciation for a 
fractional period in the year in which an asset is purchased. 
(Neither of your approaches should require the computation 
of depreciation to the nearest day or week.) 


Over what period of time should the cost of various types 
of intangible assets be amortized by regular charges against 
revenue? (Your answer should be in the form of a principle 
or guideline rather than a specific number of years.) What 
method of amortization is generally used? 


Mineral World recognizes $20 depletion for each ton of ore 
mined. During the current year the company mined 600,000 
tons but sold only 500,000 tons, as it was attempting to 
build up inventories in anticipation of a possible strike by 
employees. How much depletion should be deducted from 
revenue of the current year? 


Explain the meaning of an impairment of an asset. Provide 
several examples. What accounting event should occur 
when an asset has become substantially impaired? 


Several years ago Walker Security purchased for $120,000 
a well-known trademark for padlocks and other secu- 
rity products. After using the trademark for three years, 
Walker Security discontinued it altogether when the com- 
pany withdrew from the lock business and concentrated 
on the manufacture of aircraft parts. Amortization of the 
trademark at the rate of $3,000 a year is being contin- 
ued on the basis of a 20-year life, which the owner says 
is consistent with accounting standards. Do you agree? 
Explain. 


#@ comect" 


|ACCOUNTING 


Padre, Inc., purchased a used piece of heavy equipment for $25,000. Delivery of the equipment 
to Padre’s business site cost $750. Expenditures to recondition the equipment and prepare it for 
use totaled $2,230. The maintenance for the first year Padre owned the equipment was $1,200. 


Determine the cost that is the basis for calculating annual depreciation on the equipment. 


Twin-Cities, Inc., purchased a building for $400,000. Straight-line depreciation was used for each 
of the first two years using the following assumptions: 25-year estimated useful life, with a residual 


Calculate the annual depreciation for the first two years that Twin-Cities owned the building. 


b. Calculate the book value of the building at the end of the second year. 


BRIEF 

EXERCISE 9.2 

Straight-Line value of $100,000. 
Depreciation a. 

BRIEF 


EXERCISE 9.3 
Straight-Line and 
Declining-Balance 
Depreciation 


BRIEF 
EXERCISE 9.4 
Declining-Balance 
Depreciation 


Waller Company purchased equipment for $24,000. The company is considering whether to 
determine annual depreciation using the straight-line method or the declining-balance method at 
150 percent of the straight-line rate. Waller expects to use the equipment for 10 years, at the end 
of which it will have an estimated salvage value of $4,000. Prepare a comparison of these two 
alternatives for the first two years Waller will own the equipment. 


Equipment costing $76,000 was purchased by Spence, Inc., at the beginning of the current year. 
The company will depreciate the equipment by the declining-balance method, but it has not deter- 
mined whether the rate will be at 150 percent or 200 percent of the straight-line rate. The estimated 
useful life of the equipment is eight years. Prepare a comparison of the two alternative rates for 
management for the first two years Spence owns the equipment. 


Exercises 

103 BRIEF 
EXERCISE 9.5 

104 Straight-Line and 


L038 


L05 


L038 


L05 


LOG 


LO7 


104 


LO2 


L038 


Units-of-Output 
Depreciation 


BRIEF 
EXERCISE 9.6 


Disposal of 
Plant Asset 


BRIEF 
EXERCISE 9.7 


Disposal of 
Plant Asset 


BRIEF 
EXERCISE 9.8 


Goodwill 


BRIEF 
EXERCISE 9.9 


Natural Resources 


BRIEF 


EXERCISE 9.10 


Alternative 


Depreciation Methods 


EXERCISE 9.1 


You as a Student 
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Finx, Inc., purchased a truck for $35,000. The truck is expected to be driven 15,000 miles per year 
over a five-year period and then sold for approximately $5,000. Determine depreciation for the 
first year of the truck’s useful life by the straight-line and units-of-output methods if the truck is 
actually driven 16,000 miles. 


Alexander Company purchased a piece of equipment for $12,000 and depreciated it for three years 
over a five-year estimated life with an expected residual value at the end of five years of $2,000. At 
the end of the third year, Alex decided to upgrade to equipment with increased capacity and sold 
the original piece of equipment for $7,200. Calculate the gain or loss on the disposal at the end 
of the third year. 


Tullahoma Company purchased equipment for $27,500. It depreciated the equipment over a five- 
year life by the double-declining-balance method until the end of the second year, at which time 
the asset was sold for $8,500. Calculate the gain or loss on the sale at the end of the second year. 


Hunt Company is considering purchasing a competing company in order to expand its market 
share. Estimates of the excess of the value of the individual assets, less liabilities to be assumed, 
range from $50,000 to $60,000, depending on the manner in which that excess is calculated. Hunt 
believes it can purchase the competitor for a direct cash outlay of $700,000, which is only $25,000 
more than the value of the individual assets less the liabilities that Hunt will assume. Assuming 
Hunt makes the purchase for $700,000, at what amount should goodwill be recorded? Briefly 
explain your answer. 


Miller Mining acquired rights to a tract of land with the intent of extracting from the land a valu- 
able mineral. The cost of the rights was $2,500,000 and an estimated 10,000 tons of the mineral are 
expected to be extracted. Assuming that 1,600 tons of the mineral are actually extracted in the first 
year, determine the amount of depletion expense that should be recognized for that year. 


R. C. Smith purchased a truck for $30,500 to be used in his business. He is considering depre- 
ciating the truck by two methods: units-of-output (assuming total miles driven of 80,000) and 
double-declining balance (assuming a five-year useful life). The truck is expected to be sold 
for approximately $6,500 at the end of its useful life. Prepare a comparison of the first year’s 
depreciation expense that will be recognized under these methods, assuming the truck was 
actually driven 10,000 miles in the first year. Briefly state why the difference between the two 
is SO great. 


f COMeCT 


E Xe rc I S e S ACCOUNTING 
Assume that you recently applied for a student loan to go to graduate school. As part of the appli- 
cation process, your bank requested a list of your assets. Aside from an extensive CD collection, 
your only other asset is a pickup truck. You purchased the truck six years ago for $15,000. Its cur- 
rent fair value is approximately $5,000. 


a. What factors caused your pickup truck to depreciate $10,000 in value? 


b. Assume that the bank is willing to lend you money for graduate school. Even with the loan, 
however, you still need to raise an additional $5,000. Do you think that the bank will lend you 
$5,000 more for graduate school if you agree to use your truck as collateral? Explain. 


c. Assume that the truck has been used solely in a delivery service business that you operated 
while in college. Would your balance sheet necessarily show $10,000 in accumulated depre- 
ciation related to the truck? Explain. 
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EXERCISE 9.2 
Distinguishing Capital 
Expenditures from 
Revenue Expenditures 


EXERCISE 9.3 


Depreciation for 
Fractional Years 


EXERCISE 9.4 
Depreciation Methods 


EXERCISE 9.5 
Evaluation of 
Disclosures in 
Annual Reports 


EXERCISE 9.6 
Revision of 
Depreciation 
Estimates 
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Identify the following expenditures as capital expenditures or revenue expenditures: 


a. Immediately after acquiring a new delivery truck, paid $195 to have the name of the store and 
other advertising material painted on the vehicle. 


= 


Painted delivery truck at a cost of $450 after two years of use. 
c. Purchased new battery at a cost of $40 for two-year-old delivery truck. 


d. Installed an escalator at a cost of $17,500 in a three-story building that had been used for some 
years without elevators or escalators. 


e. Purchased a pencil sharpener at a cost of $15.00. 


Original life of the delivery truck had been estimated at four years, and straight-line deprecia- 
tion of 25 percent yearly had been recognized. After three years’ use, however, it was decided 
to recondition the truck thoroughly, including adding a new engine. 


On August 3, Srini Construction purchased special-purpose equipment at a cost of $1,000,000. 
The useful life of the equipment was estimated to be eight years, with a residual value of $50,000. 


a. Compute the depreciation expense to be recognized each calendar year for financial reporting 
purposes under the straight-line depreciation method (half-year convention). 


b. Compute the depreciation expense to be recognized each calendar year for financial report- 
ing purposes under the 200 percent declining-balance method (half-year convention) with a 
switch to straight-line when it will maximize depreciation expense. 


c. Which of these two depreciation methods (straight-line or double-declining-balance) results 
in the highest net income for financial reporting purposes during the first two years of the 
equipment’s use? Explain. 


On January 2, 2011, Jansing Corporation acquired a new machine with an estimated useful life of 
five years. The cost of the equipment was $40,000 with a residual value of $5,000. 


a. Prepare a complete depreciation table under the three depreciation methods listed below. Use 
a format similar to the illustrations in Exhibits 9-4, 9-5, and 9-6. In each case, assume that a 
full year of depreciation was taken in 2011. 


1. Straight-line. 
2. 200 percent declining-balance. 


3. 150 percent declining-balance with a switch to straight-line when it will maximize depre- 
ciation expense. 
b. Comment on significant differences or similarities that you observe among the patterns of 
depreciation expense recognized under each of these methods. 


A recent annual report of H. J. Heinz Company includes the following note: 


Depreciation: For financial reporting purposes, depreciation is provided on the straight-line 
method over the estimated useful lives of the assets, which generally have the following ranges: 
buildings—40 years or less; machinery and equipment—l15 years or less; computer software— 
3-7 years; and lease hold improvements—over the life of the lease, not to exceed 15 years. Accel- 
erated depreciation methods are generally used for income tax purposes. 


a. Is the company violating the accounting principle of consistency by using different deprecia- 
tion methods in its financial statements than in its income tax returns? Explain. 


b. Why do you think that the company uses accelerated depreciation methods in its income tax 
returns? 


c. Would the use of accelerated depreciation in the financial statements be more conservative or 
less conservative than the current practice of using the straight-line method? Explain. 


Swindall Industries uses straight-line depreciation on all of its depreciable assets. The company 
records annual depreciation expense at the end of each calendar year. On January 11, 2007, the 
company purchased a machine costing $90,000. The machine’s useful life was estimated to be 
12 years with a residual value of $18,000. Depreciation for partial years is recorded to the nearest 
full month. 

In 2011, after almost five years of experience with the machine, management decided to revise 
its estimated life from 12 years to 20 years. No change was made in the estimated residual value. 
The revised estimate of the useful life was decided prior to recording annual depreciation expense 
for the year ended December 31, 2011. 


Exercises 


05 EXERCISE 9.7 


Accounting for 
Trade-ins 


L06 EXERCISE 9.8 
Estimating Goodwill 


L05 EXERCISE 9.9 
The Write-Down of 
Los Impaired Assets 


L01_ EXERCISE 9.10 


Ethics: “Let the 
Log Buyer Beware” 


107 EXERCISE 9.11 


Depletion of Natural 
Resources 
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a. Prepare journal entries in chronological order for the above events, beginning with the pur- 
chase of the machinery on January 11, 2007. Show separately the recording of depreciation 
expense in 2007 through 2011. 


b. What factors may have caused the company to revise its estimate of the machine’s useful life? 


Mathews Bus Service traded in a used bus for a new one. The original cost of the old bus was 
$52,000. Accumulated depreciation at the time of the trade-in amounted to $34,000. The new bus 
cost $65,000, but Mathews was given a trade-in allowance of $10,000. 


a. What amount of cash did Mathews have to pay to acquire the new bus? 
b. Compute the gain or loss on the disposal for financial reporting purposes. 
c. Explain how the gain or loss would be reported in the company’s income statement. 


During the past several years the annual net income of Avery Company has averaged $540,000. 
At the present time the company is being offered for sale. Its accounting records show the book 
value of net assets (total assets minus all liabilities) to be $2,800,000. The fair value of Avery’s net 
identifiable assets, however, is $3,000,000. 

An investor negotiating to buy the company offers to pay an amount equal to the fair value for 
the net identifiable assets and to assume all liabilities. In addition, the investor is willing to pay for 
goodwill an amount equal to the above-average earnings for five years. 

On the basis of this agreement, what price should the investor offer? A normal return on the fair 
value of net assets in this industry is 15 percent. 


For several years, a number of Food Lion, Inc., grocery stores were unprofitable. The company 
closed some of these locations. It was apparent that the company would not be able to recover the 
cost of the assets associated with the closed stores. Thus, the current value of these impaired assets 
had to be written down. 

A note in the financial statements indicated that the company tests assets for impairment when 
circumstances indicate that an impairment may exist. For impairment testing, each store is con- 
sidered a cash-generating unit. Stores with potential impairments are tested by comparing their 
carrying value with their recoverable amounts. 


a. Explain why Food Lion wrote down the current carrying value of its unprofitable stores. 


b. Explain why the write-down of impaired assets is considered a noncash expense. 


Bill Gladstone has owned and operated Gladstone’s Service Station for over 30 years. The busi- 
ness, which is currently the town’s only service station, has always been extremely profitable. 
Gladstone recently decided that he wanted to sell the business and retire. His asking price exceeds 
the fair market value of its net identifiable assets by nearly $50,000. Gladstone attributes this pre- 
mium to the above-normal returns that the service station has always generated. 

Gladstone recently found out about two issues that could have a profound effect upon the future 
of the business: (1) A well-known service station franchise will be built across the street from his 
station in approximately 18 months, and (2) one of his underground fuel tanks may have developed 
a very slow leak. 


a. How might these issues affect the $50,000 in goodwill that Gladstone included in his selling 
price? 

b. Assume that Gladstone is not disclosing this information to potential buyers. Does he have an 
ethical obligation to do so? Defend your answer. 


Salter Mining Company purchased the Northern Tier Mine for $21 million cash. The mine was 
estimated to contain 2.5 million tons of ore and to have a residual value of $1 million. 

During the first year of mining operations at the Northern Tier Mine, 50,000 tons of ore were 
mined, of which 40,000 tons were sold. 


a. Prepare a journal entry to record depletion during the year. 


b. Show how the Northern Tier Mine, and its accumulated depletion, would appear in Salter 
Mining Company’s balance sheet after the first year of operations. 


c. Will the entire amount of depletion computed in part a be deducted from revenue in the deter- 
mination of income for the year? Explain. 
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d. Indicate how the journal entry in part a affects the company’s current ratio (its current assets 
divided by its current liabilities). Do you believe that the activities summarized in this entry 
do, in fact, make the company any more or less liquid? Explain. 


LO6 EXERCISE 9.12 Locate an annual report in your library (or some other source) that includes a large gain or loss 
Researching a Real on the disposal of fixed assets. Report to the class the amount of the gain or loss and where in the 
Los Company company’s income statement it is reported. Describe how the gain or loss is reported in the com- 
pany’s statement of cash flows. Summarize any discussion in the footnotes concerning the cause 

of the disposal. 
L044. EXERCISE 9.13 During the current year, Airport Auto Rentals purchased 60 new automobiles at a cost of $14,000 
Units-of-Output per car. The cars will be sold to a wholesaler at an estimated $5,000 each as soon as they have been 
Method driven 50,000 miles. Airport Auto Rentals computes depreciation expense on its automobiles by 


the units-of-output method, based on mileage. 


a. Compute the amount of depreciation to be recognized for each mile that a rental automobile is 
driven. 


b. Assuming that the 60 rental cars are driven a total of 1,770,000 miles during the current year, 
compute the total amount of depreciation expense that Airport Auto Rentals should recognize 
on this fleet of cars for the year. 


c. In this particular situation, do you believe the units-of-output depreciation method achieves a 
better matching of expenses with revenue than would the straight-line method? Explain. 


L044. EXERCISE 9.14 Dasher Company acquired a truck for use in its business for $25,500 in a cash transaction. The 
Units-of-Production truck is expected to be used over a five-year period, will be driven approximately 18,000 miles per 
Depreciation Method year, and is expected to have a value at the end of the five years of $4,500. 

a. Compute the amount of depreciation that will be taken in the first two years of the truck’s use- 
ful life if the actual miles driven are 16,000 and 18,200, respectively. Round the depreciation 
per mile to the nearest full cent. 

b. How does the amount of accumulated depreciation at the end of the second year compare with 
what it would have been had the company chosen the straight-line depreciation method? 


L101 EXERCISE 9.15 The Home Depot financial statements appear in Appendix A at the end of this textbook. Use these 
PP PP 
Using the Home statements to answer the following questions and indicate where in the financial statements you 
Depot, Inc.., found the information. 
103 Financial Statements a. What depreciation method does Home Depot use for buildings, furniture, fixtures, and equip- 
to Determine ment? What are the useful lives over which these assets are depreciated? 
Depreciation Methods From the notes to Home Depot’s financial statements, what can you learn about the company’s 
Ete policy regarding impairment of plant assets? 
SL c. Locate Home Depot’s balance sheet and find the section entitled “Property and Equipment, at 
RG cost.” As of January 31, 2010, determine the amount of the company’s investment in property 
and equipment and the amount of depreciation taken to date on those assets. Are these assets, 
taken as a whole, near the beginning or end of their estimated useful lives? Explain your answer. 
Problem Set A ela 
r O e m e |ACCOUNTING 
191 PROBLEM 9.1A Wilmet College recently purchased new computing equipment for its library. The following infor- 


Determining the Cost mation refers to the purchase and installation of this equipment: 


through OF Plant Assets 1. The list price of the equipment was $275,000; however, Wilmet College qualified for an 

L038 “education discount” of $25,000. It paid $50,000 cash for the equipment, and issued a three- 
month, 9 percent note payable for the remaining balance. The note, plus accrued interest 
charges of $4,500, was paid promptly at the maturity date. 


2. In addition to the amounts described in 1, Wilmet paid sales taxes of $15,000 at the date of 
purchase. 


3. Freight charges for delivery of the equipment totaled $1,000. 


4. Installation costs related to the equipment amounted to $5,000. 
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5. During installation, one of the computer terminals was accidentally damaged by a library 
employee. It cost the college $500 to repair this damage. 

6. As soon as the computers were installed, the college paid $4,000 to print admissions bro- 
chures featuring the library’s new, state-of-the-art computing facilities. 


Instructions 

a. Inone sentence, make a general statement summarizing the nature of expenditures that qualify 
for inclusion in the cost of plant assets such as computing equipment. 

b. For each of the six numbered paragraphs, indicate which items should be included by Wilmet 
College in the total cost debited to its Computing Equipment account. Also briefly indicate the 
proper accounting treatment of those items that are not included in the cost of the equipment. 

c. Compute the total cost debited to the college’s Computing Equipment account. 

Prepare a journal entry at the end of the current year to record depreciation on the computing 
equipment. Wilmet College will depreciate this equipment by the straight-line method (half- 
year convention) over an estimated useful life of five years. Assume a zero residual value. 


108 PROBLEM 9.2A Swanson & Hiller, Inc., purchased a new machine on September 1, 2008 at a cost of $108,000. The 
Comparison of machine’s estimated useful life at the time of the purchase was five years, and its residual value 
195 | Straight-Line and was $8,000. 


Accelerated Methods 
Instructions 


eXec el a. Prepare a complete depreciation schedule, beginning with calendar year 2008, under each of 
the methods listed below (assume that the half-year convention is used): 
1. Straight-line. 
2. 200 percent declining-balance. 
3. 150 percent declining-balance, switching to straight-line when that maximizes the expense. 
b. Which of the three methods computed in part a is most common for financial reporting pur- 
poses? Explain. 


c. Assume that Swanson & Hiller sells the machine on December 31, 2011, for $28,000 cash. 
Compute the resulting gain or loss from this sale under each of the depreciation methods used 
in part a. Does the gain or loss reported in the company’s income statement have any direct 
cash effects? Explain. 


L01 PROBLEM 9.3A Smart Hardware purchased new shelving for its store on April 1, 2011. The shelving is expected 
Issues Involving to have a 20-year life and no residual value. The following expenditures were associated with the 
Alternative purchase: 

Log Depreciation Methods 


through 


Cost.of the ShelVING).:cc..c0ccseerins peceseeiies cig weeds Baw eOhee dake Pea ES $12,000 
Freight Chargess..csecnies ani ohne oboe enna aes dee ese da bo eeeages 520 

LU eXcel 
2 x SAlSS TAKS 55153 ibs sesesest ex wih acd hoe dius So deux cd deavsh csesk, aayetesa eta Sapa ayerd Sveagaeodye 780 
Installation of shelViNg).. .:..06.c00s0o.00e00. ee od hee ede eed eae eee oa kbiee d 2,700 
Cost to repair shelf damaged during installation .................... 0.2 eee eee. 400 


Instructions 
a. Compute depreciation expense for the years 2011 through 2013 under each depreciation 
method listed below: 
1. Straight-line, with fractional years rounded to the nearest whole month. 
2. 200 percent declining-balance, using the half-year convention. 
3. 150 percent declining-balance, using the half-year convention. 


b. Smart Hardware has two conflicting objectives. Management wants to report the highest pos- 
sible earnings in its financial statements, yet it also wants to minimize its taxable income 
reported to the IRS. Explain how both of these objectives can be met. 


c. Which of the depreciation methods applied in part a resulted in the lowest reported book value 
at the end of 2014? Is book value an estimate of an asset’s fair value? Explain. 
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d. Assume that Smart Hardware sold the old shelving that was being replaced. The old shelving 
had originally cost $9,000. Its book value at the time of the sale was $400. Record the sale of 
the old shelving under the following conditions: 


1. The shelving was sold for $1,200 cash. 
2. The shelving was sold for $200 cash. 


During the current year, Ramirez Developers disposed of plant assets in the following transactions: 


Feb. 10 Office equipment costing $26,000 was given to a scrap dealer at no charge. At the date 
of disposal, accumulated depreciation on the office equipment amounted to $25,800. 


Apr. 1 Ramirez sold land and a building to Claypool Associates for $900,000, receiving 
$100,000 cash and a five-year, 9 percent note receivable for the remaining balance. 
Ramirez’s records showed the following amounts: Land, $50,000; Building, $550,000; 
Accumulated Depreciation: Building (at the date of disposal), $250,000. 


Aug. 15 Ramirez traded in an old truck for a new one. The old truck had cost $26,000, and its 
accumulated depreciation amounted to $18,000. The list price of the new truck was 
$39,000, but Ramirez received a $10,000 trade-in allowance for the old truck and paid 
only $29,000 in cash. Ramirez includes trucks in its Vehicles account. 


Oct. 1 Ramirez traded in its old computer system as part of the purchase of a new system. The 
old system had cost $15,000, and its accumulated depreciation amounted to $11,000. 
The new computer’s list price was $8,000. Ramirez accepted a trade-in allowance of 
$500 for the old computer system, paying $1,500 down in cash and issuing a one-year, 
8 percent note payable for the $6,000 balance owed. 


Instructions 


a. Prepare journal entries to record each of the disposal transactions. Assume that depreciation 
expense on each asset has been recorded up to the date of disposal. Thus, you need not update 
the accumulated depreciation figures stated in the problem. 


b. Will the gains and losses recorded in part a above affect the gross profit reported in Ramirez’s 
income statement? Explain. 


c. Explain how the financial reporting of gains and losses on plant assets differs from the finan- 
cial reporting of unrealized gains and losses on marketable securities discussed in Chapter 7. 


During the current year, Black Corporation incurred the following expenditures which should be 
recorded either as operating expenses or as intangible assets: 


a. Expenditures were made for the training of new employees. The average employee remains 
with the company for five years, but is trained for a new position every two years. 


b. Black purchased a controlling interest in a vinyl flooring company. The expenditure resulted 
in the recording of a significant amount of goodwill. Black expects to earn above-average 
returns on this investment indefinitely. 


c. Black incurred large amounts of research and development costs in developing a dirt-resistant 
carpet fiber. The company expects that the fiber will be patented and that sales of the resulting 
products will contribute to revenue for at least 25 years. The legal life of the patent, however, 
will be only 20 years. 


d. Black made an expenditure to acquire the patent on a popular carpet cleaner. The patent had a 
remaining legal life of 14 years, but Black expects to produce and sell the product for only six 
more years. 


e. Black spent a large amount to sponsor the televising of the Olympic Games. Black’s intent 
was to make television viewers more aware of the company’s name and its product lines. 


Instructions 


Explain whether each of the above expenditures should be recorded as an operating expense or an 
intangible asset. If you view the expenditure as an intangible asset, indicate the number of years 
over which the asset should be amortized, if any. Explain your reasoning. 


Problem Set A 
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Kivi Service Stations is considering expanding its operations to include the greater Dubuque area. 
Rather than build new service stations in the Dubuque area, management plans to acquire existing 
service stations and convert them into Kivi outlets. 

Kivi is evaluating two similar acquisition opportunities. Information relating to each of these 
service stations is presented below: 


Joe’s 

Garage GasN’ Go 
Estimated normal rate of return on net assets ................00. 20% 20% 
Fair value of net identifiable assets ................0 cece eee eee $950,000 $980,000 
Actual average net income for past five years ................... 220,000 275,000 


Instructions 


a. Compute an estimated fair value for any goodwill associated with Kivi purchasing Joe’s 
Garage. Base your computation upon an assumption that successful service stations typically 
sell at about 9.25 times their annual earnings. 


b. Compute an estimated fair value for any goodwill associated with Kivi purchasing Gas N’ Go. 
Base your computation upon an assumption that Kivi’s management expects excess earnings 
to continue for four years. 


c. Many of Kivi’s existing service stations are extremely profitable. If Kivi acquires Joe’s 
Garage or Gas N’ Go, should it also record the goodwill associated with its existing locations? 
Explain. 


Millar, Inc., purchased a truck to use for deliveries and is attempting to determine how much 
depreciation expense would be recognized under three different methods. The truck cost $20,000 
and is expected to have a value of $4,000 at the end of its five-year life. The truck is expected to 
be used at the rate of 10,000 miles in the first year, 20,000 miles in the second and third years, and 
15,000 miles in the fourth and fifth years. 


Instructions 


a. Determine the amount of depreciation expense that will be recognized under each of the fol- 
lowing depreciation methods in the first and second years of the truck’s useful life. A full 
year’s depreciation will be recognized in the first year the truck is used. 


1. Straight-line. 
2. Double-declining-balance. 
3. Units-of-output (based on miles). 


b. Prepare the plant assets section of the balance sheet at the end of the second year of the asset’s 
useful life under the double-declining-balance method, assuming the truck is the only plant 
asset owned by Millar, Inc. 


c. By which of the three methods is it not possible to determine the actual amount of deprecia- 
tion expense prior to the end of each year? What uncertainty causes this to be true? 


During the current year, Rothchild, Inc., purchased two assets that are described as follows: 


Heavy Equipment 


Purchase price, $275,000. 
Expected to be used for 10 years, with a residual value at the end of that time of $50,000. 
Expenditures required to recondition the equipment and prepare it for use, $75,000. 


Patent 


Purchase price, $75,000. 
Expected to be used for five years, with no value at the end of that time. 
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Rothchild depreciates heavy equipment by the declining-balance method at 150 percent of the 
straight-line rate. It amortizes intangible assets by the straight-line method. At the end of two years, 
because of changes in Rothchild’s core business, it sold the patent to a competitor for $35,000. 


Instructions 


a. Compute the amount of depreciation expense on the heavy equipment for each of the first 
three years of the asset’s life. 


b. Compute the amount of amortization on the patent for each of the two years it was owned by 
Rothchild. 


c. Prepare the plant and intangible assets section of Rothchild’s balance sheet at the end of the 
first and second years. Also, calculate the amount of the gain or loss on the patent that would 
be included in the second year’s income statement. 


Problem Set B mconnect 


toi PROBLEM 9.1B Walker Motel recently purchased new exercise equipment for its exercise room. The following 


information refers to the purchase and installation of this equipment: 


Cra Determining the Cost 


of Plant Assets 1. The list price of the equipment was $40,000; however, Walker qualified for a “special dis- 
103 count” of $5,000. It paid $10,000 cash for the equipment, and issued a three-month, 12 percent 
note payable for the remaining balance. The note, plus accrued interest charges of $750, was 
paid promptly at the maturity date. 
2. In addition to the amounts described in 1, Walker paid sales taxes of $2,100 at the date of 
purchase. 
3. Freight charges for delivery of the equipment totaled $600. 
4. Installation and training costs related to the equipment amounted to $900. 
5. During installation, one of the pieces of equipment was accidentally damaged by an employee. 
It cost the motel $400 to repair this damage. 
6. As soon as the equipment was installed, the motel paid $3,200 to print brochures featuring the 
exercise room’s new, state-of-the-art exercise facilities. 

Instructions 

a. Inone sentence, make a general statement summarizing the nature of expenditures that qualify 
for inclusion in the cost of plant assets such as exercise equipment. 

b. For each of the six numbered paragraphs, indicate which items should be included by Walker 
in the total cost debited to its Equipment account. Also briefly indicate the proper accounting 
treatment of those items that are not included in the cost of the equipment. 

c. Compute the total cost debited to the motel’s Equipment account. 

d. Prepare a journal entry at the end of the current year to record depreciation on the exer- 
cise equipment. Walker Motel will depreciate this equipment by the straight-line method 
(half-year convention) over an estimated useful life of five years. Assume a zero residual 
value. 

108 PROBLEM 9.2B R&R, Inc., purchased a new machine on September 1, 2009, at a cost of $180,000. The machine’s 
Comparison of estimated useful life at the time of the purchase was five years, and its residual value was $10,000. 
LO5 Straight-Line and ; 
Accelerated Methods __ Instructions 


a. Prepare a complete depreciation schedule, beginning with calendar year 2009, under each of 
the methods listed below (assume that the half-year convention is used): 


1. Straight-line. 
2. 200 percent declining-balance. 
3. 150 percent declining-balance (not switching to straight-line). 


b. Which of the three methods computed in part a is most common for financial reporting 
purposes? Explain. 


Problem Set B 423 


c. Assume that R&R sells the machine on December 31, 2012, for $55,000 cash. Compute the 
resulting gain or loss from this sale under each of the depreciation methods used in part a. Does 
the gain or loss reported in the company’s income statement have any direct cash effects? Explain. 


loi PROBLEM 9.3B Davidson, DDS, purchased new furniture for its store on May 1, 2011. The furniture is expected 
issues Involving to have a 10-year life and no residual value. The following expenditures were associated with the 
through A iternative purchase: 
193 Depreciation ; 
Methods Costof the furniture: isco canvas bo G a Rae wad baw ed we ee OEE ewes $11,000 
Freight Charges: sags aadkatae eae Ae hae eae edo a ean eo bad 375 
LO5 SAIS MAKES” cg eg kd ke Wandin sd ate eS) Gh oh Sn da ho ws Blade bes eae ee dlah dees dee 550 
Installation: Of fUMMMtUTe: bso cue oe, Son eee i drink ae She OU Bee ne 75 
Cost to repair furniture damaged during installation ..................0... 400 

Instructions 

a. Compute depreciation expense for the years 2011 through 2014 under each depreciation 
method listed below: 

1. Straight-line, with fractional years rounded to the nearest whole month. 
2. 200 percent declining-balance, using the half-year convention. 
3. 150 percent declining-balance, using the half-year convention. 

b. Davidson, DDS, has two conflicting objectives. Management wants to report the highest pos- 
sible earnings in its financial statements, yet it also wants to minimize its taxable income 
reported to the IRS. Explain how both of these objectives can be met. 

c. Which of the depreciation methods applied in part a resulted in the lowest reported book value 
at the end of 2014? Is book value an estimate of an asset’s fair value? Explain. 

d. Assume that Davidson, DDS, sold the old furniture that was being replaced. The old furniture 
had originally cost $3,000. Its book value at the time of the sale was $400. Record the sale of 
the old furniture under the following conditions: 

1. The furniture was sold for $600 cash. 
2. The furniture was sold for $300 cash. 
l05 PROBLEM 9.4B During the current year, Blake Construction disposed of plant assets in the following transactions: 
Disposal of Plant Jan. 6 Equipment costing $18,000 was given to a scrap dealer at no charge. At the date of 
Assets disposal, accumulated depreciation on the office equipment amounted to $16,800. 


Mar. 3 Blake sold land and a building for $800,000, receiving $100,000 cash and a five-year, 
12 percent note receivable for the remaining balance. Blake’s records showed the 
following amounts: Land, $50,000; Buildings, $680,000; Accumulated Depreciation: 
Building (at the date of disposal), $250,000. 


Jul.10 Blake traded in an old truck for a new one. The old truck had cost $26,000, and its 
accumulated depreciation amounted to $22,000. The list price of the new truck was 
$37,000, but Blake received a $12,000 trade-in allowance for the old truck and paid 
only $25,000 in cash. Blake includes trucks in its Vehicles account. 


Sept.3 Blake traded in its old computer system as part of the purchase of a new system. The 
old system had cost $12,000, and its accumulated depreciation amounted to $9,000. 
The new computer’s list price was $10,000. Blake accepted a trade-in allowance of 
$400 for the old computer system, paying $1,000 down in cash and issuing a one-year, 
10 percent note payable for the $8,600 balance owed. 


Instructions 


a. Prepare journal entries to record each of the disposal transactions. Assume that depreciation 
expense on each asset has been recorded up to the date of disposal. Thus you need not update 
the accumulated depreciation figures stated in the problem. 


b. Will the gains and losses recorded in part a above affect the gross profit reported in Blake’s 
income statement? Explain. 


c. Explain how the financial reporting of gains and losses on plant assets differs from the finan- 
cial reporting of unrealized gains and losses on marketable securities discussed in Chapter 7. 
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During the current year, Omega Products Corporation incurred the following expenditures which 
should be recorded either as operating expenses or as intangible assets: 


a. Expenditures were made for the training of new employees. The average employee remains 
with the company for five years, but is trained for a new position every two years. 


b. Omega purchased a controlling interest in a wallpaper company. The expenditure resulted in 
recording a significant amount of goodwill. Omega expects to earn above-average returns on 
this investment indefinitely. 


c. Omega incurred large amounts of research and development costs in developing a superior 
product. The company expects that it will be patented and that sales of the resulting products 
will contribute to revenue for at least 40 years. The legal life of the patent, however, will be only 
20 years. 


d. Omega made an expenditure to acquire the patent on a whatsa. The patent had a remaining legal 
life of 10 years, but Omega expects to produce and sell the product for only four more years. 


e. Omega spent a large amount to sponsor the televising of the World Series. Omega’s intent was 
to make television viewers more aware of the company’s name and product lines. 


Instructions 

Explain whether each of the above expenditures should be recorded as an operating expense or an 
intangible asset. If you view the expenditure as an intangible asset, indicate the number of years 
over which the asset should be amortized. Explain your reasoning. 


Jell Stores is considering expanding its operations to include the greater Boston area. Rather than 
build new stores in the Boston area, management plans to acquire existing stores and convert them 
into Jell outlets. 

Jell is evaluating two similar acquisition opportunities. Information relating to each of these 
stores is presented below: 


Carnie’s Mell’s 


Estimated normal rate of return on net assets ................05. 20% 20% 
Fair market value of net identifiable assets ................0.00. $900,000 $980,000 
Actual average net income for past five years ................... 250,000 280,000 


Instructions 


a. Compute an estimated fair value for any goodwill associated with Jell purchasing Carnie’s. 
Base your computation upon an assumption that successful stores of this type typically sell at 
about 10 times their annual earnings. 


b. Compute an estimated fair value for any goodwill associated with Jell purchasing Mell’s. 
Base your computation upon an assumption that Jell’s management wants to generate a target 
return on investment of 35 percent. 


c. Many of Jell’s existing stores are extremely profitable. If Jell acquires Carnie’s or Mell’s, 
should it also record the goodwill associated with its existing locations? Explain. 


Wilson, Inc., purchased a truck to use for deliveries and is attempting to determine how much 
depreciation expense would be recognized under three different methods. The truck cost $24,000 
and is expected to have a value of $6,000 at the end of its six-year life. The truck is expected to be 
used at the rate of 15,000 miles in the first year, 20,000 miles in the second and third years, and 
12,000 miles in the fourth, fifth, and sixth years. 


Instructions 


a. Determine the amount of depreciation expense that will be recognized under each of the fol- 
lowing depreciation methods in the first and second years of the truck’s useful life. A full 
year’s depreciation will be recognized in the first year the truck is used. 


1. Straight-line. 
2. Double-declining-balance. 


3. Units-of-output (based on miles). 
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b. Prepare the plant assets section of the balance sheet at the end of the second year in the asset’s 
useful life under the units-of-output method, assuming the truck is the only plant asset owned 
by Wilson, Inc. 


c. By which of the three methods is it not possible to determine the actual amount of deprecia- 
tion expense prior to the end of each year? What uncertainty causes this to be true? 


102 PROBLEM 9.8B During the current year, Rodgers Company purchased two assets that are described as follows: 
Disposal of Plant and 
193 «Intangible Assets Heavy Equipment 
Purchase price, $550,000. 
LOS Expected to be used for 10 years, with a residual value at the end of that time of $70,000. 


Expenditures required to recondition the equipment and prepare it for use, $120,000. 
Patent 


Purchase price, $80,000. 
Expected to be used for six years, with no value at the end of that time. 


Rodgers depreciates heavy equipment by the declining-balance method at 200 percent of the 
straight-line rate. It amortizes intangible assets by the straight-line method. At the end of two years, 
because of changes in Rodgers’s core business, it sold the patent to a competitor for $40,000. 


Instructions 
a. Compute the amount of depreciation expense on the heavy equipment for each of the first 
three years of the asset’s life. 


b. Compute the amount of amortization on the patent for each of the two years it was owned by 
Rodgers. 


c. Prepare the plant and intangible assets section of Rodgers’s balance sheet at the end of the first 
and second years. Also, calculate the amount of the gain or loss on the patent that would be 
included in the second year’s income statement. 


Critical Thinking Cases 


log CASE 9.1 Mickey Gillespie is the controller of Print Technologies, a publicly owned company. The company 
Are Useful Lives is experiencing financial difficulties and is aggressively looking for ways to cut costs. 
“Flexible”? Suzanne Bedell, the CEO, instructs Gillespie to lengthen from 5 to 10 years the useful life used 


in computing depreciation on certain special-purpose machinery. Bedell believes that this change 
represents a substantial cost savings, as it will reduce the depreciation expense on these assets by 
nearly one-half. 


Note: The proposed change affects only the depreciation expense recognized in financial state- 
ments. Depreciation deductions in income tax returns will not be affected. 


Instructions 


a. Discuss the extent to which Bedell’s idea will, in fact, achieve a cost savings. Consider the 
effects on both net income and cash flows. 


b. Who is responsible for estimating the useful lives of plant assets? 


Discuss any ethical issues that Gillespie should consider with respect to Bedell’s instructions. 


loi CASE 9.2 Martin Myers owns Myers Construction Co. The company maintains accounting records for the 
Departures from purposes of exercising control over its construction activities and meeting its reporting obligations 
GAAP —Are They regarding payrolls and income tax returns. As it has no other financial reporting obligations, Myers 
Ethical? does not prepare formal financial statements. 


The company owns land and several other assets with current market values well in excess of 
their historical costs. Martin Myers directs the company’s accountant, Maureen O’ Shaughnessey, 
to prepare a balance sheet in which assets are shown at estimated market values. Myers says this 
type of balance sheet will give him a better understanding of where the business stands. He also 
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thinks it will be useful in obtaining bank loans, as loan applications always ask for the estimated 
market values of real estate owned. 


Instructions 


a. Would the financial statements requested by Martin Myers be in conformity with generally 
accepted accounting principles? 


b. Is Myers Construction under any legal or ethical obligation to prepare financial statements 
that do conform to generally accepted accounting principles? 


c. Discuss any ethical issues that O’Shaughnessey should consider with respect to Myers’s 
request. 


The following is a note accompanying a recent financial statement of International Paper 
Company: 


Plant, Properties, and Equipment 

Plant, properties, and equipment are stated at cost less accumulated depreciation. Expenditures for 
betterments are capitalized, whereas normal repairs and maintenance are expensed as incurred. The 
units-of-production method of depreciation is used for major pulp and paper mills, and the straight- 
line method is used for other plants and equipment. Annual straight-line depreciation rates are, for 
buildings—2 percent to 8% percent, and for machinery and equipment—S percent to 33 percent. 


Instructions 


a. Are the depreciation methods used in the company’s financial statements determined by cur- 
rent income tax laws? If not, who is responsible for selecting these methods? Explain. 


b. Does the company violate the consistency principle by using different depreciation methods 
for its paper mills and wood products facilities than it uses for its other plant and equipment? 
If not, what does the principle of consistency mean? Explain. 


c. What is the estimated useful life of the machinery and equipment being depreciated with a 
straight-line depreciation rate of: 


1. 5 percent. 
2. 33 percent (round to the nearest year). 
Who determines the useful lives over which specific assets are to be depreciated? 


d. Why do you think the company uses accelerated depreciation methods for income tax pur- 
poses, rather than using the straight-line method? 


One of your responsibilities as division manager of an important component of Roxby Industries 
is to oversee accounting for the division. One of the issues you grapple with on an almost continu- 
ous basis is whether particular costs should be expensed immediately or whether they should be 
capitalized. The company has an accounting policy manual that includes a section on this topic, but 
it is rather vague in this regard. It simply says that if a cost benefits multiple accounting periods, 
the cost should be capitalized; otherwise, that cost should be expensed immediately. It also makes a 
brief reference to materiality by stating that, if a cost is sufficiently small, it should be immediately 
expensed despite the fact that it may benefit multiple accounting periods. No additional guidance 
is provided with regard to how these general concepts should be applied. 

Over several years you have noticed a tendency of your staff to capitalize rather than expense 

more costs. While you and your coworkers in the division do not receive a bonus or other direct 
compensation that is tied to your division’s performance, you know that upper management moni- 
tors carefully the financial performance of divisions. From time to time in various meetings and 
in written correspondence, comments are made praising individuals and divisions of the company 
for their positive financial performance. In fact, within your division you have done the same when 
you meet with your employees and either compliment them for strong financial performance or 
express concern about weak financial performance. 
Roxby Industries has a code of professional conduct that is shown to employees when they are 
hired. Within that code are references to personal integrity and the responsibility of employees to 
carry out company policy and not engage in activities that benefit themselves at the expense of the 
company. Like the accounting policies referred to above, there is no guidance on how this general 
principle might be carried out. 
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Instructions 


a. What behavior may your comments in meetings with your employees, or the comments made 
to you from upper management, be motivating in terms of the continuous decisions that are 
being made about capitalizing and expensing costs? 

b. What steps might you take to ensure that you and the employees in your division are not tak- 
ing actions that they should not take in light of the company’s accounting policies and code of 
professional conduct? 


The pharmaceutical industry spends billions of dollars each year on research and development. 
Rather than capitalize these R&D expenditures as intangible assets, companies are required to 
charge them to expense in the year incurred. 

Perform a keyword search of Pharmaceutical Companies using the search engine of your choice 
(e.g., Yahoo, Google). 


Your search will result in a list of companies that research and develop pharmaceutical products. 
Select three of these companies and obtain their 10-K reports using the SEC’s EDGAR system or 
going directly to the Web sites of the companies you choose. 


Instructions 
a. For each of the companies you selected, determine: 

1. Total R&D expense for the most current year. 

2. Total R&D expense as a percentage of total operating costs and expenses. 
3. Total R&D expense as a percentage of net sales. 
4 


The percentage by which operating income would have increased had the entire R&D 
expenditure been recorded as an intangible asset instead of being charged to expense. 
b. Using information from the 10-K reports, summarize briefly the kinds of drugs being 
researched and developed by each of these companies. To a potential investor, which company 
appears to be the most innovative and promising? Explain. 


Internet sites are time and date sensitive. It is the purpose of these exercises to have you explore 
the Internet. You may need to use the Yahoo! search engine http://www.yahoo.com (or another 
favorite search engine) to find a company’s current Web address. 


Answers to Self-Test Questions 


1. _c (Depreciation is not recorded on inventory.) 2c 3. d, $1,800 [2010 depreciation = 
$10,000 X 20% X 4 = $1,000; 2011 depreciation = ($10,000 — $1,000) x 20% = $1,800] 
4. c,d 5. a ($22,000 selling price — $17,000 book value = $5,000 gain; $50,000 cost — 
$17,000 book value = $33,000 accumulated depreciation) 6. c 


CHAPTER 10 


Liabilities 


AFTER STUDYING THIS CHAPTER, YOU 
SHOULD BE ABLE TO: 


101 Define /iabilities and distinguish between 
current and long-term liabilities. 


102 Account for notes payable and interest 
expense. 


103 Describe the costs and the basic accounting 
activities relating to payrolls. 


104 Prepare an amortization table allocating 
payments between interest and principal. 


L105 Describe corporate bonds and explain the tax 
advantage of debt financing. 


LOG Account for bonds issued at a discount or 
premium. 


107. ~_—~-Explain the concept of present value as it 
relates to bond prices. 


Los Explain how estimated liabilities, loss 
contingencies, and commitments are 
disclosed in financial statements. 


LO9 Evaluate the safety of creditors’ claims. 


L010 Describe reporting issues related to leases, 
postretirement benefits, and deferred taxes. 
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Buying items on credit has never been easier. Each day, large retailers and 
credit card companies seem to encourage consumers to go deeper and 
deeper into debt. Add to credit card debt other long-term obligations— 
such as home mortgages and automobile loans—and it’s no wonder that 
payments on total household debt consume the majority of total disposable 
income in the United States. 

Large corporations also have jumped on the bandwagon in recent years 
by issuing more debt than ever to finance expansion and acquisitions. The 
tremendous debt service costs associated with corporate borrowing can 
require a significant portion of a company’s operating cash flows. 

Consider, for example, DuPont. In the 2009 balance sheet, DuPont 
reports total liabilities over $30.5 billion in comparison to total stockholders’ 
equity of only approximately $7.7 billion. The company’s heavy reliance on 
debt financing burdens the company with billions of dollars in debt service 
costs annually. Notes accompanying DuPont’s recent financial statements 
indicate management’s intent to reduce current debt levels to improve the 
company’s overall financial flexibility. Other major corporations are likely to 


do the same. 
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current and long-term 
liabilities. 


Chapter 10 Liabilities 


Creditors and investors evaluate carefully the liabilities appearing in financial reports. 
Understanding short-term versus long-term debt is important for managers choosing how to 
finance their businesses. This chapter provides a basic understanding of concepts related to 
liabilities and describes how liabilities are recorded and later presented in the financial state- 
ments. In addition, the impact of debt on various financial ratios is illustrated. 


THE NATURE OF LIABILITIES 


Liabilities may be defined as debts or obligations arising from past transactions or events 
that require settlement at a future date. All liabilities have certain characteristics in common; 
however, the specific terms of different liabilities, and the rights of the creditors, vary greatly. 


Distinction between Debt and Equity Businesses have two basic sources of 
financing: liabilities and owners’ equity. Liabilities differ from owners’ equity in several 
respects. The feature that most clearly distinguishes the claims of creditors from owners’ 
equity is that all liabilities eventually mature—that is, they come due. Owners’ equity does 
not mature. The date on which a liability comes due is called the maturity date.! 

Although all liabilities eventually mature, their maturity dates vary. Some liabilities are so 
short in term that they are paid before the financial statements are prepared. Long-term liabili- 
ties, in contrast, may not mature for many years. The maturity dates of key liabilities may be 
a critical factor in the solvency of a business. 

The providers of borrowed capital are creditors of the business, not owners. As creditors, 
they have financial claims against the business but usually do not have the right to control 
business operations. The traditional roles of owners, managers, and creditors may be modi- 
fied, however, in an indenture contract. Creditors sometimes insist on being granted some 
control over business operations as a condition of making a loan, particularly if the business 
is in poor financial condition. Indenture contracts may impose such restrictions as limits on 
management salaries and on dividends, and may require the creditor’s approval for additional 
borrowing or for large capital expenditures. 

The claims of creditors have legal priority over the claims of owners. If a business ceases 
operations and liquidates, creditors must be paid in full before any distributions are made to 
the owners. The relative security of creditors’ claims, however, can vary among the credi- 
tors. Sometimes the borrower pledges title to specific assets as collateral for a loan. If the 
borrower defaults on a secured loan, the creditor may foreclose on the pledged assets. Assets 
that have been pledged as security for loans should be identified in notes accompanying the 
borrower’s financial statements. 

Liabilities that are not secured by specific assets are termed general credit obligations. The 
priorities of general credit obligations vary with the nature of the liability and the terms of 
indenture contracts. 


Many Liabilities Bear Interest Many long-term liabilities, and some short-term 
ones, require the borrower to pay interest. Only interest accrued as of the balance sheet date 
appears as a liability in the borrower’s balance sheet. The borrower’s obligation to pay interest 
in future periods sometimes is disclosed in the notes to the financial statements, but it is not 
shown as an existing liability. 


Estimated Liabilities | Most liabilities are for a definite dollar amount, clearly stated 
by contract. Examples include notes payable, accounts payable, and accrued expenses, such 
as interest payable and salaries payable. In some cases, however, the dollar amount of a liabil- 
ity must be estimated at the balance sheet date. 


' Some liabilities are due on demand, which means that the liability is payable upon the creditor’s request. 
Liabilities due on demand may come due at any time and are classified as current liabilities. 


Current Liabilities 


Estimated liabilities have two basic characteristics: The liability is known to exist, but the 
precise dollar amount cannot be determined until a later date. For instance, the automobiles 
sold by most automakers are accompanied by a warranty obligating the automaker to replace 
defective parts for a period of several years. As each car is sold, the automaker incurs a liabil- 
ity to perform any work that may be required under the warranty. The dollar amount of this 
liability, however, can only be estimated. 


Current Liabilities 


Current liabilities are obligations that must be paid within one year or within the operating 
cycle, whichever is longer. Another requirement for classification as a current liability is the 
expectation that the debt will be paid from current assets (or through the rendering of ser- 
vices). Liabilities that do not meet these conditions are classified as long-term or noncurrent 
liabilities. 

The time period used in defining current liabilities parallels that used in defining current 
assets. The amount of working capital (current assets less current liabilities) and the current 
ratio (current assets divided by current liabilities) are valuable indicators of a company’s abil- 
ity to pay its debts in the near future. 

Among the most common examples of current liabilities are accounts payable, short-term 
notes payable, the current portion of long-term debt, accrued liabilities (such as interest pay- 
able, income taxes payable, and payroll liabilities), and unearned revenue. 


ACCOUNTS PAYABLE 


Accounts payable often are subdivided into the categories of trade accounts payable and other 
accounts payable. Trade accounts payable are short-term obligations to suppliers for pur- 
chases of merchandise. Other accounts payable include liabilities for any goods and services 
other than merchandise. 

Technically, the date at which a trade account payable comes into existence depends on 
whether goods are purchased F.0.B. (free on board) shipping point or F.O.B. destination. 
Under F.O.B. shipping point, a liability arises and title to the goods transfers when the mer- 
chandise is shipped by the supplier. Under F.O.B. destination, a liability does not arise and 
title of ownership does not transfer until the goods are received by the buyer. However, unless 
material amounts of merchandise are purchased on terms F.0O.B. shipping point, most com- 
panies follow the convenient practice of recording trade accounts payable when merchandise 
is received. 


NOTES PAYABLE 


Notes payable are issued whenever bank loans are obtained. Other transactions that may give 
rise to notes payable include the purchase of real estate or costly equipment, the purchase of 
merchandise, and the substitution of a note for a past-due account payable. 

Notes payable usually require the borrower to pay an interest charge. Normally, the interest 
rate is stated separately from the principal amount of the note.” 

To illustrate, assume that on November 1, Porter Company borrows $10,000 from its bank 
for a period of six months at an annual interest rate of 12 percent. Six months later on May 1, 
Porter Company will have to pay the bank the principal amount of $10,000, plus $600 inter- 
est ($10,000 X .12 X 2). As evidence of this loan, the bank will require Porter Company to 
issue a note payable similar to the one in Exhibit 10-1. 


> An alternative is to include the interest charges in the face amount of the note. This form of note is seldom 
used today, largely because of the disclosure requirements under “truth-in-lending” laws. 
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Exhibit 10-1 
A NOTE PAYABLE 


Xs The liability is recorded at 


the face amount of the note 


es A liability for interest 
accrues day by day 


Xs Payment of principal and 
interest 
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(OFT) Medison tei ora Ee ret ie hae tee catenin chek Shee tote meine eaters tates 10,000 
Notes! Ravablo: sensistcctennau cscs tucaneie auc tener bee eter enue 10,000 
Borrowed $10,000 for 6 months at 12% interest per year. 


Notice that no liability is recorded for the interest charges when the note is issued. At the date 
that money is borrowed, the borrower has a liability only for the principal amount of the loan; 
the liability for interest accrues day by day over the life of the loan. At December 31, two 
months’ interest expense has accrued, and the following year-end adjusting entry is made: 


IMLGFESTIEXPONS Cos secesec cree ceraepe es heescere gen teseraaie arta emeaseeueeceeayira woe eemeeraeereree a 200 
Interest! Payable ar. shen stasis aie en Nabe cus a apeiae ea a aeane cleo 200 


To record interest expense incurred through year-end on 12%, 
6-month note dated Nov. 1 ($10,000 x 12% x %412 = $200). 


For simplicity, we will assume that Porter Company makes adjusting entries only at 
year-end. Thus, the entry on May | to record payment of the note will be: 


Notes'Payable ba) cant cana ticcoe vest cael pick vac ISNe tee ee ae eecmuReis are setae 10,000 
InterestiPayablesc acters ee one cktsteytaerretasroaunar ch entpunsn ery Neate Ana aera oi 200 
INLEKESHIEXPEMSC tas, ciherseqaserycpenswcbe omc ceetsiie eesreomic vey east areiceh syee (arses yeue ostream 400 

Gash Beh he he eee Sree ean eee eee Rie eee ocean oR SU nS 10,600 


To record payment of 12%, 6-month note on maturity 
date and to recognize interest expense accrued since 
Jan. 1 ($10,000 x 12% x “2 = $400). 


If Porter Company paid this note prior to May 1, interest charges usually would be 
computed only through the date of early payment.’ 


THE CURRENT PORTION OF LONG-TERM DEBT 


Some long-term debts, such as mortgage loans, are payable in a series of monthly or quar- 
terly installments. In these cases, the principal amount due within one year (or the operating 


3 Computing interest charges only through the date of payment is the normal business practice. However, some 
notes are written in a manner requiring the borrower to pay interest for the full term of the note even if payment 
is made early. Borrowers should look carefully at these terms. 


Current Liabilities 


cycle) is regarded as a current liability, and the remainder of the obligation is classified as a 
long-term liability. 

As the maturity date of a long-term liability approaches, the obligation eventually becomes 
due within the current period. Long-term liabilities that become payable within one year of 
the balance sheet date are reclassified in the balance sheet as current liabilities.* Changing the 
classification of a liability does not require a journal entry; the obligation is simply shown in 
a different section of the balance sheet. 


ACCRUED LIABILITIES 


Accrued liabilities arise from the recognition of expenses for which payment will be made 
in a future period. Thus accrued liabilities also are called accrued expenses. Examples of 
accrued liabilities include interest payable, income taxes payable, and a number of liabilities 
relating to payrolls. As accrued liabilities stem from the recording of expenses, the matching 
principle governs the timing of their recognition. 

All companies incur accrued liabilities. In most cases, however, these liabilities are paid at 
frequent intervals. Therefore, they usually do not accumulate to large amounts. In a balance 
sheet, small amounts of accrued liabilities are sometimes included in the amount shown as 
accounts payable. 


PAYROLL LIABILITIES 


The preparation of a payroll is a specialized accounting function beyond the scope of this 
text. But we believe that every student should have some understanding of the various costs 
associated with payrolls. Employers must compute, record, and pay a number of costs in 
addition to the wages and salaries owed to employees. In fact, the total wages and salaries 
expense (or gross pay) represents only the starting point of payroll computations. 

To illustrate, assume that Fulbright Medical Lab employs 20 highly skilled employees. If 
monthly wages for this workforce in January were $100,000, the total payroll costs incurred 
by this employer would actually be much higher, as shown in Exhibit 10-2. 


Grossipay (Wages expense) tera xcresesse sees acne wovyoe sauleventasy Awesieovusia smo auerne $100,000 
Soclalisecunityzand MedicaleitaxcSinne stein e ieee tree 7,650 
Federal and state unemployment taxes ..............-. 00 ee ee eee eee eee 6,200 
Workerse@ompensationiIMSUlalGC meet nee senr try ny ieee ter tet en nena 4,000 
Group health and life insurance benefits .....................--+.-+---ee- 6,000 
Employee'pensioniplanibenetitsi sc amac car ace ce ns rae e come e cease 9,500 

VOR! Perel CONS OP CENMWAIM aacancsoocnannandnpanooageaneaneaooaaas $133,350 


The amounts in Exhibit 10-2 shown in red are payroll taxes and insurance premiums 
required by law. Costs shown in green currently are not required by law but often are included 
in the total compensation package provided to employees at the discretion of the employer. 

In our example, total payroll-related costs exceed wages expense by more than 30 percent. 
This relationship will vary from one employer to another, but our illustration is typical of 
many payrolls. 


Payroll Taxes and Mandated Costs All employers must pay Social Security and 
Medicare taxes on the wages or salary paid to each employee. The percentages of the employee’s 
earnings subject to these taxes vary from year to year. Federal unemployment taxes apply only to 
the first set dollar amount earned by each employee during the year (state unemployment taxes 
may vary). Thus these taxes tend to drop off dramatically as the year progresses. 


4 Exceptions are made to this rule if the liability will be refinanced (that is, extended or renewed) on a long-term 
basis and certain specific conditions are met or if a special sinking fund has been accumulated for the purpose of 
repaying this obligation. In these cases, the debt remains classified as a long-term liability, even though it will 
mature within the current period. 
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Exhibit 10-2 


THE COMPUTATION OF 
TOTAL PAYROLL COSTS 
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Exhibit 10-3 


COMPUTATION OF 
EMPLOYEE 
TAKE-HOME PAY 


Employers act as tax 
collectors by withholding 


taxes from their employees 
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Workers’ compensation is a state-mandated program that provides insurance to employ- 
ees against job-related injury. Like most other insurance policies, the premiums are generally 
paid in advance by debiting a current asset account, Prepaid Workers’ Compensation Insur- 
ance, and by crediting Cash. The premiums vary greatly by state and by occupational classifi- 
cation. In some high-risk industries (for example, roofers), workers’ compensation premiums 
may exceed 50 percent of the employees’ wages. 


Other Payroll- Related Costs Many employers pay some or all of the costs of 
health and life insurance for their employees and their family members, as well as make 
contributions to employee pension plans. Contributions to employee pension plans, if any, 
vary greatly among employers. 


Amounts Withheld from Employees’ Pay Thus far, our illustration has speci- 
fied only those taxes and other mandated costs levied on the employer. Employees, too, incur 
taxes on their earnings. In addition to federal and state income taxes, employees share in 
paying Social Security and Medicare taxes.> Employers must withhold these amounts from 
their employees’ pay and forward them directly to the appropriate tax authorities.° (The net 
amount of cash actually paid to employees after all required withholdings have been made is 
often referred to as the employees’ take-home pay.) 

In our illustration, Fulbright Medical Lab’s 20 employees earned gross wages of 
$100,000 in January. Their take-home pay will be significantly less than the gross amount, 
as shown in Exhibit 10-3, using assumed numbers for state and federal income tax 
withholdings. 


Grossipay (WageSsiexpenSe)) hss. cee catani weomveys) senting con wtaesusne Gest ee $100,000 

Less: 

SHENG Ineelins eo WHUNIMONCIINGES .ccocncnonaasnccnesneonsngnnoenacesacncer (2,350) 

esto le{eel] [intovolankes Were M MMOH Soe aaancdnaanansopronanedanaadananans (22,500) 

Social Security and Medicare tax withholdings .........................-. (7,650) 
Employee take-home pay for January......................+2-2-0--0e- $ 67,500 


It is important to realize that amounts withheld from employees’ pay do not represent taxes 
on the employer. The amounts withheld are simply a portion of the gross wages and salaries 
expense that must be sent directly to the tax authorities, rather than paid to the employees. In 
essence, the employer is required by law to act as the tax collector. In the employer’s balance 
sheet, these withholdings represent current liabilities until they are forwarded to the proper 
tax authorities, but they do not represent payroll taxes of the employer. 


Recording Payroll Activities Let us conclude our illustration of Fulbright Medical 
Lab by making the necessary entries to record its payroll activities. In Exhibit 10—2, the lab’s 
total payroll costs for January were computed as $133,350. Of this amount, $100,000 repre- 
sented gross wages earned by employees, $17,850 represented employer payroll taxes and 
other mandated costs (shown in red), and $15,500 represented other employee benefits paid 
for by the employer (shown in green). The accounting for these three amounts by Fulbright 
Medical Lab is summarized in Exhibit 10-4. 


5 Social Security and Medicare taxes are levied on employees at the same percentage rate as levied upon 
employers. Thus, total Social Security and Medicare taxes amount to more than 15 percent of gross wages and 
salaries. There is a cap on the portion of an employee’s earnings that is subject to Social Security taxes. There is 
no cap on employee wages or salaries subject to Medicare taxes. 

® In many companies, employers make additional withholdings when their employees share in paying for the 
cost of health insurance, life insurance, retirement contributions, and other fringe benefits. 


Long-Term Liabilities 


A. Record gross wages, employee withholdings, and employee take-home pay 
(withholdings and take-home pay figures taken from Exhibit 10-3). 


WaAGeSiEXDONSexrere-cacyerevensaees vo acece-ea sates wach sv sipeicuckvtusecoaseceesonmpens ae meee teas 100,000 
State!lncomelaxiRayable br vass ae ese case suas cease sushi 2,350 
FederalllncomemiaxcRayabblo: ie scnceuseresneisiueunera aeateres sae cerer cen eee 22,500 
Social Security and Medicare Taxes Payable................... 7,650 
@ashi(orWagesiPayable) ite. sos res re wy sisienaierse us evereconeorter ante 67,500 


To record gross wages, employee withholdings, and employee 
take-home pay. 


B. Record employer’s payroll tax expense (red figures taken from Exhibit 10-2). 


Payrollitraxc;ExpenSese en 'ercriere srs mere acer oecatese ye er horn eat 17,850 
Social Security and Medicare Taxes Payable................... 7,650 
Federal and State Unemployment Taxes Payable .............. 6,200 
Prepaid Workers’ Compensation Insurance ................... 4,000 


To record employer payroll tax expense, $4,000 of which is the 
expiration of prepaid workers’ compensation insurance premiums. 


C. Record employee benefit expenses (green figures taken from Exhibit 10-2). 


Employee Health and Life Insurance Expense...................... 6,000 
PensioniRuUnGi Expense: sneer nia ee a aya so rye ee 9,500 
Prepaid Employee Health and Life Insurance ................. 6,000 
Cashi(omRensiomBenetitsieayable)eeessnn siete esr steer nenseene 9,500 


To record employee benefit expenses, $6,000 of which is the 
expiration of prepaid employee health and life insurance premium. 


UNEARNED REVENUE 


A liability for unearned revenue arises when a customer pays in advance. Upon receipt of an 
advance payment from a customer, the company debits Cash and credits a liability account 
such as Unearned Revenue or Customers’ Deposits. As the services are rendered to the cus- 
tomer, an entry is made debiting the liability account and crediting a revenue account. Notice 
that the liability for unearned revenue normally is satisfied by rendering services to the credi- 
tor, rather than by making cash payments. 

Unearned revenue ordinarily is classified as a current liability because activities involved 
in earning revenue are part of the business’s normal operating cycle. 


Long-Term Liabilities 


Long-term obligations usually arise from major expenditures, such as acquisitions of plant 
assets, the purchase of another company, or refinancing an existing long-term obligation that 
is about to mature. Thus, transactions involving long-term liabilities are relatively few in 
number but often involve large dollar amounts. In contrast, current liabilities usually arise 
from routine operating transactions. 

Many businesses regard long-term liabilities as an alternative to owners’ equity as a 
source of permanent financing. Although long-term liabilities eventually mature, they 
often are refinanced—that is, the maturing obligation simply is replaced with a new long- 
term liability. As a result, the financing becomes a permanent part of the financing of the 
business. 


MATURING OBLIGATIONS INTENDED TO BE REFINANCED 


One special type of long-term liability is an obligation that will mature in the current period 
but that is expected to be refinanced on a long-term basis. For example, a company may 


Exhibit 10-4 


PAYROLL ACTIVITIES 
RECORDED BY THE 
EMPLOYER 


435 


436 


Learning Objective 


LO4 


Prepare an amortization 
table allocating payments 
between interest and 
principal. 
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have a bank loan that comes due each year but is routinely extended for the following year. 
Both the company and the bank may intend for this arrangement to continue on a long-term 
basis. 

If management has both the intent and the ability to refinance soon-to-mature obligations 
on a long-term basis, these obligations are classified as long-term liabilities. In this situation, 
the accountant looks to the economic substance of the situation rather than to its legal form. 

When the economic substance of a transaction differs from its legal form or its outward 
appearance, financial statements should reflect the economic substance. Accountants sum- 
marize this concept with the phrase “Substance takes precedence over form.” Today’s busi- 
ness world is characterized by transactions of ever-increasing complexity. Recognizing those 
situations in which the substance of a transaction differs from its form is one of the greatest 
challenges confronting the accounting profession. 


INTERNATIONAL 


It is typical in Japan for short-term debt to have lower interest rates than long-term debt. 
Thus, Japanese managers find short-term debt more attractive than long-term debt. In 
addition, banks are happy to renew these loans because this allows them to adjust the 
interest rates to changing market conditions. Thus, short-term debt in Japan works like 
long-term debt elsewhere. In fact, the use of short-term debt to finance long-term assets 
appears to be the rule, not the exception, in Japan. 


INSTALLMENT NOTES PAYABLE 


Purchases of real estate and certain types of equipment often are financed by the issuance of 
long-term notes that call for a series of installment payments. These payments (often called 
debt service) may be due monthly, quarterly, semiannually, or at any other interval. If these 
installments continue until the debt is completely repaid, the loan is said to be “fully amor- 
tizing.’ Often, however, installment notes contain a due date at which the remaining unpaid 
balance is to be repaid in a single “balloon” payment. 

Some installment notes call for installment payments equal to the periodic interest charges 
(an “interest only” note). Under these terms, the principal amount of the loan is payable at 
a specified maturity date. More often, however, the installment payments are greater than 
the amount of interest accruing during the period. Thus, only a portion of each installment 
payment represents interest expense, and the remainder of the payment reduces the principal 
amount of the liability. As the amount owed is reduced by each payment, the portion of each 
successive payment representing interest expense decreases, and the portion going toward 
repayment of principal increases. 


Allocating Installment Payments between Interest and Principal In 
accounting for an installment note, the accountant must determine the portion of each pay- 
ment that represents interest expense and the portion that reduces the principal amount of the 
liability. This distinction is made in advance by preparing an amortization table. 

To illustrate, assume that on October 15, Year 1, King’s Inn purchases furnishings at a total 
cost of $16,398. In payment, the company issues an installment note payable for this amount, 
plus interest at 12 percent per annum (or | percent per month). This note will be paid in 18 
monthly installments of $1,000 each, beginning on November 15. An amortization table for 
this installment note payable is shown in Exhibit 10-5 (amounts of interest expense are 
rounded to the nearest dollar). 


Preparing an Amortization Table Let us explore the content of Exhibit 10-5. 
First, notice that the payments are made on a monthly basis. Therefore, the amounts of the 
payments (column A), interest expense (column B), and reduction in the unpaid balance 
(column C) are all monthly amounts. 
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AMORTIZATION TABLE Exhibit 10-5 
(12% NOTE PAYABLE FOR $16,398; PAYABLE AMORTIZATION TABLE 
IN 18 MONTHLY INSTALLMENTS OF $1,000) FOR A NOTE PAYABLE 
(A) (B) (C) (D) 
Interest 
Expense Reduction 
(1% of in 
the Last Unpaid 
Interest Payment Monthly Unpaid Balance Unpaid 
Period Date Payment Balance) (A) — (B) Balance 
Issue date Oct. 15, Year 1 — — — $16,398 
il Nov. 15 $1,000 $164 $836 15,562 
2 Dec. 15 1,000 156 844 14,718 
3 Jan. 15, Year 2 1,000 147 853 13,865 
4 Feb. 15 1,000 139 861 13,004 
5 Mar. 15 1,000 130 870 12,134 
6 Apr. 15 1,000 121 879 11,255 
if May 15 1,000 113 887 10,368 
8 June 15 1,000 104 896 9,472 
9 July 15 1,000 95 905 8,567 
10 Aug. 15 1,000 86 914 ass 
ila Sept. 15 1,000 Ue 923 6,730 
12 Oct. 15 1,000 67 933 5,797 
ie) Nov. 15 1,000 58 942 4,855 
14 Dec. 15 1,000 49 951 3,904 
U5 Jan. 15, Year 3 1,000 39 961 2,943 
16 Feb. 15 1,000 29 971 1,972 
iz Mar. 15 1,000 20 980 992 
18 Apr. 15 1,000 Se 992 —0- 


“In the last period, interest expense is equal to the amount of the final payment minus the remaining unpaid balance. This 
compensates for the cumulative effect of rounding interest amounts to the nearest dollar. 


The interest rate used in the table is of special importance; this rate must coincide with the 
period of time between payment dates—in this case, one month. Thus, if payments are made 
monthly, column B must be based on the monthly rate of interest. If payments were made 
quarterly, this column would use the quarterly rate of interest. 

An amortization table begins with the original amount of the liability ($16,398) listed at 
the top of the Unpaid Balance column. The amounts of the monthly payments, shown in 
column A, are specified by the installment contract. The monthly interest expense, shown in 
column B, is computed for each month by applying the monthly interest rate to the unpaid 
balance at the beginning of that month. The portion of each payment that reduces the amount 
of the liability (column C) is simply the remainder of the payment (column A minus column B). 
Finally, the unpaid balance of the liability (column D) is reduced each month by the amount 
indicated in column C. 

Rather than continuing to make monthly payments, King’s Inn could settle this liability at 
any time by paying the amount currently shown as the unpaid balance. 

Notice that the amount of interest expense listed in column B decreases each month, 
because the unpaid balance is continually decreasing.’ 

Preparing each horizontal line in an amortization table involves making the same computa- 
tions, based on a new unpaid balance. Thus an amortization table of any length can be easily 


7 Tf the monthly payments were Jess than the amount of the monthly interest expense, the unpaid balance of the 
note would increase each month. This, in turn, would cause the interest expense to increase each month. This 
pattern, termed negative amortization, occurs temporarily in some “adjustable-rate” home mortgages. 
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and quickly prepared by computer software. (Most “money management” software includes 
a program for preparing amortization tables.) Only three items of data need to be entered into 
such a program: (1) the original amount of the liability, (2) the amount of periodic payments, 
and (3) the interest rate (per payment period). 


Usin gan Amortization Table Once an amortization table has been prepared, the 
entries to record each payment are taken directly from the amounts shown in the table. For 
example, the entry to record the first monthly payment (November 15, Year 1) is: 


Payment is allocated INtereStiEXPeMSOrc.aracecese so Arechamaceee cece ieee eatcce papemran ve eum uenemencecacvenreae peace carat 164 


between interest and Installment Note Pevable tse atanen nacre eaaioe ne, canine eda ae men 836 
principal 


Made Nov. payment on installment note payable. 


Similarly, the entry to record the second payment, made on December 15, Year 1, is: 


Notice that interest Interest EXpeNS@ss series seater nieve aurea opie Serene ee oS mmererugeea 156 


expense is less in Insielimeni NGS REVERS coccccccoacaucunncovaguenguccgaupucouceaae 844 
December 


Made Dec. payment on installment note payable. 


At December 31, Year 1, King’s Inn should make an adjusting entry to record one-half month’s 
accrued interest on this liability. The amount of this adjusting entry is based on the unpaid 
balance shown in the amortization table as of the last payment (December 15). This entry is: 


rs Year-end adjusting entry InterestEXpenS@s nc. e cpcunc nn oa emaitie caus ce Ske ale ee sie See Mat ae aaens eee 74 
InterestiPayables ccs cee ce capa eee tos reese velvet eter eae eaema rede oate ences 74 
Adjusting entry to record interest expense on installment note 
for the last half of Dec.: $14,718 * 1% x % = $74. 


The Current Portion of Long-Term Debt Notice that as of December 31, Year 1, 
the unpaid balance of this note is $14,718. As of December 31, Year 2, however, the unpaid 
balance will be only $3,904. Thus the principal amount of this note will be reduced by $10,814 
during Year 2 ($14,718 — $3,904 = $10,814). In the balance sheet prepared at December 31, 
Year 1, the $10,814 portion of this debt that is scheduled for repayment within the next 12 
months is classified as a current liability. The remaining $3,904 is classified as a long-term 


liability. 
BONDS PAYABLE 
Learning Objective Financially sound corporations may arrange limited amounts of long-term financing by issu- 
Describe corporate ing notes payable to banks or to insurance companies. But to finance a large project, such as 
L05 bonds and explain the developing an oil field or purchasing a controlling interest in the capital stock of another com- 


tax advantage of debt 


financing pany, a corporation may need more capital than any single lender can supply. When a corpora- 


tion needs to raise large amounts of long-term capital—perhaps 50, 100, or 500 million dollars 
(or more)—it generally sells additional shares of capital stock or issues bonds payable. 


WHAT ARE BONDS? 


The issuance of bonds payable is a technique for splitting a very large loan into many transfer- 
able units, called bonds. Each bond represents a long-term, interest-bearing note payable, usu- 
ally in the face amount (or par value) of $1,000 or some multiple of $1,000. The bonds are sold 
to the investing public, enabling many different investors (bondholders) to participate in the loan. 
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Bonds usually are very long-term notes, maturing in perhaps 15 or 30 years. The bonds are 
transferable, however, so individual bondholders may sell their bonds to other investors at any 
time. Most bonds call for quarterly or semiannual interest payments to the bondholders, with 
interest computed at a specified contract rate throughout the life of the bond. Thus investors 
often describe bonds as “fixed income” investments. 

An example of a corporate bond issue is the 8% percent bonds of Pacific Bell (a Pacific 
Telesis company, known as PacBell), due August 15, 2031. Interest on these bonds is pay- 
able semiannually on February 15 and August 15. With this bond issue, PacBell borrowed 
$225 million by issuing 225,000 bonds of $1,000 each. 

PacBell did not actually print and issue 225,000 separate notes payable. Each bond- 
holder is issued a single bond certificate indicating the number of bonds purchased. Each 
certificate is in the face amount of $25,000 and, therefore, represents ownership of 25 
bonds. Investors such as mutual funds, banks, and insurance companies often buy thousands 
of bonds at one time. 


The Issuance of Bonds Payable When bonds are issued, the corporation usually 
utilizes the services of an investment banking firm, called an underwriter. The underwriter 
guarantees the issuing corporation a specific price for the entire bond issue and makes a profit 
by selling the bonds to the investing public at a higher price. The corporation records the issu- 
ance of the bonds at the net amount received from the underwriter. The use of an underwriter 
assures the corporation that the entire bond issue will be sold without delay and that the entire 
amount of the proceeds will be available at a specific date. 


Transferability of Bonds Corporate bonds, like capital stocks, are 
traded daily on organized securities exchanges, such as the New York Bond 
Exchange. The holders of a 25-year bond issue need not wait 25 years to con- 
vert their investments into cash. By placing a telephone call to a broker, an 
investor may sell bonds within a matter of minutes at the going market price. 
This liquidity is one of the most attractive features of an investment in corpo- 
rate bonds. 


Quoted Market Prices Bond prices are quoted as a percentage of 
their face value or maturity value, which is usually $1,000. The maturity value 
is the amount the issuing company must pay to redeem the bond at the date it 
matures (becomes due). A $1,000 bond quoted at /02 would therefore have a 
market price of $1,020 (102 percent of $1,000). Bond prices are quoted at the nearest one- 
eighth of a percentage point. The following line for a hypothetical company illustrates the 
type of information available in print or on the Internet summarizing the previous day’s 
trading in bonds. 


© Digital Vision/Getty Images/DAL 


Net 
Bonds Sales High Low Close Change 
Alvaro, Inc. 8% 14 175 97% 95% 97 +1 


This line of condensed information indicates that 175 of Alvaro’s 8% percent, $1,000 
bonds maturing in 2014 were traded during the day. The highest price is reported as 97¥2, or 
$975 for a bond of $1,000 face value. The lowest price was 95%, or $955 for a $1,000 bond. 
The closing price (last sale of the day) was 97, or $970. This was one point above the closing 
price of the previous day, an increase of $10 in the price of a $1,000 bond. 


Types of Bonds Bonds secured by the pledge of specific assets are called mortgage 
bonds. An unsecured bond is called a debenture bond; its value rests on the general credit 
of the corporation. A debenture bond issued by a large and strong corporation may have a 
higher investment rating than a secured bond issued by a corporation in less satisfactory 
financial condition. 
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Bond interest is paid semiannually by transferring to each bondholder a check for six 
months’ interest on the bonds he or she owns.* Many bonds are callable, which means that 
the corporation has the right to redeem the bonds in advance of the maturity date by paying a 
specified call price. To compensate bondholders for being forced to give up their investments, 
the call price usually is somewhat higher than the face value of the bonds. 

Traditionally, bonds have appealed to conservative investors, interested primarily in a reli- 
able income stream from their investments. To make a bond issue more attractive to these 
investors, some corporations create a bond sinking fund, designated for repaying the bonds 
at maturity. At regular intervals, the corporation deposits cash into this sinking fund. A bond 
sinking fund is not classified as a current asset, because it is not available for the payment of 
current liabilities. Such funds are shown in the balance sheet under the caption “Long-Term 
Investments,” which appears below the current asset section. 

As an additional attraction to investors, corporations sometimes include a conversion privi- 
lege in the bond indenture. A convertible bond is one that may be exchanged at the option 
of the bondholder for a specified number of shares of capital stock. Thus the market value of 
a convertible bond tends to fluctuate with the market value of an equivalent number of shares 
of capital stock. 


Ju nk Bonds _ Inrecent years, some corporations have issued securities that have come to 
be known as junk bonds. This term describes a bond issue that involves a substantially greater 
risk of default than normal. A company issuing junk bonds usually has so much long-term 
debt that its ability to meet interest and principal repayment obligations is questionable. To 
compensate bondholders for this unusual level of risk, junk bonds promise a substantially 
higher rate of interest than do “investment quality” bonds. 


TAX ADVANTAGE OF BOND FINANCING 


A principal advantage of raising money by issuing bonds instead of stock is that interest pay- 
ments are deductible in determining income subject to corporate income taxes. Dividends 
paid to stockholders, however, are not deductible in computing taxable income. 

To illustrate, assume that a corporation pays income taxes at a rate of 30 percent on its tax- 
able income. If this corporation issues $10 million of 10 percent bonds payable, it will incur 
interest expense of $1 million per year. This interest expense, however, will reduce taxable 
income by $1 million, thus reducing the corporation’s annual income taxes by $300,000. As a 
result, the after-tax cost of borrowing the $10 million is only $700,000: 


Interestiexpense’($illO/000} 000) x 109c)) ene eae sete sere ereee $1,000,000 
Less: Income tax savings ($1,000,000 deduction X 30%) .........+-.+++5- 300,000 
After-tax COStiOfbOrrOwimGha ssa acco cane eeercnss nue et cooueve teenie meey one eyaen teres $ 700,000 


This effectively reduces the cost of borrowing to 7 percent ($700,000/$10,000,000). 

A shortcut approach to computing the after-tax cost of borrowing is simply multiplying the 
interest expense by / minus the company’s tax rate, as follows: $1,000,000 x (1 — .30) = 
$700,000. 


ACCOUNTING FOR BONDS PAYABLE 


Accounting for bonds payable closely parallels accounting for notes payable. The account- 
able events for a bond issue usually are (1) issuance of the bonds, (2) semiannual interest 


8 Tn recent years, corporations have issued only registered bonds, for which interest is paid by mailing a check 
to the registered owners of the bonds. In past decades, some companies issued coupon bonds or bearer bonds, 
which had a series of redeemable coupons attached. At each interest date, the bondholder had to “clip” the cou- 
pon and present it to a bank to collect the interest. These bonds posed a considerable hazard to investors—if the 
investor lost the coupon, or forgot about an interest date, he or she received no interest. In many states, issuing 
coupon bonds now is illegal. 
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payments, (3) accrual of interest payable at the end of each accounting period, and (4) retire- 
ment of the bonds at maturity.’ 

To illustrate these events, assume that on March 1, 2011, Wells Corporation issues $1 mil- 
lion of 12 percent, 20-year bonds payable.!° These bonds are dated March 1, 2011, and interest 
is computed from this date. Interest on the bonds is payable semiannually, each September 1 
and March 1. If all of the bonds are sold at par value (also referred to as face value), the issuance 
of the bonds on March 1 will be recorded by the following entry: 


(OEE pate tae meee re nee ri aon Se Re ue EI Ph ERE FON tie es eed chore 1,000,000 Entry at the issuance date rs 
BondsiPayable trea nace ee ae isieiceve ioe eects we aenaegens 1,000,000 


Issued 12%, 20-year bonds payable at a price of 100. 


Every September | during the term of the bond issue, Wells Corporation must pay $60,000 
to the bondholders ($1,000,000 X .12 * % = $60,000). This semiannual interest payment 
will be recorded as shown below: 


BondiInterest' Expenses 2: fc: ca yene ie oeseeenrecianvoncnre easeeacnsoer ae toners 60,000 
LOFeT21 ied amare Een PON eres erretere eres ee are PERT euros eee aeeee eer 60,000 
Semiannual payment of bond interest. 


Every December 31, Wells Corporation must make an adjusting entry to record the four 
months’ interest that has accrued since September 1: 


BondilntenestiEXpenSe: axccnccs < acisee seein scckcaes wluavceene nce eacmiees)ccaieimacier 40,000 
BondilnterestiPayable ta Gy saetacie mn ncyaceriey sus ee demi susinyense 40,000 


To accrue bond interest payable for four months ended Dec. 31 
($1,000,000 x .12 x “12 = $40,000). 


The accrued liability for bond interest payable will be paid within a few months and, there- 
fore, is classified as a current liability. 

Two months later, on March 1, a semiannual interest payment is made to bondholders. This 
transaction represents payment of the four months’ interest accrued at December 31 and the 
two months’ interest that has accrued since year-end. Thus the entry to record the semiannual 
interest payments every March | will be: 


Bondilnterest- Expense: 2 eesay. coer sisnceer sist cere ssycorisnnas eter suet cect ueinoetatetstintans 20,000 
Bondi Interest: Payable sence iiise crue Gruss ocr ayeuns ruse ne nieveucossreueisneaecee 40,000 
(OTS seth pice Beats Grate cose Genin Gerace eee ht EEE Ua Coe ea eto iE doen eee 60,000 


To record semiannual interest payment to bondholders, and to 
recognize two months’ interest expense accrued since year-end 
($1,000,000 x .12 x %2 = $20,000). 


° To simplify our illustrations, we assume in all of our examples and assignment material that adjusting 
entries for accrued bond interest payable are made only at year-end. In practice, these adjustments usually are 
made on a monthly basis. 


10 The amount of $1 million is used only for purposes of illustration. As explained earlier, actual bond issues are 
for many millions of dollars. 


Entry to record 


semiannual interest 
payments 


Adjusting entry at 
year-end 


Interest payment 
following the year-end 
adjusting entry 
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When the bonds mature 20 years later on March 1, 2031, two entries are required: one to 
record the regular semiannual interest payment and a second to record the retirement of the 
bonds. The entry to record the retirement of the bond issue is: 


Xs Redeeming the bonds at the Bonds) Payable saxo ccs cea cnee cucen seen tra ee once Sonar errses rege eran 1,000,000 
maturity date Cash Sere ree ae er en ee ee ore ew: 1,000,000 


Paid face amount of bonds at maturity. 


Bonds Issued between Interest Dates The semiannual interest dates (such as 
January | and July 1, or April 1 and October 1) are printed on the bond certificates. However, 
bonds are often issued between the specified interest dates. The investor is then required to 
pay the interest accrued to the date of issuance in addition to the stated price of the bond. This 
practice enables the corporation to pay a full six months’ interest on all bonds outstanding at the 
semiannual interest payment date. The accrued interest collected from investors who purchase 
bonds between interest payment dates is thus returned to them on the next interest payment date. 

To illustrate, let us modify our illustration to assume that Wells Corporation issues $1 mil- 
lion of 12 percent bonds at par value on May ]—two months after the March interest date 
printed on the bonds. The amount received from the bond purchasers now will include two 
months’ accrued interest, as follows: 


Xs Bonds issued between CaS hie eee ener ee ny ar ke beg ras ah acne Sane Fane tah CRU RCO we Ree care GR es 1,020,000 
interest dates BondsiPayablemersrrs sace ee le cere er er ee yer ere 1,000,000 
BondiInterest|Payable: Scent cee scene oe er enee ete tae 20,000 


Issued $1,000,000 of 12%, 20-year bonds at face 
value plus accrued interest for two months 
($1,000,000 x 12% x 242 = $20,000). 


Four months later on the regular September | semiannual interest payment date, a full six 
months’ interest ($60 per $1,000 bond) will be paid to all bondholders, regardless of when 
they purchased their bonds. The entry for the semiannual interest payment is illustrated below: 


Notice only part of the Bondilnterest:Pavablensetirse cern cun mene tach cree otersece iene a et ceses cee 20,000 
interest payment is charged BondilnterestiExpensenaeer et amier ye ere any me nee reey ee eee ees 40,000 


to expense 


Paid semiannual interest on $1,000,000 face value of 12% bonds. 


Now consider these interest transactions from the standpoint of the investors. They paid for 
two months’ accrued interest at the time of purchasing the bonds and then received checks for 
six months’ interest after holding the bonds for only four months. They have, therefore, been 
reimbursed properly for the use of their money for four months. 

When bonds are subsequently sold by one investor to another, they sell at the quoted mar- 
ket price plus accrued interest since the last interest payment date. This practice enables the 
issuing corporation to pay all the interest for an interest period to the investor owning the 
bond at the interest date. Otherwise, the corporation would have to make partial payments to 
every investor who bought or sold the bond during the interest period. 

The amount that investors will pay for bonds is the present value of the principal and inter- 
est payments they will receive. The concept of present value is discussed on pages 448-449. 
A more in-depth coverage of present value appears in Appendix B at the end of this textbook. 


BONDS ISSUED AT A DISCOUNT OR A PREMIUM 


Learning Objective Underwriters normally sell corporate bonds to investors either at face value or at a price very 

Account for bonds issued close to face value. Therefore, the underwriter usually purchases these bonds from the issuing 

Log at a discount or premium. corporation at a discount—that is, at a price below face value. The discount generally is quite 
small—perhaps | percent or 2 percent of the face amount of the bonds. 
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When bonds are issued, the borrower records a liability equal to the amount received. 
If the bonds are issued at a small discount—which is the normal case—this liability is 
smaller than the face value of the bond issue. At the maturity date, of course, the issuing 
corporation must redeem the bonds at full face value. Thus, over the term of the bond 
issue, the borrower’s liability gradually increases from the original issue price to the matu- 
rity value. 


ACCOUNTING FOR A BOND DISCOUNT: AN ILLUSTRATION 


To illustrate, assume that on March 1, 2011, Wells Corporation sells $1 million of 12 percent, 
20-year bonds payable to an underwriter at a price of 97 (meaning that the bonds were sold 
to the underwriter at 97 percent of their face value). On March 1, 2011, Wells Corporation 
receives $970,000 cash from the underwriter and records a net liability of this amount. When 
these bonds mature in 20 years, however, Wells will owe its bondholders the full $1 million 
face value of the bond issue. Thus, the company’s liability must somehow be increased by 
$30,000 over the 20 years that the bonds are outstanding. 

The gradual growth in the company’s liability is illustrated in Exhibit 10-6. Notice that the 
liability increases at an average rate of $1,500 per year ($30,000 total increase + 20-year life 
of the bond issue). 


The discount: It gets smaller 


a as time passes 


~~ Maturity 
value: 
$1 million 
Issue 
price: 
$970,000 


Issuance Maturity 
date date 


Bond Discount: Part of the Cost of Borrowing When bonds are issued 
at a discount, the borrower must repay more than the amount originally borrowed. Thus 
any discount in the issuance price becomes an additional cost of the overall borrowing 
transaction. 

In terms of cash outlays, the additional cost represented by the discount is not paid until the 
bonds mature. But the matching principle generally requires the borrower to recognize this 
cost gradually over the life of the bond issue.!! 

When the bonds are issued, the amount of any discount is debited to an account entitled 
Discount on Bonds Payable. Thus, Wells Corporation will record the March 1 issuance as 
follows: 


CaS Mie asa ccpet vg ccoe a wose neues ane ane vayenueris ede gare torsueae ae cers ieesin ah she ae erehens 970,000 
DiscountomBondsirayablomerrre err tier eran eee 30,000 
Bonds iRayablec.s7wacrtsycdnc castehs vin Savoir ae eee sy teu ateemetcise 1,000,000 


Issued 20-year bonds with $1,000,000 face value to an 
underwriter at a price of 97. 


"| Tf the amount of the discount is immaterial, it may be charged directly to expense as a matter of conve- 
nience. In this text, the straight-line method of amortizing bond discounts and premiums is used. The effec- 
tive interest method is more common and conceptually correct and is covered in more advanced accounting 
textbooks. 
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THE CARRYING VALUE OF 
A BOND DISCOUNT 
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Wells Corporation’s liability at the date of issuance appears in the balance sheet as 
follows: 


Long-Term Liabilities 


Bonds: payable cscine e Sestrccs: ee tere arena cate ern ecco as es eae perien vee tice ene eee $1,000,000 
Fess! Discountioni bondsjpayablemmn seine ies rains errors 30,000 
Neticanyingvalueof bondsipayablemmrrsarirs cer eerie i icra $ 970,000 


The Discount on Bonds Payable account has a debit balance and is treated as a contra-liability 
account. As illustrated, it is shown in the balance sheet as a reduction in the face or par value 
of bonds payable. Thus, the net carrying value of the bonds payable on the date of issuance is 
equal to the amount borrowed. 


Amortization of the Discount On March 1, 2011, Wells Corporation received 
$970,000 from the underwriter. When the bonds mature 20 years later on March 1, 2031, the 
company must pay its bondholders the full $1 million face value of the bond issue. This addi- 
tional $30,000 represents interest expense that is amortized over the 20-year life of the bond. 
At each interest payment date, an adjusting entry is made to transfer a portion of the balance 
in the Discount on Bonds Payable account into interest expense. Thus, over time, the discount 
declines and the carrying value of the bonds—the face amount less the remaining discount 
balance—rises toward the $1 million maturity value of the bond issue. 
Each September 1, the company records the following interest expense of $60,750: 


Semiannual interest payment ($1,000,000 x 12% X 1%) 1.0... ee eee eee $60,000 
Add: Semiannual amortization of bond discount 

[($30,000 discount + 20 years) X V2]... 2.0... . eee cee eee eee ees 750 
SemiannualsimtereshexpemSer. i. sc proce ee sore ea a aes ese ceed ays roe te eu ecg es $60,750 


The entry to record interest expense on September | throughout the life of the bond issue is: 


Bondilnterest Expenses ew acne eacto ns cen ciacve cme Gon cene ercyemems ates 60,750 
{OFeT oi luck eee aten een Pe Netcare Parra nme et ace renee ees ieee 60,000 
DiscountioniBbondsilpayablemyemere niet ier tr tities 750 


To record semiannual interest expense and to recognize six months’ 
amortization of the $30,000 discount on 20-year bonds payable. 


Notice that the amortization of the discount increases Wells Corporation’s semiannual inter- 
est expense by $750. It does not, however, require any immediate cash outlay. The $30,000 
interest expense represented by the entire amortized discount will not be paid until the bonds 
mature on March 1, 2031. 

Every December 31, Wells Corporation must make an adjusting entry to record four 
months’ interest expense that has accrued since September 1. The computation of this $40,500 
accrual is computed as follows: 


Four months’ accrued interest payable ($1,000,000 * 12% X 2) ...........-. $40,000 
Add: Four months’ amortization of bond discount 
(CEO Molo) choo winit = AO Weel) SS AM] acccccscauecagseduasnucsadouuue 500 


Interest accrued from September 1 through December 31 .................... $40,500 
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Thus, the adjusting entry required on December 31 throughout the life of the bond issue is 
as follows: 


BondillnterestiExpemSe: ey seca vers ieimacteesie oh sae ek yes miu stepspal ap anciek eect tees 40,500 
BondiInterest Rayabler ene stcccronte: ey crses cree mrnm ta enema cram aoneae tae 40,000 
DiscountoniBondsipavableyer tice tt ier trier ttt tee eae 500 


To record four months’ interest expense and to recognize four months’ 
amortization of the discount on 20-year bonds payable. 


Two months later, on every March 1, a full semiannual interest payment is made to the com- 
pany’s bondholders, and an additional two months’ amortization of the discount is recog- 
nized. The $20,250 interest expense recorded on this date is computed as: 


Two months’ accrued interest payable ($1,000,000 X 12% X 2) .......0.- 0s $20,000 
Add: Two months’ amortization of bond discount 

[G80000fdiscount = 2Owyears)<2/12l eee eee errs 250 
Interest accrued from January 1 through March 1.....................-.-4-- $20,250 


The semiannual interest payment recorded on March | throughout the life of the bond 
issue is: 


BondiInterest| Expenseae cs nna ncives tees i cerac veusices wensoee cee reese es 20,250 
Bondilnterest| Payables ac.2 cree ers eos sn sheets eee a caltayrerseseustenes 40,000 
(GFT peewee a eae eee care Eaten Pe tau ee ae ie Ee RUMI ol es Seen Renn ner ens 60,000 
DiscountioniBonds payable wersr mrsse tees e nner ketrenree ree renneees 250 


To record two months’ interest expense, to recognize two months’ 
amortization of the discount on 20-year bonds payable, and to record 
semiannual interest payment to bondholders. 


When the bonds mature 20 years later on March 1, 2031, two entries are required: one to 
record the regular semiannual interest payment, and a second to record the retirement of the 
bonds. At this date, the original $30,000 discount will be fully amortized (that is, the Discount 
on Bonds Payable account will have a zero balance). Thus the carrying value of the bond issue 
will be $1 million, and the entry required to record the retirement of the bond issue will be: 


Bonds:iPayable: wa scosenicncc oonincres neon a eas inyecsmmmie nena cenit 1,000,000 
CASI eae eee ee Ee Serre ee NS Oey On nee ee ear ee 1,000,000 
Paid the face amount of bonds at maturity. 


It is important to realize that over the life of this bond issue, Wells Corporation recognized 
total interest expense of $2,430,000 (40 semiannual interest payments of $60,000, plus the 
$30,000 discount amortized). 


ACCOUNTING FOR A BOND PREMIUM: AN ILLUSTRATION 


As noted previously, underwriters normally purchase bonds from the issuing corporation at a 
slight discount. Under some circumstances, however, an underwriter may actually pay a slight 
premium to the issuer—that is, a price above par. 

To illustrate, assume that on March 1, 2011, Wells Corporation sells $1 million of 12 percent, 
20-year bonds payable to an underwriter at a price of /03 (meaning that the bonds were sold 
to the underwriter at 103 percent of their face value). On March 1, 2011, Wells Corporation 
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THE CARRYING VALUE 
OF A BOND PREMIUM 
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receives $1,030,000 cash from the underwriter and records a liability equal to this amount. 
When these bonds mature in 20 years, however, Wells will owe its bondholders only the $1 mil- 
lion face value of the bond issue. Thus, the company’s initial liability must somehow be reduced 
by $30,000 over the 20 years that the bonds are outstanding. 

The gradual decrease in the company’s liability is illustrated in Exhibit 10-7. Notice that 
the liability decreases at an average rate of $1,500 per year ($30,000 total increase + 20-year 
life of the bond issue). 


Issue 
price: 
$1,030,000 The premium: It gets smaller 


a a as time passes 


~*~ Maturity 
value: 
$1 million 


Issuance Maturity 
date date 


Bond Premium: A Reduction in the Cost of Borrowing When bonds are 
issued at a premium, the borrower repays less than the amount originally received at the date 
of issuance. Thus, any premium actually represents a reduction in the overall cost of borrow- 
ing. Unlike bonds issued at a discount, the interest expense associated with bonds issued at a 
premium will be Jess than the semiannual cash payment made to bondholders. 

When the bonds are issued, the amount of any premium is credited to an account entitled 
Premium on Bonds Payable. Thus, Wells Corporation will record the March 1 issuance as 
follows: 


CaS iN rade te oe eiawsasteies set chacees sieuaysea bene ctenebn ameusccinyataceuiemmekedgeee ats 1,030,000 
PremiumioniBondsiPavyabley rey sec crs er teretta ieee ts 30,000 
Bonds Payable aca: ac. asec nne ace cn enema ss eee 1,000,000 


Issued 20-year bonds with $1,000,000 face value to 
an underwriter at a price of 103. 


Wells Corporation’s liability at the date of issuance will appear in the balance sheet as fol- 
lows: 


Long-Term Liabilities 


Bonds ipayable asics circuacu-sunepa meter nerrevins ssa enrpatyemkue amare ausatie spacious $1,000,000 
Addieremilumionibondsipayableme er rryre rie i icine sre sree 30,000 
(CENia Inte) VEIN) i otolne SS [EWelIEy, on annnaenonanGennsonanenenondenanenee $1,030,000 


Note that, because the Premium on Bonds Payable account has a credit balance, it is shown in 
the balance sheet as an increase in the face or par value of bonds payable. 


Amortization of the Premium On March 1, 2011, Wells Corporation received 
$1,030,000 from the underwriter. When the bonds mature 20 years later on March 1, 2031, 
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the company must pay back its bondholders only the $1 million face value of the bond issue. 
This $30,000 reduction in the amount owed represents interest savings that is amortized over 
the 20-year life of the bond. Thus, over time, the premium declines, and the carrying value of 
the bonds—the face amount plus the remaining premium balance—also declines toward the 
$1 million maturity value of the bond issue. 

Each September 1, the company records interest expense of $59,250, computed as: 


Semiannual interest payment ($1,000,000 X 12% X 2) 1... ke eee ee $60,000 
Less: Semiannual amortization of bond premium 

[G8o0ooojpremiume-20hyears)i<a 2p ieee ere 750 
SeMiahinuallimtereShexpemSe rm cwveys cence se eke iste wer Nee Reh ene een een $59,250 


The entry to record interest expense on September | throughout the life of the bond issue is: 


Bondilnterest Expenses 2.2) eration sean crac e erie ee sense) ces 59,250 
RremiumioniBonds Payables neers ens eet eens eine 750 
CO Fee] eres eee ee ened een ERMC CE Seen TENCE eee oe Cn CTE eens Cee EE ees 60,000 


To record semiannual interest expense and to recognize six months’ 
amortization of the $30,000 premium on 20-year bonds payable. 


Notice that the $60,000 semiannual interest payment is the same regardless of whether the 
bonds are issued at face value, at a discount, or at a premium. The amortization of the pre- 
mium does, however, reduce the amount of interest expense recognized by the company over 
the life of the bond issue. 

Every December 31, Wells Corporation must make an adjusting entry to record four 
months’ interest expense that has accrued since September |. The $39,500 accrual is com- 
puted as follows: 


Four months’ accrued interest payable ($1,000,000 * 12% X “2)............-. $40,000 
Less: Four months’ amortization of bond premium 

[(S80'000lpremium’ = 20lyears)i< elena acre ieee 500 
Interest accrued from September 1 through December 31 ............-....-5- $39,500 


Thus, the following adjusting entry is required on December 31 throughout the life of the 


bond issue: 
Bondilnterest EXpenSe. ses rets vencena as fests ne ere ens ee nie ien een 39,500 
RremiumioniBonds|Payablenrrescrite tele erate itera ese 500 
Bond:interestiPayabble' iti syringe tvenefaccde Ieucuye svencuaizncdeseteeumuc yearn 40,000 


To record four months’ interest expense and to recognize four months’ 
amortization of the premium on 20-year bonds payable. 


Two months later, on every March 1, a full semiannual interest payment is made to the compa- 
ny’s bondholders, and an additional two months’ amortization of the premium is recognized. 
The $19,750 interest expense recorded on this date is computed as: 


Two months’ accrued interest payable ($1,000,000 « 12% X %2).............. $20,000 
Less: Two months’ amortization of bond premium 
[S80ooo}premilime2Ohyeats) <a 212 sere ee eer eee 250 


Interest accrued from January 1 through March 1................0-2.0-.0000. $19,750 
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The semiannual interest payment recorded on March | throughout the life of the bond 
issue is: 


Bondillntenest EXDenSC: = cee ct ees ees ee serra ee ra cerea eee eee 19,750 
Bondilnterest| Payable cae cies cn viesiisus es cie occas eumieiressem niet cea aieemieyeunds = 40,000 
RremiumoniBondsiRayablemmemea cm ace rrr stmeer careers ner 250 

SFI ieeeere maa ateretepees: Hicke ee ei iterate ecage ena are lene ees Sean ee tereecees 60,000 


To record two months’ interest expense, to recognize two months’ 
amortization of the premium on 20-year bonds payable, and to 
record semiannual interest payment to bondholders. 


When the bonds mature 20 years later on March 1, 2031, two entries are required: one to record 
the regular semiannual interest payment, and a second to record the retirement of the bonds. At 
this date, the original $30,000 premium will be fully amortized (that is, the Premium on Bonds 
Payable account will have a zero balance). Thus the carrying value of the bond issue will be 
$1 million, and the entry required to record the retirement of the bond issue will be as follows: 


BondsiPayables. vances ace canna test vue oicnes Sauaiaie a svemeneneets 1,000,000 
AGEs Tolga err eee eS ae Ser ra are ee RC ger rec cae geet ares 1,000,000 
Paid the face amount of bonds at maturity. 


In the previous illustration involving a bond discount, Wells Corporation recognized total inter- 
est expense of $2,430,000 over the life of the bonds. Had these same bonds been issued at a 
premium of 103, however, we see that the company would have incurred total interest expense of 
$2,370,000 (40 semiannual interest payments of $60,000, less the $30,000 premium amortized). 


BOND DISCOUNT AND PREMIUM IN PERSPECTIVE 


From a conceptual point of view, investors might pay a premium price to purchase bonds that 
pay an above-market rate of interest. If the bonds pay a below-market rate, investors will buy 
them only at a discount. 

But these concepts seldom come into play when bonds are first issued. Most bonds are 
issued at the market rate of interest. Corporate bonds are rarely issued at a premium. Bonds 
often are issued at a small discount, but this discount represents only the underwriter’s profit 
margin, not investors’ response to a below-market interest rate.!? The annual effects of amor- 
tizing bond discounts or premiums are diluted further because these amounts are amortized 
over the entire life of the bond issue—usually 20 years or more. 

In summary, bond discounts and premiums seldom have a material effect on a company’s 
annual interest expense or its financial position. For this reason, we defer further discussion of 
this topic to more advanced accounting courses." 


THE CONCEPT OF PRESENT VALUE 


The concept of present value is based on the time value of money—the idea that receiving 
money today is preferable to receiving money at some later date. Assume, for example, that an 
investment promises to pay $1,000 five years from today and will pay no interest in the mean- 
time. Investors would not pay $1,000 for this opportunity today, because they would receive no 
return on their investment over the next five years. There are prices less than $1,000, however, 
at which investors would be interested. For example, if the investment could be purchased for 
$600, the investor could expect a return (interest) of $400 over the five-year period. 


' A study of 685 bond issues indicates that none were issued at a premium, and over 95 percent were issued at 
par or at a discount of less than 2 percent of face value. 

'3 Some companies issue zero-coupon bonds, which pay no interest but are issued at huge discounts. In these 
situations, amortization of the discount is material and may comprise much of the company’s total interest 
expense. Zero-coupon bonds are a specialized form of financing that will be discussed in later accounting 
courses and courses in corporate finance. 


Long-Term Liabilities 


The present value of a future cash receipt is the amount that a knowledgeable investor will 
pay today for the right to receive that future payment. The exact amount of the present value 
depends on (1) the amount of the future payment, (2) the length of time until the payment will 
be received, and (3) the rate of return required by the investor. However, the present value will 
always be Jess than the future amount. This is because money received today can be invested 
to earn interest and grow to a larger amount in the future. 

The rate of interest that will cause a given present value to grow to a given future amount 
is called the discount rate or effective rate. The effective interest rate required by investors at 
any given time is regarded as the going market rate of interest. (The procedures for computing 
the present value of a future amount are illustrated in Appendix B at the end of this textbook. 
The concept of present value is very useful in managing your personal financial affairs. We 
suggest that you read Appendix B—even if it has not been assigned.) 


The Present Value Concept and Bond Prices The price at which bonds sell is 
the present value to investors of the future principal and interest payments. If the bonds sell at 
face value, the market rate is equal to the contract interest rate (also referred to as the stated 
or nominal rate) printed on the bonds. The higher the effective interest rate that investors 
require, the Jess they will pay underwriters for bonds with a given contract rate of interest. 
For example, if investors insist on a 10 percent return, they will pay less than $1,000 for a 
9 percent, $1,000 bond. Thus, if investors require an effective interest rate greater than the 
contract rate of interest, the bonds will be sold by underwriters at a discount (a price less than 
their face value). On the other hand, if market conditions support an effective interest rate of 
less than the contract rate, the bonds will sell at a premium (a price above their face value). 
Since market rates of interest fluctuate constantly, it must be expected that the contract rate of 
interest may vary somewhat from the market rate at the date the bonds are issued. 


BOND PRICES AFTER ISSUANCE 


As stated earlier, many corporate bonds are traded daily on organized securities exchanges at 
quoted market prices. After bonds are issued, their market prices vary inversely with changes 
in market interest rates. As interest rates rise, investors will be willing to pay less money to 
own a bond that pays a given contract rate of interest. Conversely, as interest rates decline, the 
market prices of bonds rise. 


CASE IN POINT 


This is a historical case on the impact of interest rates on the price of bonds. IBM sold 
to underwriters $500 million of 9% percent, 25-year debenture bonds. The underwriters 
planned to sell the bonds to the public at a price of 99%. Just as the bonds were offered for 
sale, however, a change in Federal Reserve credit policy started an upward surge in interest 
rates. The underwriters encountered great difficulty selling the bonds. Within one week, the 
market price of the bonds had fallen to 94%. The underwriters dumped their unsold inven- 
tory at this price and sustained one of the largest underwriting losses in Wall Street history. 

During the months that followed, interest rates soared to record levels. Within five months, 
the price of the bonds had fallen to 76%. Thus nearly one-fourth of the market value of these 
bonds evaporated in less than half a year. At this time, the financial strength of IBIVl was never 
in question; this dramatic loss in market value was caused entirely by rising interest rates. 


Changes in the current level of interest rates are not the only factors influencing the market 
prices of bonds. The length of time remaining until the bonds mature is another major force. As 
a bond nears its maturity date, its market price normally moves closer and closer to the maturity 
value. This trend is dependable because the bonds are redeemed at face value on the maturity date. 


Volatility of Short-Term and Long-Term Bond Prices When interest rates 
fluctuate, the market prices of long-term bonds are affected to a far greater extent than are 
the market prices of bonds due to mature in the near future. To illustrate, assume that market 


Bond prices move inversely 
with market interest rates 
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interest rates suddenly soar from 9 percent to 12 percent. A 9 percent bond scheduled to 
mature in a few days will still have a market value of approximately $1,000—the amount 
to be collected in a few days from the issuing corporation. However, the market price of a 
9 percent bond maturing in 10 years will drop significantly. Investors who must accept these 
below-market interest payments for many years will buy the bonds only at a discounted price. 

In summary, fluctuations in interest rates have a far greater effect on the market prices of 
long-term bonds than on the prices of short-term bonds. 

Remember that, after bonds have been issued, they belong to the bondholder, not to the 
issuing corporation. Therefore, changes in the market price of bonds subsequent to their issu- 
ance do not affect the amounts shown in the financial statements of the issuing corporation, 
and these changes are not recorded in the company’s accounting records. 


YOUR TURN You as a Financial Advisor 


Assume that you are the financial advisor for a recently retired couple. Your clients want 
to invest their savings in such a way as to receive a stable stream of cash flow every year 
throughout their retirement. They have expressed their concerns to you regarding the 
volatility of long-term bond prices when interest rates fluctuate. 

If your clients invest their savings in a variety of long-term bonds and hold these bonds 
until maturity, will interest rate fluctuations affect their annual cash flow during their retire- 
ment years? 


(See our comments on the Online Learning Center Web site.) 


EARLY RETIREMENT OF BONDS PAYABLE 


Bonds are sometimes retired before the maturity date. The principal reason for retiring bonds 
early is to relieve the issuing corporation of the obligation to make future interest payments. 
If interest rates decline to the point that a corporation can borrow at an interest rate below that 
being paid on a particular bond issue, the corporation may benefit from retiring those bonds 
and issuing new bonds at a lower interest rate. 

Most bond issues contain a call provision, permitting the corporation to redeem the bonds 
by paying a specified price, usually a few points above face value. Even without a call provi- 
sion, the corporation may retire its bonds before maturity by purchasing them in the open 
market. If the bonds can be purchased by the issuing corporation at less than their carrying 
value, a gain is realized on the retirement of the debt. If the bonds are reacquired by the issu- 
ing corporation at a price in excess of their carrying value, a /oss must be recognized. 

For example, assume that Briggs Corporation has outstanding a 13 percent, $10 million 
bond issue, callable on any interest date at a price of 104. Assume also that the bonds were 
issued at par and will not mature for nine years. Recently, however, market interest rates have 
declined to less than 10 percent, and the market price of Briggs’s bonds has increased to 106.'* 

Regardless of the market price, Briggs can call these bonds at 104. If the company exercises 
this call provision for 10 percent of the bonds ($1,000,000 face value), the entry will be: 


Bonds!Rayable airscsccectes aos -secncucvelernvevan iw eeeas re stehensries aaseenrecesae ee 1,000,000 
EossionjEarly:Retirementiol BondSiyacw cir sees rset nar 40,000 
CaS Ieee ee ake sesh oracle Porev atic ru gsin ogres amen nacre ears nn 1,040,000 
To record the call of $1 million in bonds payable at a call price 
of 104. 


‘4 Falling interest rates cause bond prices to rise. On the other hand, falling interest rates also provide the issu- 
ing company with an incentive to call the bonds and, perhaps, replace them with bonds bearing a lower rate of 
interest. For this reason, call prices often serve as an approximate “ceiling” on market prices. 


Estimated Liabilities, Loss Contingencies, and Commitments 


Notice that Briggs called these bonds, rather than repurchasing them at market prices. 
Therefore, Briggs is able to retire these bonds at their call price of 104. (Had the market price 
of the bonds been below 104, Briggs might have been able to retire the bonds at less cost by 
purchasing them in the open market.) 


Estimated Liabilities, Loss Contingencies, 


and Commitments 


ESTIMATED LIABILITIES 


The term estimated liabilities refers to liabilities that appear in financial statements at esti- 
mated dollar amounts. Let us consider the example of the automaker’s liability to honor its new 
car warranties. A manufacturer’s liability for warranty work is recorded by an entry debiting 
Warranty Expense and crediting Liability for Warranty Claims. The matching principle requires 
that the expense of performing warranty work be recognized in the period in which the products 
are sold, in order to offset this expense against the related sales revenue. As the warranty may 
extend several years into the future, the dollar amount of this liability (and expense) must be 
estimated. Because of the uncertainty regarding when warranty work will be performed, accoun- 
tants traditionally have classified the liability for warranty claims as a current liability. 

By definition, estimated liabilities involve some degree of uncertainty. However, (1) the 
liabilities are known to exist, and (2) the uncertainty as to dollar amount is not so great as to 
prevent the company from making a reasonable estimate and recording the liability. 


LOSS CONTINGENCIES 


Loss contingencies are similar to estimated liabilities but may involve even more uncertainty. 
A loss contingency is a possible loss (or expense), stemming from past events, that is expected 
to be resolved in the future. 

Central to the definition of a loss contingency is the element of uncertainty—uncertainty 
as to the amount of loss and, in some cases, uncertainty as to whether or not any loss actually 
has been incurred. A common example of a loss contingency is a lawsuit pending against a 
company. The lawsuit is based on past events, but until the suit is resolved, uncertainty exists 
as to the amount (if any) of the company’s liability. 

Loss contingencies differ from estimated liabilities in two ways. First, a loss contingency 
may involve a greater degree of uncertainty. Often the uncertainty extends to whether any loss 
or expense actually has been incurred. In contrast, the loss or expense relating to an estimated 
liability is known to exist. 

Second, the concept of a loss contingency extends not only to possible liabilities but also 
to possible impairments of assets. Assume, for example, that a bank has made large loans to a 
foreign country now experiencing political instability. Uncertainty exists as to the amount of 
loss, if any, associated with this loan. From the bank’s point of view, this loan is an asset that 
may be impaired, not a liability. 


Loss Contingencies in Financial Statements The manner in which loss con- 
tingencies are presented in financial statements depends on the degree of uncertainty involved. 

Loss contingencies are recorded in the accounting records only when both of the following 
criteria are met: (1) It is probable that a loss has been incurred, and (2) the amount of loss can 
be reasonably estimated. An example of a loss contingency that usually meets these criteria and 
is recorded in the accounts is the obligation a company has for product warranties and defects. 

When these criteria are not met, loss contingencies are disclosed in notes to the financial 
statements if there is a reasonable possibility that a material loss has been incurred. Pending 
lawsuits, for example, usually are disclosed in notes accompanying the financial statements, 
but the loss, if any, is not recorded in the accounting records until the lawsuit is settled. Com- 
panies are not required to disclose loss contingencies if the risk of a material loss having 
occurred is considered remote. 

Notice the judgmental nature of the criteria used in accounting for loss contingencies. 
These criteria involve assessments as to whether the risk of material loss is “probable,” 
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“reasonably possible,” or “remote.” Thus the collective professional judgment of the com- 
pany’s management, accountants, legal counsel, and auditors is the deciding factor in 
accounting for loss contingencies. Loss contingencies relate only to possible losses from 
past events. The risk that losses may result from future events is not a loss contingency. 

When loss contingencies are disclosed in notes to the financial statements, the note should 
describe the nature of the contingency and, if possible, provide an estimate of the amount 
of possible loss. If a reasonable estimate of the amount of possible loss cannot be made, the 
disclosure should include the range of possible loss or a statement that an estimate cannot 
be made. The following note is typical of the disclosure of the loss contingency arising from 
pending litigation: 


; Note 8: Contingencies 
‘%s Note disclosure of a loss In October of 2010, the Company was named as defendant in a $400 million patent infringe- 
contingency ment lawsuit. The Company denies all charges and is preparing its defense against them. It 


is not possible at this time to determine the ultimate legal or financial responsibility that may 
arise as a result of this litigation. 


Sometimes a portion of a loss contingency qualifies for immediate recognition, whereas 
the remainder only meets the criteria for disclosure. Assume, for example, that a company is 
required by the Superfund Act to clean up an environmental hazard over a 10-year period. The 
company cannot predict the total cost of the project but considers it probable that it will lose 
at least $1 million. The company should recognize a $1 million expected loss and record it as 
a liability. In addition, it should disclose in the notes to the financial statements that the actual 
cost ultimately may exceed the recorded amount. 


COMMITMENTS 


Contracts for future transactions are called commitments. They are not liabilities, but, if 
material, they are disclosed in notes to the financial statements. For example, a professional 
baseball club may issue a three-year contract to a player at an annual salary of, say, $5 mil- 
lion. This is a commitment to pay for services to be rendered in the future. There is no obli- 
gation to make payment until the services are received. As liabilities stem only from past 
transactions, this commitment has not yet created a liability. 

Other examples of commitments include a corporation’s long-term employment contract 
with a key officer, a contract for construction of a new plant, and a contract to buy or sell 
inventory at future dates. The common quality of all these commitments is an intent to enter 
into transactions in the future. Commitments that are material in amount should be disclosed in 
notes to the financial statements. 


Evaluating the Safety of Creditors’ Claims 


Learning Objective Creditors, of course, want to be sure that their claims are safe—that is, that they will be paid 
Evaluate the safety of on time. Actually, everyone associated with a business—management, owners, employees— 
Log creditors’ claims. should be concerned with the company’s ability to pay its debts. If a business becomes illiquid 


(unable to pay its obligations), it may be forced into bankruptcy.!° 

Not only does management want the business to remain liquid, but it also wants the 
company to maintain a high credit rating with agencies such as Moody’s and Standard & 
Poor’s. A high credit rating helps a company borrow money more easily and at lower inter- 
est rates. 

In evaluating debt-paying ability, short-term creditors and long-term creditors look at dif- 
ferent relationships. Short-term creditors are interested in the company’s immediate liquidity. 
Long-term creditors, in contrast, are interested in the company’s ability to meet its interest 


'S Bankruptcy is a legal status under which the company’s fate is determined largely by the U.S. Bankruptcy 
Court. Sometimes the company is reorganized and allowed to continue its operations. In other cases, the busi- 
ness is closed and its assets are sold. Often managers and other employees lose their jobs. In almost all bank- 
ruptcies, the company’s creditors and owners incur legal costs and sustain financial losses. 


Evaluating the Safety of Creditors’ Claims 


obligations over a period of years, as well as its ability to repay or refinance large obligations 
as they come due. 

In previous chapters we introduced several measures of short-term liquidity and long-term 
credit risk. These measures are summarized in Exhibit 10—-8—along with the interest cover- 
age ratio, which is discussed below. 


METHODS OF DETERMINING CREDITWORTHINESS 


Interest Coverage Ratio Creditors, investors, and managers all feel more comfort- 
able when a company has enough income to cover its interest payments by a wide margin. 
One widely used measure of the relationship between earnings and interest expense is the 
interest coverage ratio. 

The interest coverage ratio is computed by dividing operating income by the annual inter- 
est expense. From a creditor’s point of view, the higher this ratio, the better. In past years, most 
companies with good credit ratings had interest coverage ratios of, perhaps, 4 to | or more. 


Less Formal Means of Determining Creditworthiness Not all decisions to 
extend credit involve formal analysis of the borrower’s financial statements. Most suppliers of 
goods or services, for example, will sell on account to almost any long-established business— 
unless they know the customer is in severe financial difficulty. If the customer is not a well- 
established business, these suppliers may investigate the customer’s credit history by contact- 
ing a credit-rating agency. 

In lending to small businesses organized as corporations, lenders may require key stock- 
holders to personally guarantee repayment of the loan. 


HOW MUCH DEBT SHOULD A BUSINESS HAVE? 


All businesses incur some debts as a result of normal business operations. These include, for 
example, accounts payable and accrued liabilities. But many businesses aggressively use long- 
term debt, such as mortgages and bonds payable, to finance growth and expansion. Is this 
wise? Does it benefit the stockholders? The answer hinges on another question: Can the bor- 
rowed funds be invested to earn a return higher than the rate of interest paid to creditors? 

Using borrowed money to finance business operations is called applying leverage. Exten- 
sive use of leverage—that is, a great deal of debt—sometimes benefits a business dramati- 
cally. But if things don’t work out, it can “wipe out” the borrower. 

If borrowed money can be invested to earn a rate of return higher than the interest rates 
paid to the lenders, net income and the return on stockholders’ equity will increase.'® For 
example, if you borrow money at an interest rate of 9 percent and invest it to earn 15 percent, 
you will benefit from “the spread.” 

But leverage is a double-edged sword—the effects may be favorable or unfavorable. If the 
rate of return earned on the borrowed money falls below the rate of interest being paid, the 
use of borrowed money reduces net income and the return on equity. Companies with large 
amounts of debt sometimes become victims of their own debt-service requirements. 

The effects of leverage may be summarized as follows: 


Relationship of Return on Assets Effect on Net Income 
to Interest Rate on Borrowed Funds and Return on Equity 
Return on Assets > Interest Rates Being Paid Increase 
Return on Assets < Interest Rates Being Paid Decrease 


The more leverage a company applies, the greater the effects on net income and the return 
on equity. Using more leverage simply means having more debt. Therefore, the debt ratio is a 
basic measure of the amount of leverage being applied. 


'6 The rate of return earned on invested capital usually is viewed as the overall return on assets—that is, 
operating income divided by average total assets. Return on equity is net income expressed as a percentage 
of average stockholders’ equity. Both of these return on investment measures are discussed in Chapter 14. 
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Exhibit 10-8 provides asummary of common evaluate a company’s short-term and long- 
measures used by creditors and investors to term debt-paying ability. 


Exhibit 10-8 Short-Term Long-Term 
MEASURES OF Quick ratio—Most liquid assets divided by current Debt ratio—Total liabilities divided by total 
DEBT-PAYING ABILITY liabilities; a stringent measure of liquidity. assets. Measures percentage of capital 
Current ratio—Current assets divided by current __ structure financed by creditors. 
liabilities; the most common measure of Interest coverage ratio—Operating 
liquidity, but less stringent than the quick ratio. income divided by interest expense. 
Working capital—Current assets less current Shows how many times the company 
liabilities; the “uncommitted” liquid resources. earns its annual interest obligations. 
Turnover rates—Measures of how quickly Trend in net cash flows from operating 
receivables are collected or inventory is activities—Indicates trend in cash- 
sold. (Computed separately for generating ability. Determined from 
receivables and inventory.) comparative statements of cash flows. 
Operating cycle—The period of time Trend in net income—Less related to 
required to convert inventory into cash. debt-paying ability than cash flow, but 


still an excellent measure of long-term 


Net cash flows from operating activities— faangial hea: 


Measures a company’s ability to generate cash. 
(Shown in the statement of cash flows.) 


Lines of credit—Indicates ready access to 
additional cash should the need arise. 


YOUR TURN 


Assume that you are a credit analyst at a bank. Dell Inc. wants to borrow from your bank 
on a short-term basis. You assign the task of reviewing Dell’s short-term creditworthi- 
ness to a college intern working for your bank. The intern remembers that working capital 
(current assets minus current liabilities) and the current ratio (current assets divided by 
current liabilities) are useful tools for evaluating short-term liquidity. Selected financial 
information for Dell is as follows (all items are in millions): 


Recent Year Prior Year 


Cash and cash equivalents ................-..2-0055 $ 10,635 $ 8,352 
Short-term investments ............0 000000 eee eee eee 373 740 
Accounts receivable (net) .............000e cee ee eae 5,837 4,731 
Financing Receivables .............0.00 cece eee eee 2,706 1,712 
INVEMLOTIES:c..5 0k. steamed deed dad oe wm eee, bya Set ae 1,051 867 
OUNGr so.cee dou bea Soo eet ot cai ee he 3,643 3,749 
Total current liabilities ........0.0.0.0 0.0.0.0... 0... 18,960 14,859 
Cash provided by operations ...................0... 3,906 2,894 
Net income ......... 0.0. eee 1,433 2,478 


The intern is concerned about lending Dell money because working capital is $5,285. 
As a result, Dell’s current ratio is only 1.28. Do you agree with the intern’s assessment? 


(See our comments on the Online Learning Center Web site.) 


Special Types of Liabilities 


Ethics, Fraud & Corporate Governance 


The most infamous financial fraud in U.S. history occurred 
at Enron and was revealed in the fall of 2001. A major part 
of the Enron fraud involved the understatement of debt. 
Enron understated its debt by at least $550 million each year 
from 1997 to 2000. Enron’s management was motivated to 
understate debt in order to maintain a high credit rating from 
Moody’s and Standard & Poor’s. 

Enron was engaged in the energy business and was also a 
trader of contracts to buy and sell commodities. At the time of 
the fraud, Enron was traded on the New York Stock Exchange. 
The revelation of the financial improprieties at Enron in 
October 2001 ultimately led to a collapse in Enron’s credit 
rating. Without access to ongoing financing, Enron was 
forced to file for bankruptcy in December 2001. At the time 
of Enron’s bankruptcy filing, it was the seventh-largest 
corporation in the United States. 

Enron understated its liabilities by transferring debt to 
special purpose entities (SPEs). SPEs are separate entities 
established by corporations to accomplish specific purposes. 
Often, the economic objective of an SPE is to borrow money 
and then transfer it to the sponsoring corporation without the 
sponsoring corporation having to report the SPE’s debt in its 
balance sheet. 

These SPEs were organized as partnerships, and Enron’s 
chief financial officer, Andrew Fastow, was the managing 
general partner of a number of them. Fastow and other Enron 
employees were among the parties providing equity capital to 
the SPEs. Enron guaranteed these investors that they would 
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not only get back what they had invested, but that they would 
also receive substantial returns. 

The fraud at Enron has numerous ethical and corporate 
governance implications. Given the complexity of Enron’s 
fraudulent activity, it could not have been accomplished 
without the cooperation of outside professionals (e.g., 
attorneys, auditors, credit rating agencies, and investment 
bankers). The external auditor, Arthur Andersen, issued 
unqualified audit opinions on Enron’s financial statements 
despite severe doubt that Enron’s filings conformed with 
GAAP. Credit rating agencies maintained investment grade 
credit ratings on Enron’s debt throughout the entire period 
of the fraud and did not downgrade Enron’s debt until a 
few weeks before the bankruptcy filing. Finally, major Wall 
Street investment banks created the SPE structures, including 
numerous transactions that resulted in debt being transferred 
from Enron’s books to the SPEs. 

The unethical conduct of Enron’s outside professionals 
has not been without severe consequences. Arthur Andersen 
was convicted of a felony for its role in shredding its working 
papers related to the Enron audit. The felony indictment 
and conviction led to the dissolution of this former large, 
international accounting firm. A number of major Wall 
Street investment banks have paid the U.S. government 
multimillion-dollar settlements stemming from their Enron 
involvement. Private litigation related to the Enron debacle 
is ongoing and is likely to remain active for a number of 
years. 


Special Types of Liabilities 


The types of liabilities discussed up to this point have been those short-term and long-term 
obligations encountered by most organizations. Here we examine three special types of liab- 
ilities most common to large organizations: (1) leases, (2) postretirement benefits, and 


(3) deferred taxes. 


LEASE PAYMENT OBLIGATIONS 


Learning Objective 
Describe reporting 
issues related to leases, 
postretirement benefits, 
and deferred taxes. 


110 


A company may purchase the assets needed in its business operations or, as an alternative, it 
may lease them. A Jease is a contract in which the lessor gives the lessee the right to use an 
asset for a specified period of time in exchange for periodic rental payments. The lessor is the 
owner of the property; the lessee is a tenant or renter. Examples of assets frequently acquired 
by lease include automobiles, building space, computers, and equipment. 
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OPERATING LEASES 


When the lessor gives the lessee the right to use leased property for a limited period of time 
but retains the usual risks and rewards of ownership, the contract is known as an operating 
lease. An example of an operating lease is a contract leasing office space in an office build- 
ing. If the building increases in value, the /essor can receive the benefits of this increase by 
either selling the building or increasing the rental rate once the initial lease term has expired. 
Likewise, if the building declines in value, the lessor bears the loss. 

In accounting for an operating lease, the lessor views the monthly lease payments received 
as rental revenue, and the lessee regards these payments as rental expense. No asset or liabil- 
ity (other than a short-term liability for accrued rent payable) relating to the lease appears in 
the lessee’s balance sheet. Thus, operating leases are sometimes termed off-balance sheet 
financing and disclosure is required of the amounts due in each of the next five years, plus 
the balance thereafter. 


CAPITAL LEASES 


Some lease contracts are intended to provide financing to the lessee for the eventual purchase 
of the property or to provide the lessee with use of the property over most of its useful life. 
These lease contracts are called capital leases (or financing leases). In contrast to an operat- 
ing lease, a capital lease transfers most of the risks and rewards of ownership from the lessor 
to the lessee. 

From an accounting viewpoint, capital leases are regarded as equivalent to a sale of the 
property by the lessor to the lessee, even though title to the leased property has not been trans- 
ferred. Thus a capital lease should be recorded by the lessor as a sale of property and by the 
lessee as a purchase. 

When equipment is acquired through a capital lease, the lessee debits an asset account, 
Leased Equipment, and credits a liability account, Lease Payment Obligation, for the present 
value of the future lease payments. Lease payments made by the lessee are allocated between 
Interest Expense and a reduction in the liability Lease Payment Obligation. The portion of 
the lease payment obligation that will be repaid within the next year is classified as a current 
liability, and the remainder is classified as long-term. 

No rent expense is recorded by the lessee in a capital lease. The asset account Leased 
Equipment is usually depreciated by the lessee over the life of the equipment rather than the 
term of the lease. Disclosure of future payments on the lease is also required. Accounting for 
capital leases is illustrated in Appendix B at the end of this textbook. 


Distinguishing between Capital Leases and Operating Leases The 
Financial Accounting Standards Board (FASB) has identified certain criteria that qualify a 
lease as a capital lease. For example, if the lease transfers ownership of the property to the 
lessee at the end of the lease term, the lease is a capital lease. Similarly, if the lease term is 
equal to 75 percent or more of the estimated economic life of the leased property, the lease is 
a capital lease. Leases that do not meet any of specified criteria are accounted for as operating 
leases. 


LIABILITIES FOR PENSIONS AND 
OTHER POSTRETIREMENT BENEFITS 


Many employers agree to pay their employees a pension; that is, monthly cash payments for 
life, beginning at retirement. Pensions are not an expense of the years in which cash pay- 
ments are made to retired workers. Employees earn the right to receive the pension while they 
are working for their employer. Therefore, the employer’s cost of future pension payments 
accrues over the years that each employee is on the payroll. 

The amounts of the retirement benefits that will be paid to today’s workers after they retire 
are not known with certainty. Among other things, these amounts depend on how long retired 
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employees live. Therefore, the employer’s obligation for future pension payments arising 
during the current year must be estimated. 

Employers do not usually pay retirement pensions directly to retired employees. Most 
employers meet their pension obligations by making periodic payments to a pension fund (or 
pension plan) throughout the years of each worker’s employment. 

A pension fund is an independent entity managed by a trustee (usually a bank or an 
insurance company). As the employer makes payments to the pension fund, the trustee 
invests the money in securities such as stocks and bonds. Over time, the pension fund earns 
investment income and normally accumulates to a balance far in excess of the employer’s 
deposits. The pension fund—not the employer—disburses monthly pension benefits to 
retired workers. 

If the employer meets all of its estimated pension obligations by promptly paying cash in 
a pension fund, the pension fund is said to be fully funded. If a pension plan is fully funded, 
no liability for pension payments appears in the employer’s balance sheet. The employer’s 
obligation is discharged in the current period through the payments made to the pension 
fund. The employer records each payment to this fund by debiting Pension Expense and 
crediting Cash. 


Determining Pension Expense From a conceptual point of view, the pension 
expense of a given period is the present value of the future pension rights granted to employ- 
ees as a result of their services during the period. The computation of annual pension expense 
is complex and involves many assumptions. The amount of this expense is computed not by 
accountants, but rather by an actuary, who considers these factors: 


e Average age, retirement age, and life expectancy of employees. 
¢ Employee turnover rates. 

¢ Compensation levels and estimated rate of pay increases. 

e Expected rate of return to be earned on pension fund assets. 


For example, assume that the actuarial firm of Gibson & Holt computes a pension expense 
for Cramer Cable Company of $400,000 for the current year. This amount represents the pres- 
ent value of pension rights granted to Cramer’s employees for the work they performed during 
the year. To fully fund this obligation, Cramer transfers $400,000 to National Trust Co., the 
trustee of the company’s pension plan. 

The following entry summarizes Cramer’s fully funded pension expense for the year: 


PSnsionsEXpSnSe icici sqassstavss a See tha aan minicar ogeoees nonican Cae 400,000 
Gasiiicnn cen. vas iresieesvsae cfinsre iene enon wien aes orm ae aise ceen amy gat 400,000 
Pension expense for the year as determined by actuarial firm of 
Gibson & Holt; fully funded by payments to National Trust Co. 


Postretirement Benefits Other than Pensions In addition to pension plans, 
many companies have promised their employees other types of postretirement benefits, 
such as continuing health insurance. In most respects, these nonpension postretirement 
benefits are accounted for in the same manner as are pension benefits. Most companies, 
however, do not fully fund their obligations for nonpension postretirement benefits. Thus 
recognition of the annual expense often includes a credit to an unfunded liability for part of 
the cost. 

Continuing with our illustration of Cramer Cable Company, assume that Gibson & Holt 
computes for the company a $250,000 nonpension postretirement benefits expense for the 
current year. Unlike its pension expense, however, Cramer does not fully fund its nonpension 
obligations. 
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Only $140,000 of the total amount was paid in cash. The entry to summarize this expense 
for the year is: 


Postretirement Benefits Expense ............. 0.0 c cece eee eee 250,000 
CASI Rieter es teri secs sur uneven rories ary seme te cented ages eee 140,000 
Unfunded Liability for Postretirement Benefits ................. 110,000 


To record nonpension postretirement benefits expense per report of 
Gibson & Holt, actuaries; expense funded to the extent of $140,000. 


Any portion of the unfunded liability that the company intends to fund during the next year 
is classified as a current liability; the remainder is classified as a long-term liability. 


Unfunded Postretirement Costs Are Noncash Expenses _ Postretirement 
costs are recognized as expenses as workers earn the right to receive these benefits. If these 
costs are fully funded, the company makes cash payments to a trustee within the current 
period equal to this expense. But if these benefits are not funded, the cash payments are not 
made until after the employees retire. 

Unfunded retirement benefits often are called a noncash expense. That is, the expense is 
charged against current earnings, but there are no corresponding cash payments in the period. In the 
journal entry above, notice that the expense exceeds the cash outlays by $110,000 ($250,000 — 
$140,000 = $110,000). This amount corresponds to the growth in the unfunded liability. 


Unfunded Liabilities for Postretirement Costs: Are They Significant 
Amounts? Many of America’s largest and best-known corporations have obligations 
for unfunded postretirement benefits that are large relative to their total assets and other lia- 
bilities. Let us suggest several things to consider in evaluating a company’s ability to pay 
its unfunded liability for postretirement costs. First, this liability represents only the present 
value of the estimated future payments. The future payments are expected to be substantially 
more than the amount shown in the balance sheet. Next, this liability may continue to grow, 
especially if the company has more employees today than in the past. On the other hand, this 
liability does not have to be paid all at once. It will be paid over a great many years—the life 
span of today’s workforce. 

In evaluating a company’s ability to meet its postretirement obligations, we suggest look- 
ing to the statement of cash flows in addition to the balance sheet and income statement. In the 
statement of cash flows, payments of postretirement costs are classified as operating activi- 
ties. Thus, if a company has a steadily increasing net cash flow from operating activities, it 
is in a stronger position to handle retirement costs as they come due. But if the net cash flow 
from operating activities starts to decline, the company may have no choice but to reduce the 
benefits it provides to retired employees. Often these benefits are not contractual and can be 
reduced at management’s discretion. 


DEFERRED INCOME TAXES 


We have seen in earlier chapters that differences sometimes exist between the way certain 
types of revenue or expense are recognized in financial statements and the way these same 
items are reported in income tax returns. For example, most companies use the straight- 
line method of depreciation in their financial reports but use an accelerated method in their 
income tax returns. Because of such differences between accounting principles and tax rules, 
income appearing in the income statement today may not be subject to income taxes until 
future years. However, the matching principle requires that the income shown in an income 
statement be offset by all related income taxes expense, regardless of when these taxes will 
be paid. Thus the entry to record a corporation’s income tax expense might appear as follows: 


Concluding Remarks 


Incomesliax‘ExpenSerncccnc. oscars amen arn eeE A eee are rea 1,000,000 
Incomeslax;Rayablentc acca a ciae con cee ome ser aneeneeee ae 800,000 
Deferred Income Taxese yr aisisnisess nineteen cistedsr seis aeabe alee 200,000 


To record corporate income taxes applicable to the income of the 
current year. 


Income Tax Payable is a current liability representing the portion of the income taxes 
expense that must be paid when the company files its income tax return for the current year. 
The portion of income taxes expense that is deferred to future tax returns is credited to a 
liability account entitled Deferred Income Taxes. 


Deferred Income Taxes in Financial Statements How deferred income taxes 
are classified in the balance sheet depends on the classification of the assets and liabilities that 
caused the tax deferrals. Although deferred taxes often appear as liabilities, certain conditions 
may require that they be classified as assets. Accounting for deferred taxes involves a number 
of complex issues that are addressed in more advanced accounting courses. 


Concluding Remarks 


Businesses have two basic sources of financing their assets: liabilities and owners’ equity. 
Throughout this chapter, we have studied current liabilities, long-term liabilities, and esti- 
mated liabilities common to most large businesses. We have learned that liabilities differ 
from owners’ equity in several respects. The feature that most clearly distinguishes the 
claims of creditors from those of owners is that virtually all liabilities eventually mature and 
become due. We have also learned that the claims of creditors have legal priority over the 
claims of owners. 

In the next two chapters, we turn our attention to owners’ equity. We will examine many 
important topics including treasury stock transactions, cash dividends, stock dividends, stock 
splits, and the differences between common and preferred stockholders. 


Payment of income taxes 
expense often can be 
deferred 
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Define liabilities and distinguish between current 
101 and long-term liabilities. Liabilities are debts arising 
from past transactions or events that require payment 
(or the rendering of services) at some future date. Current 
liabilities are those maturing within one year or the company’s 
operating cycle (whichever is longer) and that are expected to be 
paid from current assets. Liabilities classified as long-term 
include obligations maturing more than one year in the future 
and shorter-term obligations that will be refinanced or paid from 
noncurrent assets. 


Account for notes payable and interest expense. 

102  Jnitially, a liability is recorded only for the principal 

amount of a note—that is, the amount owed before 

including any interest charges. Interest expense accrues over 

time. Any accrued interest expense is recognized at the end of an 

accounting period by an adjusting entry that records both the 
expense and a short-term liability for accrued interest payable. 


Describe the costs and the basic accounting 
103 activities relating to payrolls. The basic cost of 
payrolls is, of course, the salaries and wages earned by 
employees. However, all employers also incur costs for various 
payroll taxes, such as the employer’s share of Social Security 
and Medicare, workers’ compensation premiums, and 
unemployment insurance. Many employers also incur costs for 
various employee benefits, such as health insurance and 
postretirement benefits. (These additional payroll-related costs 
often amount to 30 percent to 40 percent of the basic wages and 
salaries expense.) 


Prepare an amortization table allocating payments 
104 between interest and principal. An amortization 
table includes four money columns, showing (1) the 
amount of each payment, (2) the portion of the payment 
representing interest expense, (3) the portion of the payment 
that reduces the principal amount of the loan, and (4) the 
remaining unpaid balance (or principal amount). The table 
begins with the original amount of the loan listed in the unpaid 
balance column. A separate line then is completed showing the 
allocation of each payment between interest and principal 
reduction and indicating the new unpaid balance subsequent to 
the payment. 


Describe corporate bonds and explain the tax 

L05_ advantage of debt financing. Corporate bonds are 
transferable long-term notes payable. Each bond usually 

has a face value of $1,000 (or a multiple of $1,000), calls for 
interest payments at a contractual rate, and has a stated maturity 


date. By issuing thousands of bonds to the investing public at 
one time, the corporation divides a very large and long-term 
loan into many transferable units. 

The principal advantage of issuing bonds instead of capital 
stock is that interest payments to bondholders are deductible 
in determining taxable income, whereas dividend payments to 
stockholders are not. 


Account for bonds issued at a discount or 

L06 premium. When bonds are issued at a discount, the 

borrower must repay more than the amount originally 

borrowed. Thus, any discount in the issuance price represents 

additional cost in the overall borrowing transaction. The 

matching principle requires that the borrower recognize this cost 
gradually over the life of the bond issue as interest expense. 

If bonds are issued at a premium, the borrower will repay an 
amount less than the amount originally borrowed. Thus the pre- 
mium serves to reduce the overall cost of the borrowing transac- 
tion. Again, the matching principle requires that this reduction 
in interest expense be recognized gradually over the life of the 
bond issue. 


Explain the concept of present value as it relates 

L07__ to bond prices. The basic concept of present value is 

that an amount of money that will not be paid or 

received until some future date is equivalent to a smaller amount 

of money today. This is because the smaller amount available 

today could be invested to earn interest and thereby accumulate 
over time to the larger future amount. 

The amount today considered equivalent to the future amount 
is termed the present value of that future amount. The concept 
of present value is used in the valuation of most long-term lia- 
bilities. It also is widely used in investment decisions. Readers 
who are not familiar with this concept are encouraged to read 
Appendix B at the end of this textbook. 


Explain how estimated liabilities, loss contingen- 
L08 cies, and commitments are disclosed in financial 
statements. Estimated liabilities, such as an auto- 
mobile manufacturer’s responsibility to honor new car 
warranties, appear in the financial statements at their estimated 
dollar amounts. Loss contingencies appear as liabilities only 
when it is probable that a loss has been incurred and the amount 
can be reasonably estimated. Unless both these conditions are 
met, loss contingencies are simply disclosed in the notes to the 
financial statements. Commitments are contracts for future 
transactions; they are nof liabilities. However, if considered 
material, they are often disclosed in the notes to the financial 
statements. 


Summary of Learning Objectives 


Evaluate the safety of creditors’ claims. Short- 

103 term creditors may evaluate the safety of their claims 

using such measures of liquidity as the current ratio, the 

quick ratio, the available lines of credit, and the debtor’s credit 

rating. Long-term creditors look more to signs of stability and 

long-term financial health, including the debt ratio, interest 

coverage ratio, and trends in net income and net cash flow from 
operating activities. 


Describe reporting issues related to leases, post- 

L010 retirement benefits, and deferred taxes. Leases 
that are essentially equivalent to a sale of property by 

the lessor to the lessee are regarded as capital leases. Under a 
capital lease arrangement, the lessee reports in its balance sheet 
the present values of both an asset (for example, leased 
equipment) and a liability (lease payment obligations). Lease 


Key Terms Introduced or 


Emphasized in Chapter 10 


accrued liabilities (p.433) The liability to pay an expense that 
has accrued during the period. Also called accrued expenses. 


actuary (p. 457) A statistician who performs computations 
involving assumptions as to human life spans. One function is 
computing companies’ liabilities for pensions and postretire- 
ment benefits. 


amortization table (p. 436) A schedule that indicates how 
installment payments are allocated between interest expense and 
repayments of principal. 


bankruptcy (p. 452) A legal status in which the financial 
affairs of an illiquid business (or individual) are managed, in 
large part, by the U.S. Bankruptcy Court. 


bonds payable (p. 438) Long-term debt securities that sub- 
divide a very large and long-term corporate debt into transfer- 
able increments of $1,000 or multiples thereof. 


capital lease (p. 456) A lease contract that finances the 
eventual purchase by the lessee of leased property. The les- 
sor accounts for a capital lease as a sale of property; the lessee 
records an asset and a liability equal to the present value of the 
future lease payments. Also called a financing lease. 


collateral (p. 430) Assets that have been pledged to secure 
specific liabilities. Creditors with secured claims can foreclose 
on (seize title to) these assets if the borrower defaults. 


commitments (p. 452) Agreements to carry out future trans- 
actions. Although they are not a liability (because the transac- 
tion has not yet been performed), they may be disclosed in notes 
to the financial statements. 


convertible bond (p. 440) A bond that may be exchanged (at 
the bondholder’s option) for a specified number of shares of the 
company’s capital stock. 
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arrangements that do not qualify as capital leases are treated as 
operating leases, requiring that lease payments be treated as 
expenses when paid. 

Unfunded postretirement costs are reported in the balance 
sheet at their discounted present values as long-term liabilities. 
Unfunded postretirement benefits are often called a noncash 
expense. That is, the expense is charged against current earnings 
without a corresponding outlay of cash. 

Deferred income taxes result because timing differences 
exist between financial accounting principles and tax rules. 
Thus, income appearing in the income statement today may 
not be subject to income taxes until future years. Likewise, 
income subject to income taxes today may not appear in the 
company’s income statement until future periods. Depending 
on the circumstances, deferred taxes may appear in the bal- 
ance sheet as liabilities and/or assets (both current and 
long-term). 


debt service (p. 436) The combined cash outlays required for 
repayment of principal amounts borrowed and for payments of 
interest expense during the period. 


deferred income taxes (p. 459) A liability account to pay 
income taxes that have been postponed to a future year’s income 
tax return. In some cases, this account can also be an asset 
account representing income taxes to be saved in a future year’s 
income tax return. 


estimated liabilities (p. 431) Liabilities known to exist, but 
that must be recorded in the accounting records at estimated dol- 
lar amounts. 


interest coverage ratio (p. 453) Operating income divided by 
interest expense. Indicates the number of times that the company 
was able to earn the amount of its interest charges. 


junk bonds (p. 440) Bonds payable that involve a greater than 
normal risk of default and, therefore, must pay higher than nor- 
mal rates of interest in order to be attractive to investors. 


lessee (p. 455) The tenant, user, or renter of leased property. 
lessor (p. 455) The owner of property leased to a lessee. 


leverage (p. 453) The use of borrowed money to finance busi- 
ness operations. 


loss contingencies (p. 451) Situations involving uncertainty 
as to whether a loss has occurred. The uncertainty will be 
resolved by a future event. An example of a loss contingency 
is the possible loss relating to a lawsuit pending against a com- 
pany. Although loss contingencies are sometimes recorded in 
the accounts, they are more frequently disclosed only in notes to 
the financial statements. 


maturity date (p. 430) The date on which a liability becomes 
due. 


off-balance sheet financing (p.456) An arrangement in which 
the use of resources is financed without the obligation for future 
payments appearing as a liability in the balance sheet. An operat- 
ing lease is a common example of off-balance sheet financing. 
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operating lease (p. 456) A lease contract which is in essence 
a rental agreement. The lessee has the use of the leased property, 
but the lessor retains the usual risks and rewards of ownership. 
The periodic lease payments are accounted for as rent expense 
by the lessee and as rental revenue by the lessor. 


payroll taxes (p. 433) Taxes levied on an employer based 
on the amount of wages and salaries being paid to employees 
during the period. They include the employer’s share of Social 
Security and Medicare taxes, unemployment taxes, and (though 
not called a “‘tax””) workers’ compensation premiums. 


pension fund (p.457) A fund managed by an independent trustee 
into which an employer-company makes periodic payments. The 
fund is used to make pension payments to retired employees. 


postretirement benefits (p. 457) Benefits that will be paid 
to retired workers. The present value of the future benefits 
earned by workers during the current period is an expense of the 
period. If not fully funded, this expense results in a liability for 
unfunded postretirement benefits. (For many companies, these 
liabilities have become very large.) 


present value (of a future amount) (p. 449) The amount of 
money that an informed investor would pay today for the right 


to receive the future amount, based on a specific rate of return 
required by the investor. 


principal amount (p. 431) The unpaid balance of an obliga- 
tion, exclusive of any interest charges for the current period. 


sinking fund (p. 440) Cash set aside by a corporation at 
regular intervals (usually with a trustee) for the purpose of 
repaying a bond issue at its maturity date. 


special purpose entities (p. 455) SPEs are separate entities 
established by corporations to accomplish specific purposes. 
SPEs are often used to borrow money and then transfer it to 
the sponsoring corporation as an off-balance sheet financing 
arrangement. 


underwriter (p. 439) An investment banking firm that han- 
dles the sale of a corporation’s stocks or bonds to the public. 


workers’ compensation (p. 434) A state-mandated insur- 
ance program insuring workers against job-related injuries. 
Premiums are charged to employers as a percentage of the 
employees’ wages and salaries. The amounts vary by state and 
by the employees’ occupations but, in some cases, can be very 
substantial. 


Demonstration Problem 


Listed below are selected items from the financial statements of G & H Pump Mfg. Co. for the year 


ended December 31, 2011. 


Note payable to Porterville Bank 
Income taxes payable ...... 
Loss contingency relating to lawsuit ..............0.0. 000.0. e eee eee eee 
Accounts payable and accrued expenseS ............ 000 cece eee eee 
Mortgage note payable ..... 
Bonds payable ............ 
Premium on bonds payable 
Accrued bond interest payable 
Pension expense .......... 
Unearned revenue ......... 


Other Information 


shieres Spal a sae Davi eoats Salas ad day hleomhia® aha ey Boduaes $ 99,000 


63,000 
200,000 
163,230 
240,864 

2,200,000 


jdeOS¢ acteead eet Re Peet eeadecdeetaaeeeagads 1,406 


110,000 


1. The note payable owed to Porterville Bank is due in 30 days. G & H has arranged with this 
bank to renew the note for an additional two years. 


2. G & Hhas been sued for $200,000 by someone claiming the company’s pumps are excessively 
noisy. It is reasonably possible, but not probable, that a loss has been sustained. 


3. The mortgage note is payable at $8,000 per month over the next three years. During the next 
12 months, the principal amount of this note will be reduced to $169,994. 


4. The bonds payable mature in seven months. A sinking fund has been accumulated to repay the 
full maturity of this bond issue. 
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Instructions 


a. Using this information, prepare the current liabilities and long-term liabilities sections of a 
classified balance sheet at December 31, 2011. 


b. Explain briefly how the information in each of the four numbered paragraphs affected your 
presentation of the company’s liabilities. 


Solution to the Demonstration Problem 


a. 


G & H PUMP MFG. CO. 


PARTIAL BALANCE SHEET 
DECEMBER 31, 2011 


Liabilities: 
Current liabilities: 
Accounts payable and accrued expenses .............-.-. $ 163,230 
Income taxes payable wcs. isis iw gnaddaa teed sneered 63,000 
Accrued bond interest payable.........................-. 110,000 
Unearned revenue .......... 0.00. eee eee eee 25,300 
Current portion of long-term debt........................ 70,870 
Total current liabilities ©... 0.0... ee eee $ 432,400 
Long-term liabilities: 
Note payable to Porterville Bank .....................0.. $ 99,000 
Mortgage note payable ...............0 00.022 e ee eee. 169,994 
Bonds payable . 2cccs0.¢.e004 eescae tees reese reed eee. $2,200,000 
Add: Premium on bonds payable .......................-. 1,406 2,201,406 
Total long-term liabilities ©... 2... 0... ee eee $2,470,400 
Total liabilities... 6... ee eee $2,902,800 


Although the note payable to Porterville Bank is due in 30 days, it is classified as a 
long-term liability as it will be refinanced on a long-term basis. 

2. The pending lawsuit is a loss contingency requiring disclosure, but it is not included in 
the liability section of the balance sheet. 


3. The $70,870 of the mortgage note that will be repaid within the next 12 months 
($240,864 — $169,994) is a current liability; the remaining balance, due after December 
31, 2012, is long-term debt. 


4. Although the bonds payable mature in seven months, they will be repaid from a sink- 
ing fund, rather than from current assets. Therefore, these bonds retain their long-term 
classification. 


Self-Test Questions 


2. On October 1, Dalton Corp. borrows $100,000 from 
National Bank, signing a six-month note payable for that 
amount, plus interest to be computed at a rate of 9 percent 
per annum. Indicate all correct answers. 


a. Dalton’s liability at October 1 is only $100,000. 
The maturity value of this note is $104,500. 
At December 31, Dalton will have a liability for 


The answers to these questions appear on page 481. 


1. Which of the following is characteristic of liabilities rather 
than of equity? (More than one answer may be correct.) 


a. The obligation matures. 


b. Interest paid to the provider of the capital is deductible 
in the determination of taxable income. b. 


c. The capital providers’ claims are residual in the event c. 


of liquidation of the business. 


The capital providers normally have the right to exer- 
cise control over business operations. 


accrued interest payable in the amount of $4,500. 


Dalton’s total liability for this loan at November 30 
is $101,500. 
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. Identify all correct statements concerning payrolls and 
related payroll costs. 


a. Both employers and employees pay Social Security and 
Medicare taxes. 


b. Workers’ compensation premiums are withheld from 
employees’ wages. 


c. An employer’s total payroll costs usually exceed total 
wages expense by about 7% percent. 


d. Under current law, employers are required to pay Social 
Security taxes on employees’ earnings, but they are not 
required to pay for health insurance. 


. Identify the types of information that can readily be deter- 
mined from an amortization table for an installment loan. 
(More than one answer may be correct.) 


a. Interest expense on this liability for the current year. 


b. The present value of the future payments under chang- 
ing market conditions. 


The unpaid balance remaining after each payment. 


d. The portion of the unpaid balance that is a current 
liability. 

. Which of the following statements is (are) correct? (More 

than one statement may be correct.) 


a. A bond issue is a technique for subdividing a very large 
loan into many small, transferable units. 


b. Bond interest payments are contractual obligations, 
whereas the board of directors determines whether or 
not dividends will be paid. 


c. As interest rates rise, the market prices of bonds fall; as 
interest rates fall, bond prices tend to rise. 


d. Bond interest payments are deductible in determining 
income subject to income taxes, whereas dividends 
paid to stockholders are not deductible. 


. Identify all statements that are consistent with the con- 
cept of present value. (More than one answer may be 
correct.) 


a. The present value of a future amount always is /ess than 
that future amount. 


b. An amount of money available today is considered 
more valuable than the same sum that will not become 
available until a future date. 


c. A bond’s issue price is equal to the present value of its 
future cash flows. 


d. The liability for an installment note payable is recorded 
at only the principal amount, rather than the sum of the 
scheduled future payments. 


. Identify those trends that are unfavorable from the 
viewpoint of a bondholder. (More than one answer may be 
correct.) 


a. Market interest rates are steadily rising. 


8. 


10. 


11. 


b. The issuing company’s interest coverage ratio is steadily 
rising. 


c. The issuing company’s net cash flow from operating 
activities is steadily declining. 

d. The issuing company’s debt ratio is steadily declining. 

A basic difference between loss contingencies and “real” 

liabilities is: 

a. Liabilities stem from past transactions; loss contingen- 
cies stem from future events. 


b. Liabilities always are recorded in the accounting 
records, whereas loss contingencies never are. 


c. The extent of uncertainty involved. 


d. Liabilities can be large in amount, whereas loss contin- 
gencies are immaterial. 


. Which of the following situations require recording a liabil- 


ity in 2011? (More than one answer may be correct.) 


a. In 2011, a company manufactures and sells stereo 
equipment that carries a three-year warranty. 


b. In 2011, a theater group receives payments in advance 
from season ticket holders for productions to be per- 
formed in 2012. 


c. A company is a defendant in a legal action. At the end 
of 2011, the company’s attorney feels it is possible 
the company will lose and that the amount of the loss 
might be material. 


d. During 2011, a Midwest agricultural cooperative is 
concerned about the risk of loss if inclement weather 
destroys the crops. 


Silverado maintains a fully funded pension plan. During 
2011, $1 million was paid to retired workers, and workers 
currently employed by the company earned a portion of the 
right to receive pension payments expected to total $6 mil- 
lion over their lifetimes. Silverado’s pension expense for 
2011 amounts to: 


a. $1 million. 

b. $6 million. 

c. $7 million. 

d. Some other amount. 

Deferred income taxes result from: 


a. The fact that bond interest is deductible in the computa- 
tion of taxable income. 


b. Depositing income taxes due in future years in a special 
fund managed by an independent trustee. 


c. Differences between certain revenue and expense items 
recognized in financial statements but not in income tax 
returns. 


d. The inability of a bankrupt company to pay its income 
tax liability on schedule. 
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Define liabilities. Identify several characteristics that distin- 
guish liabilities from owners’ equity. 


Explain the relative priority of the claims of owners and of 
creditors to the assets of a business. Do all creditors have 
equal priority? Explain. 


Define current liabilities and long-term liabilities. Under 
what circumstances might a 10-year bond issue be classified 
as a current liability? Under what circumstances might a 
note payable maturing 30 days after the balance sheet date 
be classified as a long-term liability? 


Explain why an employer’s “total cost” of a payroll may 
exceed by a substantial amount the total wages and salaries 
earned by employees. 


A friend of yours has just purchased a house and has taken 
out a $50,000, 11 percent mortgage, payable at $476.17 
per month. After making the first monthly payment, he 
received a receipt from the bank stating that only $17.84 
of the $476.17 had been applied to reducing the principal 
amount of the loan. Your friend computes that, at the rate of 
$17.84 per month, it will take over 233 years to pay off the 
$50,000 mortgage. Do you agree with your friend’s analy- 
sis? Explain. 


Briefly explain the income tax advantage of raising capital 


by issuing bonds rather than by selling capital stock. 


Tampa Boat Company pays federal income taxes at a rate 
of 30 percent on taxable income. Compute the company’s 
annual after-tax cost of borrowing on a 10 percent, $5 million 
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Effective Interest Rate 
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11. 


12. 


13. 


14. 
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bond issue. Express this after-tax cost as a percentage of the 
borrowed $5 million. 


Why do bond prices vary inversely with interest rates? 


Some bonds now being bought and sold by investors on 
organized securities exchanges were issued when interest 
rates were much higher than they are today. Would you 
expect these bonds to be trading at prices above or below 
their face values? Explain. 


There is an old business saying that “You shouldn’t be in 
business if your company doesn’t earn higher than bank 
rates.” This means that if a company is to succeed, its return 
on assets should be significantly higher than its cost of bor- 
rowing. Why is this so important? 


Identify two characteristics of estimated liabilities. Provide 
at least two examples of estimated liabilities. 


What is the meaning of the term Joss contingency? Give 
several examples. How are loss contingencies presented in 
financial statements? Explain. 


Explain how the lessee accounts for an operating lease and 
a capital lease. Why is an operating lease sometimes called 
off-balance sheet financing? 


When are the costs of postretirement benefits recog- 
nized as an expense? When are the related cash payments 
made? 


What are deferred income tax liabilities? How are these 
items presented in financial statements? 
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Jacobs Company borrowed $10,000 on a one-year, 8 percent note payable from the local bank on 
April 1. Interest was paid quarterly, and the note was repaid one year from the time the money was 
borrowed. Calculate the amount of cash payments Jacobs was required to make in each of the two 
calendar years that were affected by the note payable. 


One of the advantages of borrowing is that interest is deductible for income tax purposes. 


If a company pays 8 percent interest to borrow $500,000, but is in an income tax bracket that 
requires it to pay 40 percent income tax, what is the actual net-of-tax interest cost that the 


b. What is the effective interest rate that is paid by the company? 


BRIEF 
EXERCISE 10.3 
Bonds Issued at a 
Discount 


Cronan, Inc., sells $1,000,000 general obligation bonds for 98. The interest rate on the bonds, paid 
quarterly, is 6 percent. Calculate (a) the amount that the company will actually receive from the 
sale of the bonds, and (b) the amount of both the quarterly and the total annual cash interest that 
the company will be required to pay. 
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Pearl Company sells $1,000,000 general obligation bonds for 101. The interest rate on the bonds, 
paid quarterly, is 5 percent. Calculate (a) the amount that the company will actually receive from 
the sale of the bonds, and (b) the amount of both the quarterly and the total annual cash interest 
that the company will be required to pay. 


Red & Blue Company sold bonds at 97 on an interest payment date for $500,000. Assuming the 
bonds will be retired in 10 years and interest is paid annually, calculate the amount of cash that will 
be received and paid by Red & Blue in the first year, as well as the interest expense that will be 
recognized in that year. The bonds carry a stated interest rate of 5 percent. 


Purple & Orange, Inc., sold $700,000 of bonds on an interest payment date at 102. Assuming 
the bonds will be retired in 10 years and interest is paid annually, calculate the amount of cash 
that will be received and paid by Purple & Orange in the first full year, as well as the amount of 
interest expense that will be recognized in that year. The bonds carry a stated interest rate of 6.5 
percent. 


Fox Company has debt totaling $2,000,000 and total stockholders’ equity of $4,000,000. Wolfe 
Company has debt totaling $3,000,000 and stockholders’ equity of $5,000,000. 


a. Calculate the debt ratio for each company. (Hint: You will find an explanation of the debt ratio 
and how it is computed in Exhibit 10-8.) 


b. Briefly explain the meaning of the debt ratio. 


Joseph Max, Inc., sold 10-year, 7 percent bonds for $1,000,000 at 98. On the interest payment date 
at the end of the 5th year the bonds were outstanding, 50 percent of the bonds were retired by Max 
at 101 under an early retirement option that was written into the bond agreement. Determine the 
gain or loss that Max will incur as a result of retiring the bonds. 


Gosling Company determines its annual income tax expense to be $459,000. Of that amount, 
$300,000 has already been paid during the year (on a quarterly basis) and charged to the Income 
Taxes Expense account. The company has determined that, of the amount that has not yet been 
paid or recorded, $75,000 will be deferred into future years under certain favorable income tax 
provisions available to the company. Prepare the end-of-year general journal entry to recognize 
income taxes accrued. 


Grammar, Inc., offers its full-time employees pension and other postretirement benefits, pri- 
marily health insurance. During the current year, pension benefits for the employees totaled 
$250,000. Other postretirement benefits totaled $140,000. The pension benefits are fully 
funded by the company by transferring cash to a trustee that administers the plan. The other 
postretirement benefits are similarly funded, but only at the 50 percent level. Determine the 
total amount that Grammar will need to transfer to its trustee for both benefit plans during the 
current year. 
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Exercises 


Assume that you will have a 10-year, $10,000 loan to repay to your parents when you graduate 
from college next month. The loan, plus 8 percent annual interest on the unpaid balance, is to be 
repaid in 10 annual installments of $1,490 each, beginning one year after you graduate. You have 
accepted a well-paying job and are considering an early settlement of the entire unpaid balance in 


just three years (immediately after making the third annual payment of $1,490). 


Prepare an amortization schedule showing how much money you will need to save to pay your 
parents the entire unpaid balance of your loan three years after your graduation. (Round amounts 
to the nearest dollar.) 


Listed below are eight events or transactions of GemStar Corporation. 
a. Made an adjusting entry to record interest on a short-term note payable. 


b. Made a monthly installment payment of a fully amortizing, six-month, interest-bearing install- 
ment note payable. 
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c. Recorded a regular biweekly payroll, including the amounts withheld from employees, the 
issuance of paychecks, and payroll taxes on the employer. 

d. Came within 12 months of the maturity date of a note payable originally issued for a period of 
18 months. 

Deposited employee tax withholdings with proper tax authorities. 
Issued bonds payable at face value. 

g. Recognized semiannual interest expense on bonds payable described in part f and paid bond- 
holders the full interest amount. 

h. Recorded the necessary adjusting entry on December 31, 2011, to accrue three months’ 
interest on bonds payable that had been issued at a discount several years prior. The next 
semiannual interest payment will occur March 31, 2012. 

Indicate the effects of each of these transactions on the following financial statement categories. 

Organize your answer in tabular form, using the illustrated column headings. Use the following 

code letters to indicate the effects of each transaction on the accounting element listed in the col- 

umn heading: I for increase, D for decrease, and NE for no effect. 


Income Statement Balance Sheet 

Long- 
___ Revenue — Expenses = Net assets = Current + Term 4 Owners’ 
Transaction Income Liab. Liab. Equity 


a 


Six events relating to liabilities follow: 
a. Paid the liability for interest payable accrued at the end of the last accounting period. 


b. Made the current monthly payment on a 12-month installment note payable, including interest 
and a partial repayment of principal. 


c. Issued bonds payable at 98 on March 1, 2011. The bonds pay interest March | and September 1. 


d. Recorded September 1, 2011, interest expense and made semiannual interest payment on 
bonds referred to in part ¢. 


e. Recorded necessary adjusting entry on December 31, 2011, for bonds referred to in part c. 
f. Recorded estimated six-month warranty expense on December 31, 2011. 


Indicate the effects of each transaction or adjusting entry on the financial measurements in the five 
column headings listed below. Use the code letters | for increase, D for decrease, and NE for no effect. 


Net Cash Flow Net Cash Flow 
Current Long-Term Net from Operating (from All 
Transaction Liabilities Liabilities Income Activities Sources) 


a 


Magnum Plus, Inc., is a manufacturer of hunting supplies. The following is a summary of the com- 
pany’s annual payroll-related costs: 


Wages and salaries expense (of which $2,200,000 was withheld from 


employees’ pay and forwarded directly to tax authorities) ................ $7,200,000 
PAYVFOll LAXCS).e6c0d foe P ecee eee ata deeper a kak ces hdeus he eens aug Se tangs Se anecadeus 580,000 
Workers’ compensation premiums .............. 00.000 c eee eee eee 250,000 
Group health insurance premiums............... 0.000000 eee eee eee 725,000 
Contributions to employees’ pension plan..................0000 022 eee 450,000 


a. Compute Magnum’s total payroll-related costs for the year. 
b. Compute the net amount of cash actually paid to employees (their take-home pay). 


c. Express total payroll-related costs as a percentage of (1) total wages and salaries expense, and 
(2) employees’ take-home pay. (Round computations to the nearest | percent.) 
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L03. EXERCISE 10.5 Gruver Corporation reported the following payroll-related costs for the month of February: 
Accounting for Payroll 
Activities 
Gross’ pay (WageS:expense) iciiivicieninae dia eben a ae Veneer eae 4 $250,000 
Social Security and Medicare taxeS.... 0.0.0.0... cee 19,125 
Federal and state unemployment taxes ............ 0.000020 c eee eee eee 15,500 
Workers’ compensation insurance ............ 0.00.0. 8,500 
Group health and life insurance benefits ...............0.0.0 000000000000. 10,000 
Employee pension plan benefits ............. 0.0.0.0. 22,875 
Total payroll costs for February .......... 00.0... cece eee eee $326,000 


Gruver’s insurance premiums for workers’ compensation and group health and life insurance were 
paid for in a prior period and recorded initially as prepaid insurance expense. Withholdings from 
employee wages in February were as follows: 


State income tax withholdings .......... 00.00: c eee ete ee $ 5,875 
Federal income tax withholdings .............0 0 cece eee tees 56,000 
Social Security and Medicare tax withholdings ..............0.00 eee eee eee 19,125 


a. Record Gruver’s gross wages, employee withholdings, and employee take-home pay for 
February. 


b. Record Gruver’s payroll tax expense for February. 


iS 


Record Gruver’s employee benefit expenses for February. 


d. Do the amounts withheld from Gruver’s employees represent taxes levied on Gruver Corpora- 
tion? Explain. 


104 EXERCISE 10.6 Glen Pool Club, Inc., has a $150,000 mortgage liability. The mortgage is payable in monthly 
Use of an installments of $1,543, which include interest computed at an annual rate of 12 percent (1 percent 
Amortization Table monthly). 


a. Prepare a partial amortization table showing (1) the original balance of this loan, and (2) the 
allocation of the first two monthly payments between interest expense and the reduction in the 
mortgage’s unpaid balance. (Round to the nearest dollar.) 

b. Prepare the journal entry to record the second monthly payment. 

c. Will monthly interest increase, decrease, or stay the same over the life of the loan? Explain 
your answer. 


L05 EXERCISE 10.7 DuPont reports in a recent balance sheet $598 million of 5.25 percent notes payable due in 2016. 
After-Tax Cost of The company’s income tax rate is approximately 19 percent. 
Borrowing a. Compute the company’s after-tax cost of borrowing on this bond issue stated as a total dollar 
amount. 


b. Compute the company’s after-tax cost of borrowing on this bond issue stated as a percentage 
of the amount borrowed. 


c. Describe briefly the advantage of raising funds by issuing bonds as opposed to stocks. 


L05. EXERCISE 10.8 On March 31, 2011, Gardner Corporation received authorization to issue $50,000 of 9 percent, 
Bond Interest on 30-year bonds payable. The bonds pay interest on March 31 and September 30. The entire issue was 
Bonds Issued at dated March 31, 2011, but the bonds were not issued until April 30, 2011. They were issued at face 
Face Value value. 


a. Prepare the journal entry at April 30, 2011, to record the sale of the bonds. 


b. Prepare the journal entry at September 30, 2011, to record the semiannual bond interest 
payment. 
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c. Prepare the adjusting entry at December 31, 2011, to record bond interest expense accrued 
since September 30, 2011. (Assume that no monthly adjusting entries to accrue interest 
expense had been made prior to December 31, 2011.) 

d. Explain why the issuing corporation charged its bond investors for interest accrued in April 
2011, prior to the issuance date (see part b above). 


Swanson Corporation issued $8 million of 20-year, 8 percent bonds on April 1, 2011, at 102. Inter- 
est is due on March 31 and September 30 of each year, and all of the bonds in the issue mature 
on March 31, 2031. Swanson’s fiscal year ends on December 31. Prepare the following journal 
entries: 

a. April 1, 2011, to record the issuance of the bonds. 

b. September 30, 2011, to pay interest and to amortize the bond premium. 


c. March 31, 2031, to pay interest, amortize the bond premium, and retire the bonds at maturity 
(make two separate entries). 


d. Briefly explain the effect of amortizing the bond premium upon (1) annual net income and 
(2) annual net cash flow from operating activities. (Ignore possible income tax effects.) 


Mellilo Corporation issued $5 million of 20-year, 9.5 percent bonds on July 1, 2011, at 98. Interest 
is due on June 30 and December 31 of each year, and all of the bonds in the issue mature on June 
30, 2031. Mellilo’s fiscal year ends on December 31. Prepare the following journal entries: 


a. July 1, 2011, to record the issuance of the bonds. 
b. December 31, 2011, to pay interest and amortize the bond discount. 


c. June 30, 2031, to pay interest, amortize the bond discount, and retire the bonds at maturity 
(make two separate entries). 


d. Briefly explain the effect of amortizing the bond discount upon (1) annual net income and 
(2) annual net cash flow from operating activities. (Ignore possible income tax effects.) 


Shown below are data from recent reports of two toy makers. Dollar amounts are stated in 
thousands. 


Toyco Playco 
Total ASSEtS\ ... Vie de Sanatek uth done Oeil omieteie ach Bn a snaae aoe eka $615,132 $2,616,388 
Totallliabilities. 202s ecccee6nd ened er ede ko dee edd eee ene 349,792 1,090,776 
Interest expense... 1.2.2.0... eee eee 28,026 37,588 
Operating INCOME. 2-20.6.00ckde bianca db dee Oihed band dak oes 13,028 304,672 


a. Compute for each company (1) the debt ratio and (2) the interest coverage ratio. (Round the 
debt ratio to the nearest percent and the interest coverage ratio to two decimal places.) 


b. In your opinion, which of these companies would a long-term creditor probably view as the 
safer investment? Explain. 


On July 1, Pine Region Dairy leased equipment from Farm America for a period of three years. 
The lease calls for monthly payments of $2,500 payable in advance on the first day of each month, 
beginning July 1. 

Prepare the journal entry needed to record this lease in the accounting records of Pine Region 
Dairy on July 1 under each of the following independent assumptions: 


a. The lease represents a simple rental arrangement. 


b. At the end of three years, title to this equipment will be transferred to Pine Region Dairy at 
no additional cost. The present value of the 36 monthly lease payments is $76,021, of which 
$2,500 is paid in cash on July 1. None of the initial $2,500 is allocated to interest expense. 


c. Why is situation a, the operating lease, sometimes called off-balance sheet financing? 


Would it be acceptable for a company to account for a capital lease as an operating lease to 
report rent expense rather than a long-term liability? 
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At the end of the current year, Western Electric received the following information from its actu- 
arial firm: 


$2,500,000 
750,000 


Pension: eXPeNnSe casi dene hy Kasewiaw eddie eaeewles ee eee knw ees 
Postretirement benefits expense ............. 0.0.0 c eee eee eee eee 


The pension plan is fully funded. Western Electric has funded only $50,000 of the nonpension 
postretirement benefits this year. 


a. 
b. 


Prepare the journal entry to summarize pension expense for the entire year. 

Prepare the journal entry to summarize the nonpension postretirement benefits expense for the 
entire year. 

If the company becomes illiquid in future years, what prospects, if any, do today’s employees 
have of receiving the pension benefits that they have earned to date? 

Does the company have an ethical responsibility to fully fund its nonpension postretirement 
benefits? 


The following journal entry summarizes for the current year the income tax expense of Wilson’s 
Software Warehouse: 


1,500,000 


CaS) wwcss Sia.8 6 4 Hedeas Sidie bd eds Midis Sede el 960,000 
Income: Tax Payable sii: was sancsewend es tear eew ed wae tas 340,000 
Deferred Income Tax..... 2.0... ccc eee ene 200,000 


To record income tax expense for the current year. 


Of the deferred income taxes, only $30,000 is classified as a current liability. 


a. 
b. 


Define the term deferred income tax. 


What is the amount of income tax that the company has paid or expects to pay in conjunction 
with its income tax return for the current year? 


Illustrate the allocation of the liabilities shown in the above journal entry between the clas- 
sifications of current liabilities and long-term liabilities. 


To answer the following questions use the financial statements for Home Depot, Inc., in Appendix A 
at the end of the textbook: 


a. 


Problem Set A 


Compute the company’s current ratio and quick ratio for the most recent year reported. Do 
these ratios provide support that Home Depot is able to repay its current liabilities as they 
come due? Explain. 


Compute the company’s debt ratio. Does Home Depot appear to have excessive debt? 
Explain. 


Examine the company’s statement of cash flows. Does Home Depot’s cash flow from operat- 
ing activities appear adequate to cover its current liabilities as they come due? Explain. 
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Fifteen transactions or events affecting Computer Specialists, Inc., are as follows: 


a. 


Made a year-end adjusting entry to accrue interest on a note payable. 
A liability classified for several years as long-term becomes due within the next 12 months. 


Recorded the regular biweekly payroll, including payroll taxes, amounts withheld from 
employees, and the issuance of paychecks. 


Earned an amount previously recorded as unearned revenue. 
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e. Made arrangements to extend a bank loan due in 60 days for another 18 months. 


f. Made a monthly payment on a fully amortizing installment note payable. (Assume this note is 
classified as a current liability.) 


g. Called bonds payable due in seven years at a price above the carrying value of the liability in 
the accounting records. 


h. Issued bonds payable at 97 on May 1, 2011. The bonds pay interest May 1 and November 1. 


i. Recorded November 1, 2011, interest expense and made semiannual interest payment on 
bonds referred to in part h. 


Recorded necessary adjusting entry on December 31, 2011, for bonds referred to in part h. 
Issued bonds payable at 102 on July 31, 2011. The bonds pay interest July 31 and January 31. 
Recorded necessary adjusting entry on December 31, 2011, for bonds referred to in part k. 
Recorded an estimated liability for warranty claims. 


BB - Fre. 


Entered into a two-year commitment to buy all hard drives from a particular supplier at a price 
10 percent below market. 


0. Received notice that a lawsuit has been filed against the company for $7 million. The amount 
of the company’s liability, if any, cannot be reasonably estimated at this time. 


Instructions 

Indicate the effects of each of these transactions upon the following elements of the company’s 
financial statements. Organize your answer in tabular form, using the column headings shown 
below. Use the following code letters to indicate the effects of each transaction on the accounting 
element listed in the column headings: | for increase, D for decrease, and NE for no effect. 


Income Statement Balance Sheet 
Long- 
___ Revenue — Expenses= Net Assets = Current + Term 4 Owners’ 
Transaction Income Liab. Liab. Equity 
a 
LUI PROBLEM 10.2A The following are selected items from the accounting records of Seattle Chocolates for the year 
Balance Sheet ended December 31, 2011: 
102 Presentation of 
Liabilities 
104 Note payable to Northwest Bank .............. 0.0.02 e eee eee ee $500,000 
lncome:-taxes payable: 0 ccctear genie deamean sea we deanwa sa thin Rees 40,000 
Accrued expenses and payroll taxeS .......... 0.0: eee 60,000 
LO8 Mortgage ‘note payable: svcvocceei ve beaaaees Me Pade Gee Res ER Ea 750,000 
Accrued interest on mortgage note payable ......................000.00.. 5,000 
Trade-.accounts payable visser hanen be PER TTA He DEE HE TER ewe ee 250,000 
Unearned revenue ......... 2.0.0.0 ects 15,000 
Potential liability in pending lawsuit ............. 0.00.00. c eee eee eee 100,000 


Other Information 
1. The note payable to Northwest Bank is due in 60 days. Arrangements have been made to 
renew this note for an additional 12 months. 


2. The mortgage requires payments of $6,000 per month. An amortization table shows that its 
balance will be paid down to $739,000 by December 31, 2012. 


3. Accrued interest on the mortgage note payable is paid monthly. The next payment is due near 
the end of the first week in January 2012. 

4. Seattle Chocolates has been sued for $100,000 in a contract dispute. It is not possible at this 
time, however, to make a reasonable estimate of the possible loss, if any, that the company 
may have sustained. 
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Instructions 


a. Using the information provided, prepare the current and long-term liability sections of the 
company’s balance sheet dated December 31, 2011. (Within each classification, items may be 
listed in any order.) 


b. Explain briefly how the information in each of the four numbered paragraphs above influ- 
enced your presentation of the company’s liabilities. 


During the fiscal year ended December 31, Swanson Corporation engaged in the following transac- 
tions involving notes payable: 


Aug. 6 Borrowed $12,000 from Maple Grove Bank, signing a 45-day, 12 percent note payable. 


Sept. 16 Purchased office equipment from Seawald Equipment. The invoice amount was 
$18,000, and Seawald agreed to accept, as full payment, a 10 percent, three-month 
note for the invoice amount. 


Sept. 20 Paid Maple Grove Bank the note plus accrued interest. 


Nov. 1 Borrowed $250,000 from Mike Swanson, a major corporate stockholder. The corpora- 
tion issued Swanson a $250,000, 15 percent, 90-day note payable. 


Dec. 1 Purchased merchandise inventory in the amount of $5,000 from Gathman Corporation. 
Gathman accepted a 90-day, 14 percent note as full settlement of the purchase. 
Swanson Corporation uses a perpetual inventory system. 


Dec. 16 The $18,000 note payable to Seawald Equipment matured today. Swanson paid the 
accrued interest on this note and issued a new 30-day, 16 percent note payable in the 
amount of $18,000 to replace the note that matured. 


Instructions 


a. Prepare journal entries (in general journal form) to record the above transactions. Use a 
360-day year in making the interest calculations. 


b. Prepare the adjusting entry needed at December 31, prior to closing the accounts. Use one 
entry for all three notes (round to the nearest dollar). 


c. Provide a possible explanation why the new 30-day note payable to Seawald Equipment pays 
16 percent interest instead of the 10 percent rate charged on the September 16 note. 


On September 1, 2011, Quick Lube signed a 30-year, $1,080,000 mortgage note payable to 
Mifflinburg Bank and Trust in conjunction with the purchase of a building and land. The mortgage 
note calls for interest at an annual rate of 12 percent (1 percent per month). The note is fully amor- 
tizing over a period of 360 months. 

The bank sent Quick Lube an amortization table showing the allocation of monthly payments 
between interest and principal over the life of the loan. A small part of this amortization table is 
illustrated below. (For convenience, amounts have been rounded to the nearest dollar.) 


AMORTIZATION TABLE 


(12%, 30-YEAR MORTGAGE NOTE PAYABLE FOR $1,080,000; PAYABLE IN 
360 MONTHLY INSTALLMENTS OF $11,110) 


Interest Payment Monthly Interest Principal Unpaid 
Period Date Payment Expense Reduction Balance 
Issue date Sept. 1, 2011 — — — $1,080,000 
1 Oct. 1 $11,110 $10,800 $310 1,079,690 
2 Nov. 1 11,110 10,797 313 1,079,377 


Instructions 


a. Explain whether the amounts of interest expense and the reductions in the unpaid principal are 
likely to change in any predictable pattern from month to month. 


b. Prepare journal entries to record the first two monthly payments on this mortgage. 


c. Complete this amortization table for two more monthly installments—those due on December 1, 
2011, and January 1, 2012. (Round amounts to the nearest dollar.) 
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d. Will any amounts relating to this 30-year mortgage be classified as current liabilities in Quick 
Lube’s December 31, 2011, balance sheet? Explain, but you need not compute any additional 
dollar amounts. 


Blue Mountain Power Company obtained authorization to issue 20-year bonds with a face value of 
$10 million. The bonds are dated May 1, 2011, and have a contract rate of interest of 10 percent. 
They pay interest on November | and May 1. The bonds were issued on August 1, 2011, at 100 
plus three months’ accrued interest. 

Instructions 

Prepare the necessary journal entries in general journal form on: 

a. August 1, 2011, to record the issuance of the bonds. 

b. November 1, 2011, to record the first semiannual interest payment on the bond issue. 


c. December 31, 2011, to record interest expense accrued through year-end. (Round to the near- 
est dollar.) 


d. May 1, 2012, to record the second semiannual interest payment. (Round to the nearest dollar.) 
e. What was the prevailing market rate of interest on the date that the bonds were issued? Explain. 


On September 1, 2011, Park Rapids Lumber Company issued $80 million in 20-year, 10 percent 
bonds payable. Interest is payable semiannually on March | and September 1. Bond discounts and 
premiums are amortized at each interest payment date and at year-end. The company’s fiscal year 
ends at December 31. 


Instructions 


a. Make the necessary adjusting entries at December 31, 2011, and the journal entry to record the 
payment of bond interest on March 1, 2012, under each of the following assumptions: 


1. The bonds were issued at 98. (Round to the nearest dollar.) 
2. The bonds were issued at 101. (Round to the nearest dollar.) 
b. Compute the net bond liability at December 31, 2012, under assumptions 1 and 2 above. 
(Round to the nearest dollar.) 
c. Under which of the above assumptions, 1 or 2, would the investor’s effective rate of interest be 
higher? Explain. 
The following items were taken from the accounting records of Minnesota Satellite Telephone 
Corporation (MinnSat) for the year ended December 31, 2011 (dollar amounts are in thousands): 


Accounts: payable csc ccccvecus pei wean eee os Rae kee a eee $ 65,600 
Accrued expenses payable (other than interest) ................0000000 ee 11,347 
6%4% Bonds payable, due Feb. 1, 2012 ......... 0... ee 100,000 
82% Bonds payable, due June 1, 2012 ...... 0... ee 250,000 
Discount on bonds payable (812% bonds of 2012) ..............0.0.0000. 260 
11% Bonds payable, due June 1, 2021 ..... 2... eee 300,000 
Premium on bonds payable (11% bonds of 2021) ...............0.0.0000. 1,700 
Accrued interest payable: ice: deow ch boa ewe dea ad dhe eal 7,333 
Bond interest expense ......... 0.0060 61,000 
Other interest expense xascedvad sc meee eho aoe wae ee Oeardee wee 17,000 
Notes: payable: (short-term). scosc6s ced ewiwee de ie ede wera es a uae es 110,000 
Lease obligations—capital leases ........... 0.0... cece eee eee 23,600 
Pension obligation: 34..5 6rore.sweieea see te wie Gea daa en aes 410,000 
Unfunded obligations for postretirement benefits other than pensions ........ 72,000 
Deferred income taxeS ........ 00... eee eee eee 130,000 
Income tax expense... 6.2... tee tenes 66,900 
Income tax payable ....... 0... ees 17,300 
Operating INCOME: sii eed ae SA e a Deee ede ded bee bbe behead 280,800 
IN@EIMGOME a. 2a: oe wend dese Siw wth bom, mand deem tine th Boke dh dR ee nae a Boag me Bake ie 134,700 


Totaliassets: 22.25c5i4000/o op $R eS awa oe ede wee’ a cated be ante ee 2,093,500 
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Other Information 


1. The 6% percent bonds due in February 2012 will be refinanced in January 2012 through the 
issuance of $150,000 in 9 percent, 20-year bonds payable. 


2. The 8% percent bonds due June 1, 2012, will be repaid entirely from a bond sinking fund. 


3. MinnSat is committed to total lease payments of $14,400 in 2012. Of this amount, $7,479 is 
applicable to operating leases, and $6,921 to capital leases. Payments on capital leases will be 
applied as follows: $2,300 to interest expense and $4,621 to reduction in the capitalized lease 
payment obligation. 


4. MinnSat’s pension plan is fully funded with an independent trustee. 

5. The obligation for postretirement benefits other than pensions consists of a commitment to 
maintain health insurance for retired workers. During 2012, MinnSat will fund $18,000 of this 
obligation. 

6. The $17,300 in income tax payable relates to income taxes levied in 2011 and must be paid on or 
before March 15, 2012. No portion of the deferred tax liability is regarded as a current liability. 


Instructions 


a. Using this information, prepare the current liabilities and long-term liabilities sections of a 
classified balance sheet as of December 31, 2011. (Within each classification, items may be 
listed in any order.) 

b. Explain briefly how the information in each of the six numbered paragraphs affected your 
presentation of the company’s liabilities. 

c. Compute as of December 31, 2011, the company’s (1) debt ratio and (2) interest coverage 
ratio. 

d. Solely on the basis of information stated in this problem, indicate whether this company 
appears to be an outstanding, medium, or poor long-term credit risk. State specific reasons for 
your conclusion. 


01 PROBLEM 10.8A As of December 31 of the current year, Chernin Corporation has prepared the following informa- 
Financial Statement tion regarding its liabilities and other obligations: 
Presentation of 
a Liabilities 
Notes payable, of which $10,000 will be repaid within the 
Los Next 12: MONS os Secwee dd a Os Peed ad Ca eadinwee e idae phates $ 80,000 
Interest expense that will result from existing liabilities over 
the Next 12 MOMINS 2 diana edanrs pees Peale Sealed thao Sele 8 125,000 
Los Lawsuit pending against the company, in which $500,000 
is claimed in damages. Legal counsel can make no reasonable 
estimate of the company’s ultimate liability at this time .................... 500,000 
Lo10 20-year bond issue that matures in two years. The entire 
amount will be repaid from a bond sinking fund ......................00-. 900,000 
Accrued interest on the 20-year bond issue as of the balance 
SECT CALS ie. jane cede ia euee ie cetabinc dog &. ichaueyeyneei & nce) ade Sa eyae gin Gil ace Sail < cola imeee 36,000 
Three-year commitment to John Higgins as chief financial 
officer at a salary of $250,000 per year ..... 20... eee eee 750,000 
Note payable due within 90 days (but that is expected to 
be extended for an additional 18 months) .................0 000 cee eee eee 75,000 
Cash deposits from customers for goods and services to 
be delivered over the next nine months ..............0 0 0c cee eee eee 300,000 
Income taxes, of which $100,000 are currently payable 
and the remainder deferred indefinitely........................ 0000000. 185,000 


Instructions 


a. Prepare a listing of the company’s current and long-term liabilities as they should be presented 
in the company’s December 31 balance sheet. 


b. Briefly explain why you have excluded any of the listed items in your listing of current and 
long-term liabilities. 
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Problem Set B 


PROBLEM 10.1B Fifteen transactions or events affecting Westmar, Inc., are as follows: 
Effects of a. Made a year-end adjusting entry to accrue interest on a note payable that has the interest rate 
through |@Nsactions on stated separately from the principal amount. 
gh. i 
nT CES. eieugtehi ts b. A liability classified for several years as long-term becomes due within the next 12 months. 
LOG c. Recorded the regular weekly payroll, including payroll taxes, amounts withheld from employ- 
ees, and the issuance of paychecks. 
LO8 d. Earned an amount previously recorded as unearned revenue. 
e. Made arrangements to extend a bank loan due in 60 days for another 36 months. 
f. Made a monthly payment on a fully amortizing installment note payable. (Assume this note is 
classified as a current liability.) 
g. Called bonds payable due in 10 years at a price below the carrying value of the liability in the 
accounting records. 
h. Issued bonds payable at 101 on January 31, 2011. The bonds pay interest on January 31 and 
July 31. 
i. Recorded July 31, 2011, interest expense and made semiannual interest payment on bonds 
referred to in part h. 
j. Recorded necessary adjusting entry on December 31, 2011, for bonds referred to in part h. 
k. Issued bonds payable at 98 on August 31, 2011. The bonds pay interest August 31 and 
February 28. 
]. Recorded the necessary adjusting entry on December 31, 2011, for bonds referred to in part k. 
m. Recorded an estimated liability for warranty claims. 
n. Entered into a five-year commitment to buy all supplies from a particular supplier at a price 
20 percent below market. 
0. Received notice that a lawsuit has been filed against the company for $8 million. The amount 
of the company’s liability, if any, cannot be reasonably estimated at this time. 
Instructions 
Indicate the effects of each of these transactions upon the following elements of the company’s 
financial statements. Organize your answer in tabular form, using the column headings shown 
below. Use the following code letters to indicate the effects of each transaction on the accounting 
elements listed in the column headings: | for increase, D for decrease, and NE for no effect. 
Income Statement Balance Sheet 
Long- 
_ Revenue — Expenses = Net = Assets = Current , Term 4 Owners’ 
Transaction Income Liabilities Liabilities Equity 
a 
L01 PROBLEM 10.2B The following are selected items from the accounting records of Atlanta Peach for the year ended 
Balance Sheet December 31, 2011: 
Presentation of 
= Liabilities 
Note payable to Southern Bank ............. 02... eee eee eee $ 250,000 
LO4 Income taxes payables si.c+s siwaniinww eerie peewee Ad Meee eee aaa S 15,000 
Accrued expenses and payroll taxes.........0. 0.00.00. 26,000 
Los Mortgage: note payables .5cc.acecmosnnead ere ee oe dead ISS Sad ea 750,000 
Accrued interest on mortgage note payable ........................00.. 15,000 
Trade accounts payable ......... 0.0... eee eee 275,000 
WMC AMMED EVENTS cs did oe betel hel Gatie  baeleon feet aah ili the ind hae 33,000 


Potential liability in pending lawsuit................0 0.0.00. 00 000000000. 2,000,000 
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Other Information 


1. The note payable to Southern Bank is due in 60 days. Arrangements have been made to renew 
this note for an additional 24 months. 


2. The mortgage requires payments of $10,000 per month. An amortization table shows that its 
balance will be paid down to $733,000 by December 31, 2012. 


3. Accrued interest on the mortgage note payable is paid monthly. The next payment is due near 
the end of the first week in January 2012. 


4. Atlanta Peach has been sued for $2,000,000 in a product damage case. It is not possible at this 
time, however, to make a reasonable estimate of the possible loss, if any, that the company 
may have sustained. 


Instructions 


a. Using the information provided, prepare the current and long-term liability sections of the 
company’s balance sheet dated December 31, 2011. (Within each classification, items may be 
listed in any order.) 


b. Explain briefly how the information in each of the four numbered paragraphs above influ- 
enced your presentation of the company’s liabilities. 


102 PROBLEM 10.3B During the fiscal year ended December 31, Swanlee Corporation engaged in the following trans- 
Notes Payable: actions involving notes payable: 
Accruing Interest 
July 1 Borrowed $20,000 from Weston Bank, signing a 90-day, 12 percent note payable. 


Sept. 16 Purchased office equipment from Moontime Equipment. The invoice amount was 
$30,000, and Moontime agreed to accept, as full payment, a 10 percent, three-month 
note for the invoice amount. 

Oct. 1 Paid Weston Bank the note plus accrued interest. 

Dec. 1 Borrowed $100,000 from Jean Will, a major corporate stockholder. The corporation 
issued Will a $100,000, 9 percent, 120-day note payable. 

Dec. 1 Purchased merchandise inventory in the amount of $10,000 from Listen Corporation. 
Listen accepted a 90-day, 12 percent note as a full settlement of the purchase. Swanlee 
Corporation uses a perpetual inventory system. 

Dec. 16 The $30,000 note payable to Moontime Equipment matured today. Swanlee paid the 
accrued interest on this note and issued a new 60-day, 16 percent note payable in the 
amount of $30,000 to replace the note that matured. 


Instructions 

a. Prepare journal entries (in general journal form) to record the above transactions. Use a 
360-day year in making the interest calculations. 

b. Prepare the adjusting entry needed at December 31, prior to closing the accounts. Use one 
entry for all three notes (round to the nearest dollar). 

c. Provide a possible explanation why the new 60-day note payable to Moontime Equipment 
pays 16 percent interest instead of the 10 percent rate charged on the September 16 note. 


L044 PROBLEM 10.4B On October 1, 2011, Walla signed a 4-year, $100,000 note payable to Vicksburg National Bank 
Preparation and Use in conjunction with the purchase of equipment. The note calls for interest at an annual rate of 
of an Amortization 12 percent (1 percent per month). The note is fully amortizing over a period of 48 months. 

Table The bank sent Walla an amortization table showing the allocation of monthly payments between 


interest and principal over the life of the loan. A small part of this amortization table is illustrated 
below. (For convenience, amounts have been rounded to the nearest dollar.) 
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AMORTIZATION TABLE 
(12%, 4-YEAR NOTE PAYABLE FOR $100,000; 


PAYABLE IN 48 MONTHLY INSTALLMENTS OF $2,633) 


Interest Payment Monthly Interest Principal Unpaid 
Period Date Payment Expense Reduction Balance 
Issue date Oct. 1, 2011 — — _— $100,000 
1 Nov. 1 $2,633 $1,000 $1,633 98,367 

2 Dec. 1 2,633 984 1,649 96,718 


Instructions 


a. Explain whether the amounts of interest expense and the reductions in the unpaid principal are 
likely to change in any predictable pattern from month to month. 
b. Prepare journal entries to record the first two monthly payments on this note. 


Complete this amortization table for two more monthly installments. 


ao 


Will any amounts relating to this 4-year note be classified as current liabilities in Walla’s 
December 31, 2011, balance sheet? Explain, but you need not compute any additional dollar 
amounts. 


Lake Company obtained authorization to issue 10-year bonds with a face value of $5 million. The 
bonds are dated June 1, 2011, and have a contract rate of interest of 6 percent. They pay interest 
on December | and June |. The bonds are issued on September 1, 2011, at 100 plus three months’ 
accrued interest. 


Instructions 

Prepare the necessary journal entries in general journal form on: 

a. September 1, 2011, to record the issuance of the bonds. 

December 1, 2011, to record the first semiannual interest payment on the bond issue. 
December 31, 2011, to record interest expense accrued through year-end. 

June 1, 2012, to record the second semiannual interest payment. 


ome F 


What was the prevailing market rate of interest on the date that the bonds were issued? 
Explain. 


On September 1, 2011, Bella Company issued $5 million in 10-year, 12 percent bonds payable. 
Interest is payable semiannually on March | and September 1. Bond discounts and premiums 
are amortized at each interest payment date and at year-end. The company’s fiscal year ends at 
December 31. 


Instructions 

a. Make the necessary adjusting entries at December 31, 2011, and the journal entry to record the 
payment of bond interest on March 1, 2012, under each of the following assumptions: 
1. The bonds were issued at 98. (Round to the nearest dollar.) 
2. The bonds were issued at 104. (Round to the nearest dollar.) 


b. Compute the net bond liability at December 31, 2012, under assumptions 1 and 2 above. 
(Round to the nearest dollar.) 


c. Under which of the above assumptions, 1 or 2, would the investor’s effective rate of interest be 
higher? Explain. 
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L0i1 PROBLEM 10.7B The following items were taken from the accounting records of Delaware Utility Company for the 
Reporting Liabilities in | year ended December 31, 2011 (dollar amounts are in thousands): 
a Balance Sheet 


LOS 
Accountsipayablé: ts:eacsacsciwh oveowe te Pale s od eeaed Dae Beene $ 48,000 

LOG Accrued expenses payable (other than interest) ..................2200005 7,200 
10% Bonds payable, due April 1, 2012 ........ 0.0.0... eee 100,000 

L010 8% Bonds payable, due October 1, 2012 ............ 2.0.00 c eee eee 150,000 
Unamortized bond discount (8% bonds of 2012) ................0 0000000. 270 
12% Bonds payable, due April 1, 2024 ................ 0.0.0.0. 0. 00008; 300,000 
Unamortized bond premium (12% bonds of 2024) ................000000. 2,000 
Accrued interest payable ....... 0... 0. ee eee 3,650 
Bond interest expense .......... 00. eee eee eee 57,000 
Other interest expense .......... 0... cece ete nee 8,000 
Notes payable (short-term) .......... 00... c eee eee eee 75,000 
Lease obligations—capital leases ............. 00... c eee eee 18,000 
Pension obligations: 2... 0isv2..tamiede tow Gat doanaaeen eee Tame eetus 410,000 
Unfunded obligations for postretirement benefits other than pensions ........ 60,000 
Deferred income taxes: di.015 cio peu ences aed tee e sae ed be wee eeed 110,000 
INCOME: Tax:OXPENSE e+ eevee ais VA er eaam aA TREY peta eee EA Re pia 42,000 
Income:tax payable: .ic.ctesaskawe dew dhestbiewed see deweh yews ede ees 8,000 
OperatinGiNCOMe: 2 oe easier gees, scanned alanstacticn weeca eve ¢ wlaustagcera, acne ead ateuclant 341,250 
N6tINCOMG ei 426% Poe Sees ph eee did rh GE Ee ee 210,000 
WOtaRaSSOIS: 28 wk a. 2.2 cerns ato naadeee cataverevaGthams aided cla atic ies mon suede aoauavedian 2,203,950 


Other Information 


1. The 10 percent bonds due in April 2012 will be refinanced in March 2012 through the issu- 
ance of $125,000 in 9 percent, 20-year bonds payable. 


2. The 8 percent bonds due October 1, 2012, will be repaid entirely from a bond sinking fund. 


3. Delaware Utility is committed to total lease payments of $11,000 in 2012. Of this amount, 
$6,000 is applicable to operating leases, and $5,000 to capital leases. Payments on capital 
leases will be applied as follows: $2,000 to interest expense and $3,000 to reduction in the 
capitalized lease payment obligation. 

4. Delaware Utility’s pension plan is fully funded with an independent trustee. 

5. The obligation for postretirement benefits other than pensions consists of a commitment 
to maintain health insurance for retired workers. During 2012, Delaware Utility will fund 
$16,000 of this obligation. 

6. The $8,000 in income taxes payable relates to income taxes levied in 2011 and must be paid 


on or before March 15, 2012. No portion of the deferred tax liability is regarded as a current 
liability. 


Instructions 


a. Using this information, prepare the current liabilities and long-term liabilities sections of a 
classified balance sheet as of December 31, 2011. (Within each classification, items may be 
listed in any order.) 


b. Explain briefly how the information in each of the six numbered paragraphs affected your 
presentation of the company’s liabilities. 


c. Compute as of December 31, 2011, the company’s (1) debt ratio and (2) interest coverage 
ratio. 


d. Solely on the basis of information stated in this problem, indicate whether this company 
appears to be an outstanding, medium, or poor long-term credit risk. State specific reasons for 
your conclusion. 
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401 PROBLEM 10.8B As of December 31 of the current year, Fernandez Company has prepared the following informa- 
Financial Statement tion regarding its liabilities and other obligations: 
Presentation of 
= Liabilities 
Notes payable, of which $20,000 will be repaid within the 
LO MEX. 12 MOMtNS s bsfew e Pinte ead eRe eee pera etd oe PASS $150,000 
Interest expense that will result from existing liabilities over 
the next T2mMOnthsS 3.0 Fs dowsts cae Ri eed tance eb hee sla kh heaeeet 175,000 
LO8 Lawsuit pending against the company, in which $500,000 
is claimed in damages. Legal counsel can make no reasonable 
estimate of the company’s ultimate liability at this time .................... 400,000 
Lo10 20-year bond issue that matures in two years. The entire 
amount will be repaid from a bond sinking fund ......................00-. 750,000 
Accrued interest on the 20-year bond issue as of the balance 
SNES Cate x c2isye ek a tners are SRMEa dda hi dis EARNER date ae Salatdugetn + anes ae aeeand 22,500 
Three-year commitment to John Higgins as chief financial 
officer at a salary of $170,000 per year ..... 00... eee ee 510,000 
Note payable due within 90 days (but that is expected to 
be extended for an additional 18 months) ................0.0.0 00000008. 90,000 
Cash deposits from customers for goods and services to 
be delivered over the next nine months ..............0.0. 0002 e eee eee 268,000 
Income taxes, of which $145,000 are currently payable 
and the remainder deferred indefinitely .............................0.. 260,000 


Instructions 


a. Prepare a listing of the company’s current and long-term liabilities as they should be presented 
in the company’s December 31 balance sheet. 


b. Briefly explain why you have excluded any of the listed items in your listing of current and 
long-term liabilities. 


Critical Thinking Cases 


101 CASE 10.1 Listed below are seven publicly owned corporations and a liability that regularly appears in each 


rhe: Nature ot corporation’s balance sheet: 


Liabilities a. Wells Fargo & Company (banking): Deposits: interest bearing 
a b. The New York Times Company: Unexpired subscriptions 
c. The Hollywood Park Companies (horse racing): Outstanding mutuel tickets 
> d. American Greetings (greeting cards and gift wrap products manufacturer): Sales returns 
e. Wausau Paper Mills Company: Current maturities of long-term debt 
f. Club Med., Inc. (resorts): Amounts received for future vacations 
g. Apple Computer, Inc.: Accrued marketing and distribution 
Instructions 
Briefly explain what you believe to be the nature of each of these liabilities, including how the 
liability arose and the manner in which it is likely to be discharged. 
L05 CASE 10.2 In the past, Abbott Labs had two bond issues outstanding with the following characteristics: 
Factors Affecting 
tres Bond Prices Issue Interest Rate Maturity Current Price 
L07 A 6% 2008 115 


B 6% 2012 118 
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Instructions 
Answer the following questions regarding these bond issues: 
a. Which issue, A or B, has the higher effective rate of interest? How can you tell? 


b. Assume that the bonds of both issues had face values of $1,000 each. How much total interest 
did each bond from issue A provide investors in 12 months? How much total interest did each 
bond from issue B provide investors in 12 months? 


c. Note that both issues are by the same company, have the same contract rate of interest, and 
have identical credit ratings. In view of these facts, explain the current price difference of each 
issue. 


Discuss each of the following situations, indicating whether the situation is a loss contingency 
that should be recorded or disclosed in the financial statements of Aztec Airlines. If the situation 
is not a loss contingency, explain how (if at all) it should be reported in the company’s financial 
statements. (Assume that all dollar amounts are material.) 


Instructions 


a. 1. Aztec estimates that $700,000 of its accounts receivable will prove to be uncollectible. 
2. The company’s president is in poor health and has previously suffered two heart attacks. 


3. As with any airline, Aztec faces the risk that a future airplane crash could cause consider- 
able loss. 


4. Aztec is being sued for $10 million for failing to adequately provide for passengers 
whose reservations were canceled as a result of the airline’s overbooking certain flights. 
This suit will not be resolved for a year or more. 


b. Make a general statement that summarizes management’s ethical responsibility regarding 
reporting loss contingencies in its financial statements. 


Airlines AMR (American Airlines) leases most of its commercial aircraft and is currently com- 
mitted to pay over $11 billion in future lease obligations. However, the company’s 2009 financial 
statement reported only $689 million of these commitments as long-term capital lease obligations 
in the liability section of its balance sheet. The remaining commitments are structured as operating 
leases. Obligations to pay future operating lease obligations are not reported in the balance sheet 
as liabilities. Instead, cash outlays for operating leases appear only in the income statement as 
expenses as the obligations come due. 

American’s recent balance sheet reports assets totaling $25.5 billion. The company’s long-term 
debt, including its capital lease obligations, total approximately $10.5 billion, and the stockhold- 
ers’ equity section of its balance sheet reveals a deficit (negative) balance in retained earnings. 


Instructions 


a. If American Airlines had structured its aircraft commitments as capital leases instead of 
operating leases, how would the appearance and potential interpretation of its balance sheet 
have changed? 


b. Is it ethical for American Airlines to structure less than $1 billion of its aircraft commitments 
as capital leases and the remaining as off-balance sheet financing? Defend your answer. 


c. With regard to American Airlines’s lease obligations, why is it important for investors and 
creditors to read and understand the footnotes accompanying the airline’s financial statements? 


The Internet provides a wealth of information concerning long-term liabilities, bond ratings, and 
credit markets. Visit the home page of BondsOnline at the following Internet address: 


www.BondsOnline.com 


Instructions 


a. Go to the “Chart Center” section of the Web site. Define in your own words the term “yield 
curve.” Why is the yield curve relevant to you as a bond investor? 
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b. Return to the home page. On the left side of the screen, locate the heading that provides 
current market information. Summarize two things you learned about the current financial 
markets by studying this information. 


c. Again return to the home page. Select the option “Financial Career Center” and select the job 
classification that interests you the most. Browse the jobs listed under that classification and 
select a specific job you would apply for were you currently qualified. Write a brief descrip- 
tion why this job interests you. 


Internet sites are time and date sensitive. It is the purpose of these exercises to have you explore 
the Internet. You may need to use the Yahoo! search engine http://www.yahoo.com (or another 
favorite search engine) to find a company’s current Web address. 


Answers to Self-Test Questions 


eb 2. a,b,d 3. a,d 4. a,c,d Saab scrd 6. a,b,c,d 
iemeanc Sc 9. a,b 10. d ec 
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Learning Objectives 


AFTER STUDYING THIS CHAPTER, YOU SHOULD BE ABLE TO: 


L01 


L02 


LOS 


LO4 


L05 


LOG 


LO7 


LO8 


L093 


Discuss the advantages and disadvantages of organizing a business as a corporation. 
Distinguish between publicly owned and closely held corporations. 

Explain the rights of stockholders and the roles of corporate directors and officers. 
Account for paid-in capital and prepare the equity section of a corporate balance sheet. 
Contrast the features of common stock with those of preferred stock. 

Discuss the factors affecting the market price of preferred stock and common stock. 
Explain the significance of book value and market value of capital stock. 

Explain the purpose and effects of a stock split. 


Account for treasury stock transactions. 


Stockholders’ equity is a major source of resources for corporations. As we 
learn in Chapter 11, stockholders’ equity comes from two primary sources: 
the original contributions of stockholders when they purchase shares of 
common or preferred stock directly from the company. The second source is 
the company’s accumulated earnings, less dividends and other adjustments, 
that have been achieved since the company’s inception. 

How important is stockholders’ equity as a source of funds for a company 
like Target Corporation? The answer is very important. In Target’s 2009 
statement of financial position (balance sheet), stockholders’ equity totals 
$15,347 million which represents more than 34% of total assets. Of the total 
stockholders’ equity of $15,347 million, $2,974 million came from the original 
investments of stockholders and the remainder from profitable operations. 
Clearly the original investment of owners has been enhanced via profitable 
operations of the company. 

Companies like Target carefully manage their relationship of debt to 
stockholders’ equity. Unlike debt, equity has no maturity date. If a stockholder 
in acompany like Target wants to sell his or her investment, the shares owned 
are offered for sale on a stock exchange or over-the-counter market in which 
sellers and buyers come together in exchange transactions. The numbers 
you often see in the business news about stock prices usually represent 
transactions between willing buyers and sellers, not between buyers and the 


issuing corporation. 
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Exhibit 11-1 
ADVANTAGES AND 


DISADVANTAGES OF THE 


CORPORATE FORM 


Learning Objective 


L01 


Discuss the advantages 
and disadvantages of 
organizing a business as 
a corporation. 
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In this chapter we explore issues related to stockholders’ equity, including treasury stock 
transactions, preferred stock, and stock splits. We also discuss why businesses incorporate 
and describe the factors that influence the price of their stock in the open market. 


The corporate form is the organization of choice for many businesses—large and small. The 
owners of a corporation are called stockholders. In many small corporations, there are only 
one or two stockholders. But in large corporations, such as IBM and AT&T, there are literally 
millions of stockholders. 

A corporation is a form of business organization that is recognized under the law as a 
separate legal entity, with rights and responsibilities apart from those of its owners. The assets 
of a corporation belong to the corporation itse/f, not to the stockholders. The corporation is 
responsible for its own debts and must pay income taxes on its earnings. As a separate legal 
entity, a corporation has status in court; it may enter into contracts, and it may sue and be 
sued as if it were a person. The major advantages and disadvantages of this form of business 
organization are summarized in Exhibit 11-1. 


Advantages Disadvantages 
1. Stockholders are not personally liable for 1. Heavy taxation. Corporate earnings 
the debts of a corporation. This concept are subject to double taxation. First, 
is called limited personal liability and often the corporation must pay corporate 
is cited as the greatest advantage of the income taxes on its earnings. Second, 
corporate form of organization. stockholders must pay personal income 


2. Transferability of ownership. Ownership of faxes el any Pomion a ules eee 
a corporation is evidenced by transferable that they receive as dividends. 
shares of stock, which may be sold by one 2. Greater regulation. Corporations 
investor to another. are affected by state and federal 

laws to a far greater extent than are 


3. Professional management. The , : 
unincorporated businesses. 


stockholders own a corporation, but they 


do not manage it on a daily basis. To 3. Cost of formation. An unincorporated 
administer the affairs of the corporation, business can be formed at little or no cost. 
the stockholders elect a board of directors. Forming a corporation, however, normally 
The directors, in turn, hire professional requires the services of an attorney. 
managers to run the business. 4. Separation of ownership and 

4. Continuity of existence. Changes in the management. If stockholders do 
names and identities of stockholders do not not approve of the manner in which 
directly affect the corporation. Therefore, management runs the business, they may 
the corporation may continue its operations find it difficult to take the united action 
without disruption, despite the retirement or necessary to remove that management 
death of individual stockholders. group. 


What types of businesses choose the corporate form of organization? The answer, basically, 
is all kinds. When we think of corporations, we often think of large, well-known companies 
such as ExxonMobil, General Motors, and Procter & Gamble. Indeed, almost all large busi- 
nesses are organized as corporations. Limited shareholder liability, transferability of owner- 
ship, professional management, and continuity of existence make the corporation the best form 
of organization for pooling the resources of a great many equity investors. Not all corporations, 
however, are large and publicly owned. Many small businesses are organized as corporations. 


WHY BUSINESSES INCORPORATE 


Businesses incorporate for many reasons, but the two of greatest importance are (1) limited 
shareholder liability and (2) transferability of ownership. 

We have previously discussed the concept of limited personal liability. This simply 
means that shareholders are not personally responsible for the debts of the corporation. Thus, 
if the corporation has financial problems, the most that a stockholder usually can lose is the 
amount of his or her equity investment. 


Corporations 


Another special feature of the corporation is the transferability of ownership—that is, ownership 
is represented by shares of capital stock that can be bought and sold. For a small, family-owned 
business, this provides a convenient means of gradually transferring ownership and control of the 
business from one generation to the next. For a large company, it makes ownership of the business 
a highly liquid investment, which can be purchased and sold in organized securities exchanges.! 


YOUR TURN You as a Loan Officer 


GOTCHA! is a small business that manufactures board games. It is one of the many busi- 
ness ventures of Gayle Woods, who is very wealthy and one of your bank’s most valued 
customers. She has done business with your bank for more than 20 years, and the bal- 
ance in her personal checking, savings, and money market accounts normally exceeds 
$500,000. GOTCHA! is organized as a corporation, and Woods is the only stockholder. 

GOTCHA! has applied for a $200,000 line of credit, which it intends to use to purchase 
copyrights to additional board games. Although the company is profitable, its most recent 
balance sheet shows total assets of only $52,000, including $47,000 in copyrights. The 
corporation has just under $3,000 in liabilities and over $49,000 in stockholders’ equity. 

Do you consider GOTCHA! a good credit risk? Would you make the loan? Under what 
conditions? 


(See our comments on the Online Learning Center Web site.) 


PUBLICLY OWNED CORPORATIONS 


The capital stock of many large corporations is bought and sold (traded) through organized 
securities exchanges. As these shares are available for purchase by the general public, these 
large corporations are said to be publicly owned. 

Far more people have a financial interest in the shares of publicly owned companies than 
one might expect. If you purchase the stock of such a corporation, you become a stockholder 
with a direct ownership interest—that is, you are a stockholder. But mutual funds and pension 
funds invest heavily in the stocks of many publicly owned corporations. Thus, if you invest in 
a mutual fund or you are covered by a pension plan, you have an indirect financial interest in 
the stocks of many publicly owned corporations. 

Corporations whose shares are not traded on any organized stock exchanges are said to be 
closely held. Because there is no organized market for buying and selling their shares, these 
corporations usually have relatively few stockholders. Often, a closely held corporation is 
owned by one individual or by the members of one family. 


Publicly Owned Corporations Face Different Rules The government seeks 
to protect the interests of the public. Therefore, publicly owned corporations are subject to 
more regulation than those that are closely held. For example, publicly owned corporations 
are required by law to: 


e Prepare and issue quarterly and annual financial statements in conformity with generally 
accepted accounting principles. (These statements are public information.) 

¢ Have their annual financial statements audited by an independent firm of certified public 
accountants. 

¢ Comply with federal securities laws, which include both criminal penalties and civil 
liability for deliberately or carelessly distributing misleading information to the public. 

e Submit much of their financial information to the Securities and Exchange Commission 
for review. 


' These securities exchanges include, among others, the New York Stock Exchange, the National Association 
of Securities Dealers’ Automated Quotations (NASDAQ), the Tokyo Stock Exchange, and Mexico’s Bolsa. 
Collectively, stock exchanges often are described simply as the stock market. 
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Closely held corporations normally are exempt from these requirements. Our discussions will 
focus primarily on the accounting and reporting issues confronting publicly owned companies. 


Formation of a Corporation 


In the United States, a corporation is brought into existence under the laws of a particular 
state. The state in which the corporation is formed is called the state of incorporation. 

The state of incorporation is not necessarily where the corporation does business. Rather, 
a state often is selected because of the leniency of its laws regulating corporate activities. 
Indeed, many corporations conduct most—sometimes all—of their business activities outside 
the state in which they are incorporated. 

The first step in forming a corporation is to obtain a corporate charter from the state of 
incorporation. To obtain this charter, the organizers of the corporation submit an application 
called the articles of incorporation. Once the charter is obtained, the stockholders in the new 
corporation hold a meeting to elect a board of directors and to pass bylaws that will govern 
the corporation’s activities. The directors in turn hold a meeting at which the top corporate 
officers and managers are appointed. 


Organization Costs Forming a corporation is more costly than starting a sole pro- 
prietorship. The costs may include, for example, attorneys’ fees, incorporation fees paid to 
the state, and other outlays necessary to bring the corporation into existence. Conceptually, 
organization costs are an intangible asset that will benefit the corporation over its entire life. 
As a practical matter, however, most corporations expense those costs immediately, even 
though they are often spread over a five-year period for income tax purposes. 

Thus you will seldom see organization costs in the balance sheet of a publicly owned cor- 
poration. They have long since been recognized as an expense. 


Rights of Stockholders A corporation is owned collectively by its stockholders. 
Each stockholder’s ownership interest is determined by the number of shares that he or she 
owns. Assume that a corporation issues 10,000 shares of capital stock. If you own 1,000 of 
these shares, you own 10 percent of the corporation. If you acquire another 500 shares from 
another stockholder, you will own 1/5 percent. 

Each stockholder, or the stockholder’s brokerage firm, receives from the corporation a 
stock certificate indicating the number of shares he or she owns. 

The ownership of capital stock in a corporation usually carries the following basic rights: 


1. To vote for directors and on certain other key issues. A stockholder has one vote for each 
share owned. The issues on which stockholders may vote are specified in the corporation’s 
bylaws. Any stockholder—or group of stockholders—that owns more than 50 percent of 
the capital stock has the power to elect the board of directors and to set basic corporate 
policies. Therefore, these stockholders control the corporation. 


2. To participate in any dividends declared by the board of directors. Stockholders in a cor- 
poration may not make withdrawals of company assets, as may the owners of unincorpo- 
rated businesses. However, the directors may elect to distribute some or all of the earnings 
of a profitable corporation to its stockholders in the form of cash dividends. Dividends 
can be distributed only after they have been formally declared (authorized) by the board 
of directors. Dividends are paid to all shareholders in proportion to the number of shares 
owned. 


3. To share in the distribution of assets if the corporation is liquidated. When a corporation 
ends its existence, the creditors must first be paid in full. The shareholders have a residual 
interest, and any remaining assets are divided among the shareholders in proportion to the 
number of shares owned. 


Stockholders’ meetings usually are held once each year. At these meetings, stockholders 
may ask questions of management and vote on certain issues. In large corporations, these 
meetings usually are attended by relatively few people—often less than | percent of the com- 
pany’s stockholders. Prior to these meetings, however, the management group requests that 


Formation of a Corporation 


stockholders who do not plan to attend send in proxy statements, granting management the 
voting rights associated with their shares. 


Functions of the Board of Directors The primary functions of the board of 
directors are to set corporate policies and to protect the interests of the stockholders. Specific 
duties of the directors include hiring corporate officers and setting those officers’ salaries, declar- 
ing dividends, and reviewing the findings of both internal auditors and independent auditors. 

The board of a large corporation always includes several members of top management. In 
recent years, increasing importance has been attached to the inclusion of “outside” directors. 
The term outside directors refers to individuals who are not officers of the corporation and, 
therefore, bring an independent perspective to the board. 


Functions of the Corporate Officers The top management of a corporation is 
appointed (hired) by the board of directors. These individuals are called the corporate offi- 
cers. Individual stockholders do not have the right to transact corporate business unless they 
have been properly appointed to a managerial position. 
The top level of management usually includes a chief executive officer (CEO) or president, 
a chief financial officer (CFO) or controller, a treasurer, and a secretary. In addition, a vice 
president usually oversees each functional area, such as sales, personnel, and production. 
The responsibilities of the CFO (controller), treasurer, and secretary are most directly related 
to the accounting phase of business operation. The CFO is responsible for the maintenance of ade- 
quate internal control and for the preparation of accounting records and financial statements. Such 
specialized activities as budgeting, tax planning, and preparation of tax returns are usually placed 
under the CFO’s jurisdiction. The treasurer has custody of the company’s funds and is generally 
responsible for planning and controlling the company’s cash position. The treasurer’s department 
also has responsibility for relations with the company’s financial institutions and major creditors. 
The secretary represents the corporation in many contractual and legal matters and main- 
tains minutes of the meetings of directors and stockholders. Other responsibilities of the secre- 
tary are to coordinate the preparation of the annual report and to manage the investor relations 
department. In small corporations, one officer frequently acts as both secretary and treasurer. 
The organization chart in Exhibit 11—2 indicates lines of authority extending from stock- 
holders to the directors to the CEO and other officers. 


Exhibit 11-2 CORPORATE ORGANIZATION CHART 


Stockholders 
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Board of 
Directors 


y 


CEO or 
President 


Treasurer or 
Vice Pres. 
(finance) 


Corporate CFO or Vice Pres. Vice Pres. 
Secretary Controller (sales) (production) 


Vice Pres. 
(human 
relations) 
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STOCKHOLDER RECORDS IN A CORPORATION 


Many corporations with shares listed on the New York Stock Exchange have millions of 
shares outstanding and hundreds of thousands of stockholders. Each day many stockholders 
sell their shares; the buyers of these shares become new members of the company’s family of 
stockholders. 

A corporation must have an up-to-date record of the names and addresses of this constantly 
changing group of stockholders so that it can send dividend checks, financial statements, and 
voting forms to the right people. 


Stockholders Su bsidiary Ledger When there are numerous stockholders, it is not 
practical to include a separate account for each stockholder in the general ledger. Instead, a sin- 
gle controlling account entitled Capital Stock appears in the general ledger, and a stockholders 
subsidiary ledger is maintained. This ledger contains an account for each individual stock- 
holder. Entries in the stockholders subsidiary ledger are made in number of shares, rather than 
in dollars. Thus each stockholder’s account shows the number of shares owned and the dates 
of acquisitions and sales. This record enables the corporation to send each stockholder a single 
dividend check, even though the stockholder may have acquired shares on different dates. 


Stock Transfer Agent and Stock Registrar Many large, publicly owned cor- 
porations use an independent stock transfer agent and a stock registrar to maintain their 
stockholder records and to establish strong internal control over the issuance of stock cer- 
tificates. These transfer agents and registrars are usually banks or trust companies. When 
stock certificates are transferred from one owner to another, the old certificates are sent to the 
transfer agent, who cancels them, makes the necessary entries in the stockholders subsidiary 
ledger, and prepares a new certificate for the new owner of the shares. This new certificate 
then must be registered with the stock registrar before it represents valid and transferable 
ownership of stock in the corporation. 

Small, closely held corporations generally do not use the services of independent registrars 
and transfer agents. In these companies, the stockholder records usually are maintained by a 
corporate officer. To prevent the accidental or fraudulent issuance of an excessive number of 
stock certificates, the corporation should require that each certificate be signed by at least two 
designated corporate officers. 


Paid-In Capital of a Corporation 


Stockholders’ equity of a corporation is normally increased in one of two ways: (1) from con- 
tributions by investors in exchange for capital stock—called paid-in capital or contributed 
capital—and (2) from the retention of profits earned by the corporation over time—called 
retained earnings. As previously noted, our focus in this chapter is primarily on issues 
related to paid-in capital. In Chapter 12, we shift our attention to issues concerning retained 
earnings. 


AUTHORIZATION AND ISSUANCE OF CAPITAL STOCK 


The articles of incorporation specify the number of shares that a corporation is authorized 
to issue by the state of incorporation. Issues of capital stock that will be sold to the general 
public must be approved by the federal Securities and Exchange Commission, as well as by 
state officials. 

Corporations normally obtain authorization for more shares than they initially plan to 
issue. This way, if more capital is needed later, the corporation already has the authorization 
to issue additional shares. 

Shares that have been issued and are in the hands of stockholders are called the outstand- 
ing shares. At any time, these outstanding shares represent 100 percent of the stockholders’ 
investment in the corporation. 

When a large amount of stock is to be issued, most corporations use the services of an 
investment banking firm, frequently referred to as an underwriter. The underwriter guarantees 


Paid-In Capital of a Corporation 


the issuing corporation a specific price for the stock and earns a profit by selling the shares to 
the investing public at a slightly higher price. The corporation records the issuance of the stock 
at the net amount received from the underwriter. The use of an underwriter assures the corpora- 
tion that the entire stock issue will be sold without delay and that the entire amount of funds to 
be raised will be available on a specific date. 

The price that a corporation will seek for a new issue of stock is based on such factors as 
(1) expected future earnings and dividends, (2) the financial strength of the company, and 
(3) the current state of the investment markets. If the corporation asks too high a price, it 
simply will not find an underwriter or other buyers willing to purchase the shares. 


State Laws Affect the Balance Sheet Presentation of Stockholders’ 
Eq u ity The number of different accounts that a corporation must use in the stockholders’ 
equity section of its balance sheet is determined largely by state laws. We have seen that cor- 
porations use separate stockholders’ equity accounts to represent (1) contributed capital, or 
paid-in capital, and (2) earned capital, or retained earnings. Up to this point, we have assumed 
that all paid-in capital is presented in a single account entitled Capital Stock. But this often is 
not the case. 

Some corporations issue several different types (or classes) of capital stock. In these situ- 
ations, a separate account is used to indicate each type of stock outstanding. A legal concept 
called par value also affects the balance sheet presentation of paid-in capital. 


ParValue Par value (or stated value) represents the legal capital per share—the amount 
below which stockholders’ equity cannot be reduced, except by losses from business opera- 
tions (or by special legal action). Par value, therefore, may be regarded as a minimum cushion 
of equity capital existing for the protection of creditors. 

Because of the legal restrictions associated with par value, state laws require corporations 
to show separately in the stockholders’ equity section of the balance sheet the par value of 
shares issued. This special balance sheet presentation has led some people to believe that 
par value has some special significance. In many corporations, however, the par value of the 
shares issued is a small portion of total stockholders’ equity. 

A corporation may set the par value of its stock at $1 per share, $5 per share, or any other 
amount that it chooses. Most large corporations set the par value of their common stocks at 
nominal amounts, such as | cent per share or $1 per share. The par value of the stock is 
not an indication of its market value; the par value merely indicates the amount per share 
to be entered in the Capital Stock account. The stock of Ford has a par value of $.01 and 
Microsoft’s stock has a par value of only one-tenth of a cent. The market value of each of these 
securities is far above its par value. 


Issuance of Par Value Stock Authorization of a stock issue does not bring an asset 
into existence, nor does it give the corporation any capital. The obtaining of authorization from 
the state for a stock issue merely affords a legal opportunity to obtain assets through the sale of 
stock. Additional capital is created for the company only when that stock is sold to stockholders. 

When par value stock is issued, the Capital Stock account is credited with the par value of 
the shares issued, regardless of whether the issuance price is more or less than par. Assum- 
ing that 50,000 shares of $2 par value stock have been authorized and that 10,000 of these 
authorized shares are sold at a price of $2 each, Cash is debited and Capital Stock is credited 
for $20,000. When stock is sold for more than par value, the Capital Stock account is credited 
with the par value of the shares issued, and a separate account, Additional Paid-in Capital, is 
credited for the excess of selling price over par. If, for example, our 10,000 shares were issued 
at a price of $10 per share, the entry would be: 


(OFT ees ae Sees et eT pene Te cee Eo ee eee 100,000 
Gapitall Stocks. ceseacisaerae re ntact ere eer eee eee 20,000 
AdditionaliPaid-iniGapitaller errs ieteratene eee terete 80,000 


Issued 10,000 shares of $2 par value stock at a price of 
$10 a share. 


Stockholders’ investment 
in excess of par value 


489 


490 


Learning Objective 


L05 


Contrast the features of 
common stock with those 
of preferred stock. 


Balance sheet presentation 
of common stock and 


preferred stock 


Chapter 11 Stockholders’ Equity: Paid-In Capital 


The additional paid-in capital does not represent a profit to the corporation. It is part of the 
invested capital, and it is added to the capital stock in the balance sheet to show the total paid- 
in capital. The stockholders’ equity section of the balance sheet follows. (The $150,000 in 
retained earnings is assumed in order to have a complete illustration.) 


Stockholders’ equity: 
Capital stock, $2 par value; authorized, 50,000 shares; 


issuedandioutstanding; 1Oi0O0isnales aoe ae ee ee eee ee ee $ 20,000 
Additional paid-inicapitalle..5 viccsters oes shoe oer ecu jks nice neers She ceteues ete sunenereace 80,000 
Motallpaidzinicapitalle: aerate seeds eee monraers yee teh eter ace err ee $100,000 
Retainedieamingsi2) eases a yn stra tena cas een entire ca teeny Cree eee 150,000 
ihotalistockholders seq uityiewycns-c-tsuecat nein meu uede act saeaseca see vatcts Retrcmehev eon toyretste $250,000 


If stock is issued by a corporation for /ess than par, the account Discount on Capital Stock 
should be debited for the difference between the issuance price and the par value. A discount on 
capital stock reduces, rather than increases, the amount of stockholders’ equity in the balance 
sheet. The issuance of stock at a discount is seldom encountered because it is illegal in many states. 

In some cases, stock is issued in exchange for assets other than cash. When this occurs, the 
appropriate asset account is debited (for example, Inventory or Land) and the stock accounts 
are credited as if the stock had been sold for cash. Establishing a value for recording a trans- 
action of this type is sometimes difficult, but should be based on either the fair value of the 
assets received or the stock issued, whichever can be more objectively determined. 


No-Par Stock Some states allow corporations to issue stock without designating a par 
or stated value. When this “no-par” stock is issued, the entire issue price is credited to the 
Capital Stock account and is viewed as legal capital not subject to withdrawal. 


COMMON STOCK AND PREFERRED STOCK 


The account title Capital Stock is widely used when a corporation has issued only one type of 
stock. In order to appeal to as many investors as possible, however, some corporations issue 
several types (or classes) of capital stock, each providing investors with different rights and 
opportunities. 

The basic type of capital stock issued by every corporation often is called common stock. 
Common stock possesses the traditional rights of ownership—voting rights, participation in 
dividends, and a residual claim to assets in the event of liquidation. When the rights of stock- 
holders are modified, the term preferred stock is normally used to describe the resulting type 
of capital stock. A few corporations issue two or more classes of preferred stock, with each 
class having distinctive features designed to appeal to a particular type of investor. 

The following stockholders’ equity section illustrates the balance sheet presentation for a 
corporation having both preferred and common stock. As before, a retained earnings amount 
is assumed so we can provide a complete example. 


Stockholders’ equity: 
9% cumulative preferred stock, $100 par value, authorized 


100,000 shares, issued and outstanding 50,000 shares................. $ 5,000,000 
Common stock, $5 par value, authorized 3 million 
shares, issued and outstanding 2 million shares ................-0000- 10,000,000 
Additional paid-in capital: 
PRETERFEGESIOCKGS 3 ceca seca era ache erg ee mee ee te ee ectanraers ca a A are 500,000 
GOmmOnrslockes manacnna secrete cute rer ene Lac tess eer eami ie as ic eee ve 20,000,000 
otalipaidzinvcapitall ews rari ut ture eececer re meme eresnr tet serrn $35,500,000 
Retainediearmings:. inetvacre.quere se eeu een pegee tea eh tone saneanye cree Aeneas 14,000,000 


Total: stockholders: equity sis vaca oe Seem cccesse sven hala ints auseee i aesee ere $49,500,000 
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CHARACTERISTICS OF PREFERRED STOCK 


Most preferred stocks have the following distinctive features: 


. Preference over common stock as to dividends. 

. Cumulative dividend rights. 

. Preference over common stock as to assets in event of the liquidation of the company. 
. Callable at the option of the corporation. 


AB WN 


. No voting power. 


Another important but less common feature of some preferred stocks is a clause permitting 
the conversion of preferred stock into common stock at the option of the holder. Preferred 
stocks vary widely with respect to the special rights and privileges granted. Careful study of 
the terms of the individual preferred stock contract is a necessary step in the evaluation of any 
preferred stock. 


INTERNATIONAL 


Specific preferred stock characteristics can affect the reporting location on the balance 
sheet. For example, preferred stock that is mandatorily redeemable by the issuing com- 
pany is required by international accounting standards to be classified as a liability (rather 
than an equity) on the balance sheet. In 2003, the FASB changed U.S. GAAP reporting 
requirements from allowing redeemable preferred stock to be reported in the equity section 
to requiring it to be reported in the liability section, consistent with international standards. 


Stock Preferred as to Dividends Corporations often make periodic cash pay- 
ments, called dividends, to stockholders.” Dividends normally involve a distribution of cash 
that represents accumulated earnings and therefore cannot exceed the amount of a corpora- 
tion’s retained earnings. 

Preferred stock is said to have dividend preference because preferred stock investors are 
entitled to receive a specified amount each year before any dividend is paid to common stock 
investors. The specified dividend may be stated as a dollar amount, such as $5 per share. 
Some preferred stocks, however, state the specified dividend as a percentage of par value. 
For example, a share of preferred stock with a par value of $100 and a dividend preference of 
9 percent must provide a $9 dividend ($100 X 9 %) each year to each share of preferred stock 
before any dividends can be paid on the common shares. 

The holders of preferred stock have no guarantee that they will always receive the indi- 
cated dividend. A corporation is obligated to pay dividends to stockholders only when cash 
is available and the board of directors declares a dividend. Dividends must be paid on pre- 
ferred stock before anything is paid to the common stockholders, but if the corporation is not 
prospering, it may decide not to pay any dividends at all. For a corporation to pay dividends, 
profits must be earned and cash must be available. 


Cumulative Preferred Stock The dividend preference carried by most preferred 
stocks is cumulative. If all or any part of the regular dividend on the preferred stock is omitted 
in a given year, the amount omitted is said to be in arrears and must be paid in a subsequent 
year before any dividend can be paid on the common stock. 

Assume that a corporation is organized on January 1, 2009, with 10,000 shares of $8 
preferred stock and 50,000 shares of common stock. If the preferred stock is noncumulative, 


> In Chapter 12, we will discuss specific accounting issues related to cash dividends and other forms of distribu- 
tions to stockholders. For the purposes of this chapter, dividends may be viewed simply as the distribution to 
stockholders of accumulated profits that reduce both cash and retained earnings. 
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the $8 per share dividend does not carry forward if it is not paid each year. On the other 
hand, if the preferred stock is cumulative, the $8 per share dividend carries forward to 
future years if it is not paid and the accumulated amount must be paid before any dividend 
can be paid on common stock. Assume that the $8 preferred dividend is paid in 2009, a 
partial dividend of $2 per share is paid on preferred stock in 2010, and no preferred divi- 
dend is paid in 2011. Following is an analysis of the status of the preferred dividend at the 
end of 2011. 


2009 2010 2011 
If preferred stock is noncumulative 
Dividend paid $80,000 $20,000 = 
Dividend in arrears ———————— Not applicable 
If preferred stock is cumulative 
Dividend paid $80,000 $20,000 = 
Dividends in arrears — $60,000 $140,000 


In the case of noncumulative preferred stock, the unpaid dividend does not carry forward 
to future years and has no effect on the company’s ability to pay dividends on common stock 
in the future. In the case of cumulative preferred stock, however, any unpaid dividend on 
preferred stock carries forward and must be paid before dividends can be paid on common 
stock. In 2010, the partial unpaid dividend of $60,000 would have to have been paid before 
any dividend could have been paid on common stock. At the end of 2011, this amount has 
grown to $140,000 (the $60,000 carried forward from 2010, plus the $80,000 that was not 
paid in 2011). Before a dividend could have been paid on common stock in 2011, the $60,000 
preferred dividend in arrears from 2010 and the current preferred dividend of $80,000 for 
2011 would have to have been paid. 

Dividends in arrears are not included among the liabilities of a corporation, because no 
liability exists until a dividend is declared by the board of directors. The amount of any divi- 
dends in arrears on preferred stock is an important factor to investors, however, and should 
always be disclosed. This disclosure is usually made by a note accompanying the balance 
sheet such as the following: 


Note 6: Dividends in arrears 
As of December 31, 2011, dividends on the $8 cumulative preferred stock were in arrears to 
the extent of $14 per share and amounted in total to $140,000. 


In 2012, we shall assume that the company earned large profits, has available cash, and 
wished to pay dividends on both the preferred and common stocks. Before paying a dividend 
on the common, the corporation must pay the $140,000 in arrears on the cumulative preferred 
stock plus the regular $8 per share applicable to the current year. The preferred stockholders 
would, therefore, receive a total of $220,000 in dividends in 2012 ($22 per share); the board 
of directors would then be free to declare dividends on the common stock. 


Other Features of Preferred Stock To add to the attractiveness of preferred 
stock as an investment, corporations sometimes offer a conversion privilege that entitles the 
preferred stockholders to exchange their shares for common stock at a stipulated ratio. If the 
corporation prospers, its common stock will probably rise in market value, and dividends on 
the common stock will probably increase. The investor who buys a convertible preferred stock 
rather than common stock has greater assurance of regular dividends. In addition, through 
the conversion privilege, the investor is assured of an opportunity to share in any substantial 
increase in value of the company’s common stock. 

The three primary elements of stockholders’ equity for most companies are common 
stock, preferred stock, and retained earnings. While important, other elements that we learn 
about later in this chapter, as well as in Chapter 12, are typically smaller in amount than these 
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three primary elements. The relationship of common stock, preferred stock, and retained 
earnings is depicted in Exhibit 11-3. 


+ 


Retained Earnings 
Accumulated earnings 
of previous years 


BOOK VALUE PER SHARE OF COMMON STOCK 


Because the equity of each stockholder in a corporation is determined by the number of shares 
he or she owns, an accounting measurement of interest to some stockholders is book value per 
share of common stock. Book value per share is the amount of net assets represented by each 
share of stock. The term net assets means total assets minus total liabilities; in other words, 
net assets are equal to total stockholders’ equity. Thus, in a corporation that has issued com- 
mon stock only, the book value per share is computed by dividing total stockholders’ equity 
by the number of shares outstanding. 

For example, assume that a corporation has 4,000 shares of common stock outstanding and 
the stockholders’ equity section of the balance sheet is as follows: 


Stockholders’ equity: 


Common stock, $1 par value (4,000 shares issued and outstanding)........... $ 4,000 
Additional paidsinicapitalll 222s. aces nes ese sacteavenysnerereteenr aveMays jean vis ene ee leneeeemecta 40,000 
Retainedearmings: vce. cc cre cise ae tieteca ite use ses see sue. wiehais pune ele codec nee oy tens 76,000 

iotalistockholderssequity isso are yawn m sere anise enue ran cua cienmens ee $120,000 


The book value per share is $30; it is computed by dividing the stockholders’ equity of 
$120,000 by the 4,000 shares of outstanding stock. 


Book Value Whena Company Has Both PreferredandCommonStock Book 
value is usually computed only for common stock. If a company has both preferred and com- 
mon stock outstanding, the computation of book value per share of common stock requires 
two steps. First, the amount assigned to preferred stock and any dividends in arrears are 
deducted from total stockholders’ equity. Second, the remaining amount of stockholders’ 
equity is divided by the number of common shares outstanding to determine book value per 
common share. This procedure reflects the fact that the common stockholders are the residual 
owners of the corporate entity. 
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PRIMARY SOURCES OF 
CORPORATE EQUITY 


How much is book value 
per share? 
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To illustrate the computation of book value per share when preferred stock is outstanding, 
assume that the stockholders’ equity of Hart Company at December 31 is as follows: 


Stockholders’ equity: 
8% preferred stock, $100 par value, 


10,000 shares authorized, issued, and outstanding...................-. $1,000,000 
Common stock, $10 stated value, authorized 100,000 

shares, issued and outstanding 50,000 shares ........................ 500,000 
/Nololit(oyatellfore\o Fin er Toie le loli Gannnansoonacananannpcasoananaes 750,000 

Totallpaid-inicapitalietanesig see ve eee oi eiras sees ee oseehees oe yan $2,250,000 
Retainediearningsi.% a sviecetaa hess o setnene mandi eson capil vontniae sae ean eronyel ant 130,000 

iotallsteckholdersvequitWa 2s Ania eae sisi s oe anaes fee een $2,380,000 


Because of a weak cash position, Hart Company has paid no dividends during the current 
year. As of December 31, dividends in arrears on the cumulative preferred stock total $80,000. 

All the equity belongs to the common stockholders, except the $1,000,000 applicable to 
the preferred stock and the $80,000 of dividends in arrears on preferred stock. The calculation 
of book value per share of common stock is as follows: 


iotallstockholders equity: aeeesraeerectey wetter etter etens $2,380,000 
Less: Equity of preferred stockholders: 

Par value‘ofipreterred’ Stock: samc cess cha cess fier $1,000,000 

DIVIDEMASIIN: ANFEANS eis cesseeeseeeeeeGetistec teen eee: Sapa eee 80,000 1,080,000 
Equitysoficommonrstocknoldersimermrrser cee ment enero neeses $1,300,000 
Number of common shares outstanding .................... 50,000 
Book value per share of common stock 

(Gi COOWCO = OCC) SIS) cnnnasaceseuuaseumenapecda $26 


In a statement of cash flows, transactions with the stockholders of a corporation are clas- 
sified as financing activities. Thus, the issuance of capital stock for cash represents a receipt 
from financing activities. Distributions of cash to stockholders—including the payment of 
cash dividends—represent a cash outlay, which is also classified under financing activities. 

Transactions with owners do not always have an immediate effect on cash flows. Consider 
an exchange of the corporation’s capital stock for a noncash asset, such as land. Cash is not 
increased or decreased by this event. These types of noncash transactions are described in a 
special schedule that accompanies the statement of cash flows. 


Market Value 


After shares of stock have been issued, they may be sold by one investor to another. The price 
at which these shares change hands represents the market price of the stock. This market 
price may differ substantially from such amounts as par value, the original issue price, and the 
current book value. Which is the most relevant amount? That depends on your point of view. 
After shares are issued, they belong to the stockholder, not to the issuing corporation. 
Thus, changes in the market price of these shares directly affect the financial position of the 
stockholder, but not that of the issuing company. This concept explains why the issuing com- 
pany and stockholders apply different accounting principles to the same outstanding shares. 


Accountin g by the Issuer From the viewpoint of the issuing company, outstanding 
stock represents an amount invested in the company by its owners at a particular date. While 
the market value of the stockholders’ investment may change, the amount of resources that 
they originally invested in the company does not change. 

Thus the company issuing stock records the issue price—that is, the proceeds received 
from issuing the stock—in its paid-in capital accounts. The balances in these accounts remain 
unchanged unless (1) more shares are issued or (2) outstanding shares are permanently retired 
(for example, preferred stock is called or stock is purchased on the open market and then retired). 


Market Value 


Accou nting by the Investor From the investor’s point of view, shares owned in a 
publicly owned company are an asset, usually called Marketable Securities. 

To the investor, the current market value of securities owned is more relevant than the orig- 
inal issue price—or than the securities’ par values or book values. The market value indicates 
what the securities are worth today. Changes in market value directly affect the investor’s 
liquidity and financial position. For these reasons, investors show investments in marketable 
securities at current market value in their balance sheets. 


CASE IN POINT 


In a single day, the market price of IBM’s capital stock dropped over $31 per share, falling 
from $135 to $103.25. Of course, this was not a typical day. The date, October 19, 1987, 
will long be remembered as “Black Monday.” On this day, stock prices around the world 
suffered the greatest one-day decline in history. 

Stocks listed on the New York Stock Exchange lost about 20 percent of their value 
in less than six hours. Given that the annual dividends on these stocks averaged about 
2 percent of their market value, this one- 
day market loss was approximately equal 
to the loss by investors of all dividend rev- 
enue for about 10 years. 

How did this disastrous decline in IBM’s 
stock price affect the balance sheet of IBM? 
Actually, it didn’t. IBM’s stock isn’t owned 
by IBM—it is owned by the company’s 
stockholders. 
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Because market prices are of such importance to investors, we will briefly discuss the fac- 
tors that most affect the market prices of preferred and common stocks. 


MARKET PRICE OF PREFERRED STOCK 


Investors buy preferred stocks primarily to receive the dividends that these shares pay. Thus, 
dividend rate is one important factor in determining the market price of a preferred stock. A 
second important factor is risk. In the long run, a company must be profitable enough to pay 
dividends. If there is a distinct possibility that the company will not operate profitably and pay 
dividends, the price of its preferred stock will probably decline. 

A third factor greatly affecting the value of preferred stocks is the level of interest rates. 
What happens to the market price of an 8 percent preferred stock, originally issued at a par 
value of $100, if government policies and other factors cause long-term interest rates to rise to, 
say, 15 percent or 16 percent? If investments offering a return of 16 percent with the same level 
of risk are readily available, investors will no longer pay $100 for a share of preferred stock that 
provides a dividend of only $8 per year. Thus the market price of the preferred stock will fall 
to about half of its original issue price, or about $50 per share. At this market price, the stock 
offers a 16 percent return (called the dividend yield) to an investor purchasing the stock. 

However, if the prevailing long-term interest rates should again decline to the 8 percent 
range, the market price of an 8 percent preferred stock should rise to approximately par value. 
In summary, the market price of preferred stock varies inversely with interest rates. As inter- 
est rates rise, preferred stock prices decline; as interest rates fall, preferred stock prices rise. 


MARKET PRICE OF COMMON STOCK 


Prevailing interest rates also affect the market price of common stock. However, dividends 
paid to common stockholders are not fixed in amount. Both the amount of the dividend and 
the market price of the stock may increase dramatically if the corporation is successful. 
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Learning Objective 


Discuss the factors 
affecting the market price 
of preferred stock and 
common stock. 
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Alternatively, if the company is unsuccessful, the common stockholders may not even 
recover their original investment. Therefore, the most important factors in the market price 
of common stock are investors’ expectations as to the future profitability of the business and 
the risk that this level of profitability may not be achieved. 


BOOK VALUE AND MARKET PRICE 


To some extent, book value is used in evaluating the reasonableness of the market price of a 
stock. However, it must be used with caution; the fact that a stock is selling at less than book 
value does not necessarily indicate a bargain. 


Learning Objective Book value is a historical concept, representing the amounts invested by stockholders plus 
Explain the significance the amounts earned and retained by the corporation. If a stock is selling at a price above book 
of book value and market value, investors believe that management has created a business worth more than the historical 


EIS CIEE GILES cost of the resources entrusted to its care. This, in essence, is the sign of a successful corporation. 


On the other hand, if the market price of a stock is less than book value, investors believe 
that the company’s resources are worth less than their cost while under the control of current 
management. Thus the relationship between book value and market price is one measure of 
investors’ confidence in a company’s management. 


STOCK SPLITS 


Learning Objective Over time, the market price of a corporation’s common stock may increase in value so much 
Explain the purpose and that it becomes too expensive for many investors. When this happens, a corporation may split 
Log effects of a stock split. its stock by increasing the number of its common shares outstanding. The purpose of a stock 


split is to reduce substantially the market price of the company’s common stock, with the 
intent of making it more affordable to investors. 

For example, assume that Felix Corporation has outstanding | million shares of $10 par 
value common stock. The market price is currently $90 per share. To make the stock more 
affordable, the corporation decides to increase the number of outstanding shares from | mil- 
lion to 2 million. This action is called a 2-for-1 stock split. A stockholder who owned 100 
shares of the stock before the split will own 200 shares after the split. Since the number 
of outstanding shares has doubled without any change in total assets or total stockholders’ 
equity, the market price of the stock should drop from $90 to approximately $45 per share. 
In splitting its stock, a corporation is required to reduce the par value per share in proportion 
to the size of the split. As this was a 2-for-1 split, the company must reduce the par value of 
the stock from $10 to $5 per share. Had it been a 4-for-1 split, the par value would have been 
reduced from $10 to $2.50 per share and the stock price would have declined to approxi- 
mately 25 percent of its former amount. 

A stock split does not change the balance of any accounts in the balance sheet; conse- 
quently, the transaction is recorded merely by a memorandum entry. For Felix Corporation, 
this memorandum entry might read as follows: 


Sept. 30 Memorandum: Issued additional | million shares of common stock in a 2-for-1 
Memorandum entry to : 
rs record a stock split stock split. Par value reduced from $10 per share to $5 per share. 


The description of common stock also is changed in the balance sheet to reflect the lower par 
value and the greater number of shares outstanding. 

Another form of stock distribution to current stockholders is a stock dividend. While stock 
dividends are similar to stock splits in some respects, they are much smaller in size and have 
a different intent. Because they are important considerations in a company’s dividend policy, 
we defer the detailed coverage of stock dividends to Chapter 12. 


Treasury Stock 


Learning Objective Treasury stock is defined as shares of a corporation’s own capital stock that have been issued 
Account for treasury stock and later reacquired by the issuing company but that have not been canceled or permanently 
109 ‘transactions. retired. Treasury shares may be held indefinitely or may be issued again at any time. Shares of 


capital stock held in the treasury ordinarily are not entitled to receive dividends, to vote, or to 
share in assets upon dissolution of the company. 


Treasury Stock 


Stock option plans are an important part of employee compensation for many companies. 
They permit employees to purchase stock in the company, often at advantageous prices, and 
are a means of creating employee loyalty to the company. Treasury stock purchases are one 
means by which the company can have available the shares of stock needed to satisfy the 
requirement of stock option plans to issue shares of stock to employees. Rather than increas- 
ing the total number of outstanding shares, thereby reducing or diluting the ownership of each 
share, the company purchases shares of stock from the current owners and then sells the same 
shares a second time to its employees. 


RECORDING PURCHASES OF TREASURY STOCK 


Purchases of treasury stock are usually recorded by debiting the Treasury Stock account with 
the cost of the stock. For example, if Riley Corporation reacquires 1,600 shares of its own $5 
par stock at a price of $90 per share, the entry is as follows: 


MIPGASUTYVES TOC etc rer scent tree tea eave ne nee see aane we AR eater 144,000 
USF ES | recteesics pecan bed caoeeet ner a. usec ete Sie cee cre x ene epee EN as 144,000 


Purchased 1,600 shares of $5 par treasury stock at $90 per 
share. 


Note that the Treasury Stock account is debited for the cost of the shares purchased, not their 
par value. Treasury stock is a contra-equity account. When treasury stock is purchased, the 
corporation is eliminating part of its stockholders’ equity by a payment to one or more stock- 
holders. The purchase of treasury stock should be regarded as a reduction of stockholders’ 
equity, not as the acquisition of an asset. For this reason, the Treasury Stock account appears in 
the balance sheet as a deduction in the stockholders’ equity section. Treasury shares are both 
authorized and issued, but while they are held by the issuing company, they are nor outstanding. 

The presentation of treasury stock in Riley Corporation’s balance sheet appears as follows, 
based on assumed numbers (except for treasury stock): 


Stockholders’ equity: 


Common stock, $5 par value, authorized 250,000 
shares, issued 100,000 shares (of which 1,600 


aretheldiinitreaSuiy) ies aac ay e-cere a erpeerts hn rene ten ees Oey eaces $ 500,000 
Additional paid-in capital: common stock.................-0000 02 eee eee 900,000 
Motalipaid=inicapitalr: ssn ae ces neces Sree meee Marner Pnce eer eae $1,400,000 
RetainedtearninGSazce verses sass -yresycusie (ese nehadebsneasun sucteb eit 1s der eoaneetun teisuennie masham peter: 600,000 
SUDtOtal eeeserscerorceys acta eccae times amuse ie i er en onary cuca Gene ci wew uc eacasratcansiens $2,000,000 
Less: Treasury stock (1,600 shares of common, at $90 cost) ............... 144,000 
Motalistockholdersequitys zis apaacecte<ccoevsias cadtnedstrmsreurss case nai eieaeyeasere $1,856,000 


REISSUANCE OF TREASURY STOCK 


When treasury shares are reissued, the Treasury Stock account is credited for the cost of the 
shares reissued and Additional Paid-in Capital from Treasury Stock Transactions is debited or 
credited for any difference between cost and the reissue price. To illustrate, assume that 1,000 of 
the treasury shares acquired by Riley Corporation at a cost of $90 per share are now reissued at a 
price of $115 per share. The entry to record the reissuance of these shares at a price above cost is: 


CaSIiee reac eee cestonteien se eeenn one Sline ce cece et ee cane E ae uae R ey Tee eae 115,000 
TE ASUTY SLOCK iey. crea srsttecetedene) deereuctaeehecedtata emma Ae yeonmuswee die aes 90,000 
Additional Paid-in Capital: Treasury Stock ..................... 25,000 


Sold 1,000 shares of treasury stock, which cost $90,000, at a 
price of $115 per share. 


Treasury stock reissued at 
a price above cost 
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cost 
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The $25,000 of additional paid-in capital resulting from the reissuance of Riley’s trea- 
sury stock is reported in the stockholders’ equity section of the company’s balance sheet. It 
appears immediately after additional paid-in capital from common stock, as shown here: 


Stockholders’ equity: 


Common stock, $5 par value, authorized 250,000 
shares, issued 100,000 shares (of which 600 


are: heldiinitreasury)etiacdeeineaeeatne we nae ein ean Sune He nner $ 500,000 
Additional paid-in capital: 

GOMIMON: StOCK ep rcratersisca crate cauanecanes eure: casio veh sistwdoua cue hgeee ge a er decaaweavecnremaete 900,000 

Tim ASUTVZStOCKieerene gta soe spencer ute ersee pen marae ara eNra 9 Gruner Cree t en ena en Nete 25,000 

Totalipaid-inycapitallieersy caceecce ane yececieer eee tenet cece meee roe $1,425,000 
RetainedicamimgSia steer: sesyeatts vere ates cero oh eerie, Cereb age mcmama tare 600,000 

LS{U[o) (a) tcl | eon tee ener ere tA ren ecient rethcutea RU ME oread DLE E rea rhein $2,025,000 
Less: Treasury stock (600 shares of common, at $90 cost)..............--. 54,000 

jotalistockholdersmeqUityiaeyre eee eee yee eee $1,971,000 


If treasury stock is reissued at a price below cost, additional paid-in capital from previous 
treasury stock transactions is reduced (debited) by the excess of cost over the reissue price. To 
illustrate, assume that Riley Corporation reissues its remaining 600 shares of treasury stock 
(acquired at a cost of $90 per share) at a price of $75 per share. The entry is: 


ESI reese aces Sous eeueLe EP Sore Gs reece SRR i chee eae ee 45,000 
Additional Paid-in Capital: Treasury Stock.......................0.. 9,000 
TNEASUKYSSLOCK Areas ewe eae cect dour Suen eae vecneren aaue Sona a 54,000 
Sold 600 shares of treasury stock, which cost $54,000, at a 
price of $75 each. 


If there is no additional paid-in capital from previous treasury stock transactions, the 
excess of the cost of the treasury shares over the reissue price is recorded as a debit to the 
Additional Paid-in Capital: Common Stock account. If that account is not sufficient, Retained 
Earnings is debited. 

Notice that no gain or loss is recognized on treasury stock transactions, even when the 
shares are reissued at a price above or below cost. A corporation earns profits by selling goods 
and services to outsiders, not by issuing or reissuing shares of its own capital stock. When 
treasury shares are reissued at a price above cost, the corporation receives from the new stock- 
holder an amount of paid-in capital that is larger than the reduction in stockholders’ equity 
that occurred when the corporation acquired the treasury shares. Conversely, if treasury shares 
are reissued at a price below cost, the corporation has less paid-in capital as a result of the 
purchase and reissuance of the shares. 


STOCK BUYBACK PROGRAMS 


Historically, most treasury stock transactions involved relatively small dollar amounts. Hence, 
the topic was not of great importance to investors or other users of financial statements. Some 
corporations have buyback programs, in which they repurchase large amounts of their own 
common stock. As a result of these programs, treasury stock has become a material item in 
the balance sheets of many corporations. 

Transactions between the corporation and its stockholders are classified in the statement of 
cash flows as financing activities. When treasury stock is purchased, a financing cash outflow 


Treasury Stock 


is reported in the statement of cash flows. When treasury stock is reissued, the amount of cash 
received is reported as a financing cash inflow in the statement of cash flows. 

Because treasury stock transactions do not give rise to gains or losses, they have no effect 
on the corporation’s net income. Any difference between the purchase price of the treasury 
stock and the cash received when it is reissued is reported as an increase or decrease in the 
corporation’s paid-in capital. 


Financial Analysis and Decision Making 


The following information was taken from a recent annual report of Verizon Communica- 
tions (in millions): 


Nel INCOMO@ sid. 554.08 oe begat bene sev aes Pee Sea eRe 
Average total assets oi... 6: cick akeenev sees bua w ea gee bb Was oe wale wae 
Average common stockholders’ equity .............. 0.0002 e eee eee eee 


Several frequently used measures of profitability that are based, in part, on capital stock con- 
cepts covered in this chapter can be derived from the above figures: 


Profitability 
Measure Computation Significance 
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stockholders’ equity Average Common Stockholders’ Equity 


Using the figures provided, Verizon’s profitability measures would be: 


YOUR TURN 


proceed? 


(See our comments on the Online Learning Center Web site.) 


Return on total assets Net Income 
Average Total Assets used to earn that return 
Return on common Net Income The rate of return earned on the common 


stockholders’ equity when the company 
has only common stock 


Return on total assets: $6,428 + $194,656 = 3.3% 
Return on common shareholders’ equity: $6,428 + $ 46,144 = 13.9% 


You are working for a stock market research firm and your boss has asked you to 
assess Verizon’s return on assets and on common shareholders’ equity. How might you 


The rate of return on the total asset investment 
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Ethics, Fraud & Corporate Governance 


A learning objective for this chapter is to understand the 
advantages of organizing a business as a corporation. 
Corporations often choose to go public in order to raise equity 
capital from many investors. 

Unfortunately, the process of going public can be abused 
and can result in the defrauding of investors. A common 
scheme is the use of “shell companies” in a “pump-and- 
dump scheme.” The Securities and Exchange Commission 
(SEC) proposes to define a shell company as a company 
with little or no operating activities, little or no assets, or 
assets consisting solely of cash and cash equivalents. Most 
commonly, a private operating business is combined with 
the public shell company in a reverse merger. In a reverse 
merger, the public shell company is the surviving entity but 
it is controlled by the shareholders of the previously private 
business. The rest of the “pump-and-dump scheme” works 
as follows: (1) the owners (promoters) of the company claim 
that the previously private business has high growth potential, 
(2) limited financial and other information on the combined 
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2DoTrade with a private company controlled by a convicted 
felon. The promoters “pumped” the stock by claiming that the 
company had import/export contracts worth more than $300 
million and that the company was developing an antianthrax 
compound. In reality, the contracts were worthless because 


company is filed with the SEC, (3) the owners (promoters) 
“pump” the stock through unduly positive press releases and 
other manipulative devices, (4) high-pressure sales tactics 
are often employed to get individuals to buy the stock, and 


no antianthrax compound was in development, and one 
was never seriously contemplated. At one point during the 
“pump” campaign the market value of the company exceeded 
$46 million, yet the company had no assets and no revenue. 


(5) the owners (promoters) “dump” their stock at artificially 
high prices. 

An example of a stock manipulation scheme using a shell 
company occurred in the case of 2DoTrade, Inc. 2DoTrade 
was a public shell company when a group of promoters secretly 
acquired over 99 percent of its shares. The promoters merged 


The promoters then “dumped” their shares, reaping almost $2 
million in profits. 

The SEC has brought civil enforcement actions against the 
promoters of 2DoTrade, and the FBI has arrested a number of 
the promoters as criminal charges have also been filed by the 
U.S. Justice Department. 


Concluding Remarks 


In this chapter, we covered the aspects of stockholders’ equity that result primarily from vari- 
ous transactions between the company and its stockholders, including the sale and repurchase 
of capital stock. We explored different characteristics of stock, including the unique features 
of preferred stock. 

Another major source of stockholders’ equity is the accumulated earnings of previous years 
that have been retained for purposes of expansion and meeting other business objectives. This 
is the subject of Chapter 12, which follows. While paid-in capital and retained earnings are 
two distinct aspects of stockholders’ equity, they are closely related and, therefore, are virtu- 
ally impossible to discuss totally independently of each other. For that reason, in this chapter 
there were occasional references to retained earnings. Similarly, in Chapter 12 you will find 
references to common and preferred stock, additional paid-in capital, treasury stock, and other 
aspects of stockholders’ equity that we covered primarily in this chapter. Combining the content 
of Chapters 11 and 12, you will have a good working knowledge of stockholders’ equity and 
how it fits together with assets and liabilities to form the basis for a company’s balance sheet. 


END-OF-CHAPTER REVIEW 


Discuss the advantages and disadvantages of 
organizing a business as a corporation. The 
primary advantages are no personal liability of 
stockholders for the debts of the business, the transferability of 
ownership shares, continuity of existence, the ability to hire 
professional management, and the relative ease of accumulating 
large amounts of capital. The primary disadvantages are double 
taxation of earnings and greater governmental regulation. 


Distinguish between publicly owned and closely 
held corporations. The stock of publicly owned 
corporations is available for purchase by the general 
public, usually on an organized stock exchange. Stock in a 
closely held corporation, in contrast, is not available to the public. 
Publicly owned corporations tend to be so large that indi- 
vidual stockholders seldom control the corporation; in essence, 
most stockholders in publicly owned companies are investors, 
rather than owners in the traditional sense. Closely held corpora- 
tions usually are quite small, and one or two stockholders often 
do exercise control. Publicly owned corporations are subject to 
more government regulation than are closely held companies, 
and they must disclose to the public much information about 
their business operations. 


Explain the rights of stockholders and the roles 
of corporate directors and officers. Stockholders in 
a corporation normally have the right to elect the board 
of directors, to share in dividends declared by the directors, and 
to share in the distribution of assets if the corporation is liquidated. 

The directors formulate company policies, review the actions 
of the corporate officers, and protect the interests of the com- 
pany’s stockholders. Corporate officers are professional manag- 
ers appointed by the board of directors to manage the business 
on a daily basis. 


LOS 


Account for paid-in capital and prepare the equity 

section of a corporate balance sheet. When capital 

stock is issued, appropriate asset accounts are debited 
for cash or the market value of the goods or services received in 
exchange for the stock. A capital stock account (which indicates 
the type of stock issued) is credited for the par value of the issued 
shares. Any excess of the market value received over the par 
value of the issued shares is credited to an Additional Paid-in 
Capital account. 

The equity section of a corporate balance sheet shows for each 
class of capital stock outstanding (1) the total par value (legal 
capital) and (2) any additional paid-in capital. Together, these 
amounts represent the corporation’s total paid-in capital. In addi- 
tion, the equity section shows separately any earned capital— 
that is, retained earnings. 


Contrast the features of common stock with 
those of preferred stock. Common stock represents 
the residual ownership of a corporation. These shares 


have voting rights and cannot be called. Also, the common stock 
dividend is not fixed in dollar amount—thus it may increase or 
decrease based on the company’s performance. 

Preferred stock has preference over common stock with 
respect to dividends and to distributions in the event of liquida- 
tion. This preference means that preferred stockholders must be 
paid in full before any payments are made to holders of com- 
mon stock. The dividends on preferred stock usually are fixed 
in amount. In addition, the stock often has no voting rights. 
Preferred stocks sometimes have special features, such as being 
convertible into shares of common stock. 


Discuss the factors affecting the market price of 

preferred stock and common stock. The market 

price of preferred stock varies inversely with interest 
rates. As interest rates rise, preferred stock prices decline; as 
interest rates fall, preferred stock prices rise. If a company’s 
ability to continue the preferred dividend is in doubt, this may 
affect preferred stock prices. 

Interest rates also affect the market price of common stock. 
However, common stock dividends are not fixed in amount. Both 
the amount of the dividend and the market value of the stock may 
fluctuate, based on the prosperity of the company. Therefore, the 
principal factor in the market price of common stock is inves- 
tors’ expectations as to the future profitability of the company. 


Explain the significance of book value and market 

value of capital stock. Par value has the least 

significance. It is a legal concept, representing the 
amount by which stockholders’ equity cannot be reduced except 
by losses. Intended as a buffer for the protection of creditors, it 
usually is so low as to be of little significance. 

Book value per share is the net assets per share of common 
stock. This value is based on amounts invested by stockholders, 
plus retained earnings. It often provides insight into the reason- 
ableness of market price. 

To investors, market price is the most relevant of the three 
values. This is the price at which they can buy or sell the stock 
today. Changes in market price directly affect the financial 
position of the stockholder, but not of the issuing company. 
Therefore, market values do not appear in the equity section of 
the issuing company’s balance sheet—but they are readily avail- 
able in the daily newspaper and on the Internet. 


Explain the purpose and effects of a stock split. 

When the market price of a corporation’s common stock 

appreciates in value significantly, it may become too 
expensive for many investors. When this happens, the 
corporation may split its stock by increasing the number of its 
common shares outstanding. The purpose of a stock split is to 
reduce the market price of the company’s common stock, with 
the intent of making it more affordable to investors. A stock split 
does not change the balance of any ledger account; consequently, 
the transaction is recorded merely by a memorandum entry. 
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Account fortreasury stock transactions. Purchases 
of treasury stock are recorded by establishing a contra- 
equity account, Treasury Stock. No profit or loss is 
recorded when the treasury shares are reissued at a price above or 


L09 


Key Terms Introduced or 


Emphasized in Chapter 11 


Additional Paid-in Capital (p. 489) An account showing the 
amounts invested in a corporation by stockholders in excess of 
par value or stated value. In short, this account shows paid-in 
capital in excess of legal capital. 


board of directors (p. 487) Persons elected by common 
stockholders to direct the affairs of a corporation. 


book value per share (p. 493) The stockholders’ equity rep- 
resented by each share of common stock, computed by dividing 
common stockholders’ equity by the number of common shares 
outstanding. 


capital stock (p. 485) Transferable units of ownership in a 
corporation. A broad term that can refer to common stock, pre- 
ferred stock, or both. 


closely held corporation (p. 485) A corporation owned by a 
small group of stockholders. Not publicly owned. 


common stock (p. 490) A type of capital stock that possesses 
the basic rights of ownership, including the right to vote. Repre- 
sents the residual element of ownership in a corporation. 


contributed capital (p. 488) The stockholders’ equity that 
results from capital contributions by investors in exchange for 
shares of common or preferred stock. Also referred to as paid-in 
capital. 


corporation (p. 484) A business organized as a legal entity 
separate from its owners. Chartered by the state with ownership 
divided into shares of transferable stock. Stockholders are not 
liable for debts of the corporation. 


dividend yield (p. 495) The annual dividend paid to a share 
of stock, expressed as a percentage of the stock’s market value. 
Indicates the rate of return represented by the dividend. 


dividends (p. 491) Distribution of assets (usually cash) by a 
corporation to its stockholders. Normally viewed as a distribu- 
tion of profits, dividends cannot exceed the amount of retained 
earnings. Must be formally declared by the board of directors 
and distributed on a per-share basis. Note: Stockholders cannot 
simply withdraw assets from a corporation at will. 


double taxation (p. 484) The fact that corporate income is 
taxed to the corporation when earned and then again taxed to the 
stockholders when distributed as dividends. 


legal capital (p. 489) Equal to the par value or stated value of 
capital stock issued. This amount represents a permanent com- 
mitment of capital by the owners of a corporation and cannot 
be removed without special legal action. Of course, it may be 
eroded by losses. 


limited personal liability (p. 484) The concept that the own- 
ers of a corporation are not personally liable for the debts of 


below cost. Rather, any difference between the reissuance price 
and the cost of the shares is debited or credited to a paid-in capital 
account. While treasury stock transactions may affect cash flow, 
they have no effect on the net income of the corporation. 


the business. Thus stockholders’ potential financial losses are 
limited to the amount of their equity investment. 


paid-in capital (p. 488) The amounts invested in a corpora- 
tion by its stockholders. 


par value (or stated value) (p.489) The legal capital of a cor- 
poration. Represents the minimum amount per share invested in 
the corporation by its owners and cannot be withdrawn except 
by special legal action. 


preferred stock (p. 490) A class of capital stock usually hav- 
ing preferences as to dividends and in the distribution of assets 
in the event of liquidation. 


public information (p. 485) Information that, by law, must be 
made available to the general public. Includes the quarterly and 
annual financial statements—and other financial information— 
about publicly owned corporations. 


publicly owned corporation (p. 485) Any corporation whose 
shares are offered for sale to the general public. 


retained earnings (p. 488) The element of owners’ equity in 
a corporation that has accumulated through profitable business 
operations. Net income increases retained earnings; net losses 
and dividends reduce retained earnings. 


state of incorporation (p. 486) The state in which the corpo- 
ration is legally formed. This may or may not be the state in 
which the corporation conducts most or any of its business. 


stock certificate (p. 486) A document issued by a corporation 
(or its transfer agent) as evidence of the ownership of the num- 
ber of shares stated on the certificate. 


stock registrar (p. 488) An independent fiscal agent, such as 
a bank, retained by a corporation to provide assurance against 
overissuance of stock certificates. 


stock split (p. 496) An increase in the number of shares out- 
standing with a corresponding decrease in par value per share. 
The additional shares are distributed proportionately to all com- 
mon shareholders. The purpose of a stock split is to reduce mar- 
ket price per share and encourage wider public ownership of 
the company’s stock. A 2-for-1 stock split will give each stock- 
holder twice as many shares as previously owned. 


stock transfer agent (p. 488) A bank or trust company 
retained by a corporation to maintain its records of capital stock 
ownership and make transfers from one investor to another. 


stockholders (p. 484) The owners of a corporation. The name 
reflects the fact that their ownership is evidenced by transferable 
shares of capital stock. 


stockholders subsidiary ledger (p. 488) A record showing 
the number of shares owned by each stockholder. 


treasury stock (p. 496) Shares of a corporation’s stock that 
have been issued and then reacquired, but not canceled. 


underwriter (p. 488) An investment banking firm that han- 
dles the sale of a corporation’s stock to the public. 
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Demonstration Problem 


The stockholders’ equity section of Elmwood Corporation’s balance sheet appears as follows: 


Stockholders’ equity: 
8% preferred stock, $100 par value, 


200,000 shares authorized ... 1.0... cee eee $12,000,000 
Common stock, $5 par value, 5,000,000 shares authorized ............... 14,000,000 
Additional paid-in capital: 

Prefetred Stock eric xis isthe wie Ah ath 2k Bebra len aoe mew acs oe $ 360,000 

COMMON’StOCK s.25444446 esd aes e4ds seas 30,800,000 31,160,000 
Retained: Cannings ise be er ieee See ee we a ae ea ae ane bdo 2,680,000 

Total stockholders’ equity ........... 00... $59,840,000 


Instructions 


On the basis of this information, answer the following questions and show any necessary support- 
ing computations: 


a. How many shares of preferred stock have been issued? 

What is the total annual dividend requirement on the outstanding preferred stock? 

How many shares of common stock have been issued? 

What was the average price per share received by the corporation for its common stock? 
What is the total amount of legal capital? 

What is the total paid-in capital? 

What is the book value per share of common stock? (Assume no dividends in arrears.) 


mPme ao Ft 


Solution to the Demonstration Problem 


a. 120,000 shares ($12,000,000 total par value, divided by $100 par value per share) 
b. $960,000 (120,000 shares outstanding X $8 per share) 

c. 2,800,000 shares ($14,000,000 total par value, divided by $5 par value per share) 
d 


Par value of common shares issued................ 000000: e ee eee eee $14,000,000 
Additional paid-in capital on common shares .............2.0.0000000005 30,800,000 
Total issue price of common shares............. 00.0000 e eee eee eee $44,800,000 
Number of common shares issued (part) ...............0 0000. e eee 2,800,000 
Average issue price per share ($44,800,000 2,800,000 shares) .......... $ 16 


e. $26,000,000 ($12,000,000 preferred, $14,000,000 common) 
f. $57,160,000 ($26,000,000 legal capital, plus $31,160,000 additional paid-in capital) 


g. 
Total stockholders’ equity............ 0.00002 $59,840,000 
Less: Claims of preferred stockholders (120,000 shares X $100) ........... 12,000,000 
Equity of common stockholders .......... 0.00.00. 2 eee $47,840,000 
Number of common shares outstanding (partc)....................0000. 2,800,000 


Book value per share ($47,840,000 + 2,800,000 shares) ................. $ 17.09 
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Self-Test Questions 


The answers to these questions appear on page 518. 


1. 


When a business is organized as a corporation, which of the 
following statements is true? 


a. Stockholders are liable for the debts of the business 
in proportion to their percentage ownership of capital 
stock. 

b. Stockholders do not have to pay personal income taxes 
on dividends received, because the corporation is sub- 
ject to income taxes on its earnings. 

c. Fluctuations in the market value of outstanding shares 
of capital stock do not affect the amount of stockhold- 
ers’ equity shown in the balance sheet. 


d. Each stockholder has the right to bind the corporation 


Total paid-in capital 


a. A decrease in long-term interest rates. 

b. An increase in long-term interest rates. 

c. The board of directors announces its intention to 
increase common stock dividends in the current year. 

d. Whether or not the preferred stock carries a conversion 
privilege. 

The following information is taken from the balance sheet 

and related disclosures of Maxwell, Inc.: 


$5,400,000 


Outstanding shares: 


Common stock, $5 par value ........ 100,000 shares 


: ie 6% preferred stock, $100 par value ... 10,000 shares 

to contracts and to make other managerial decisions. at . 
me Rea MGT r Ne ener Preferred dividends in arrears ......... 2 years 
a ee Re ene ee ee Total stockholders’ equity ............. $4,700,000 


tion to issue 100,000 shares of $1 par value common stock. 


Forty thousand shares were issued to Tom Morgan, the com- 
pany’s founder, at a price of $5 per share. No other shares have 
yet been issued. Which of the following statements is true? 


Which of the following statements is (are) true? (For this ques- 
tion, more than one answer may be correct.) 


a. Morgan owns 40 percent of the stockholders’ equity of 
the corporation. 


b. The corporation should recognize a $160,000 gain on 
the issuance of these shares. 


c. If the balance sheet includes retained earnings of 
$50,000, total paid-in capital amounts to $250,000. 


d. In the balance sheet, the Additional Paid-in Capital 
account will have a $160,000 balance, regardless of the 
profits earned or losses incurred since the corporation 
was organized. 


. Which of the following is not a characteristic of the common 


stock of a large, publicly owned corporation? 

a. The shares may be transferred from one investor to 
another without disrupting the continuity of business 
operations. 

b. Voting rights in the election of the board of directors. 

c. Accumulative right to receive dividends. 

d. After issuance, the market value of the stock is unre- 
lated to its par value. 

Tri-State Electric is a profitable utility company that has 

increased its dividend to common stockholders every year 

for 42 consecutive years. Which of the following is least 
likely to affect the market price of the company’s preferred 
stock by a significant amount? 


a. The preferred dividends in arrears amount to $120,000 
and should appear as a liability in the corporate balance 
sheet. 


b. The book value per share of common stock is $35. 


c. The stockholders’ equity section of the balance sheet 
should indicate a deficit (negative amount in retained 
earnings) of $700,000. 


d. The company has paid no dividend on its common stock 
during the past two years. 

On December 10, 2010, Smitty Corporation reacquired 

2,000 shares of its own $5 par value common stock at a price 

of $60 per share. In 2011, 500 of the treasury shares are 

reissued at a price of $70 per share. Which of the following 
statements is correct? 

a. The treasury stock purchased is recorded at cost and is 
shown in Smitty’s December 31, 2010, balance sheet as 
an asset. 

b. The two treasury stock transactions result in an over- 
all net reduction in Smitty’s stockholders’ equity of 
$85,000. 

c. Smitty recognizes a gain of $10 per share on the reissu- 
ance of the 500 treasury shares in 2011. 

d. Smitty’s stockholders’ equity was increased by 
$110,000 when the treasury stock was acquired. 


cnamiuaits Discussion Questions 


1. Why are large corporations often said to be publicly owned? 3. Distinguish between paid-in capital and retained earnings 
2. Distinguish between corporations and sole proprietorships of a corporation. Why is such a distinction useful? 
in terms of the following characteristics: 4. Explain the significance of par value. Does par value indicate 
a. Owners’ liability for debts of the business. the reasonable market price for a share of stock? Explain. 
Transferability of ownership interest. 5. Describe the usual nature of the following features as they 


b 
c. Continuity of existence. 
d. Federal taxation on income. 


apply to a share of preferred stock: (a) cumulative, and 
(b) convertible. 


Brief Exercises 


10. 


Lo4 


Lo4 


LOS 


LOS 


LOS 


Why is noncumulative preferred stock often considered an 
unattractive form of investment? 


State the balance sheet or income statement classification 
(asset, liability, stockholders’ equity, revenue, or expense) of 
each of the following accounts: 


a. Cash (received from the issuance of capital stock). 
Organization Costs. 

Preferred Stock. 

Retained Earnings. 

Additional Paid-in Capital. 


Income Taxes Payable. 


me Be & 


What does book value per share of common stock repre- 
sent? Does it represent the amount common stockholders 
would receive in the event of liquidation of the corporation? 
Explain briefly. 


. What would be the effect, if any, on book value per share of 


common stock as a result of each of the following indepen- 
dent events: (a) a corporation obtains a bank loan; (b) a divi- 
dend is declared (to be paid in the next accounting period)? 


In the stock market crash of October 19, 1987, the market 
price of IBM’s capital stock fell by over $31 per share. 


Brief Exercises 


BRIEF 
EXERCISE 11.1 


Stockholders’ Equity the company’s balance sheet. 


BRIEF 
EXERCISE 11.2 


Stockholders’ Equity 
balance sheet. 


BRIEF 
EXERCISE 11.3 
Dividends on 
Preferred Stock 


BRIEF 

EXERCISE 11.4 
Dividends on Common 
and Preferred Stock 


11. 
12. 


13. 


14. 


IDs 
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Explain the effects, if any, of this decline in share price on 
IBM’s balance sheet. 


What is the purpose of a stock split? 


What is treasury stock? Why do corporations purchase their 
own shares? Is treasury stock an asset? How should it be 
reported in the balance sheet? 


In many states, corporation law requires that retained earn- 
ings be restricted for dividend purposes to the extent of the 
cost of treasury shares. What is the reason for this legal rule? 


The basic accounting equation for a corporation is Assets = 
Liabilities + Stockholders’ Equity. Stockholders’ equity 
is further divided into two categories: paid-in capital and 
retained earnings. What are the major transactions and other 
financial activities that impact the amount of paid-in capital 
of a corporation? Identify for each major type of transaction 
or activity whether it increases or decreases the amount of 
paid-in capital. 

If you were going to start a corporation and expected to 
need to raise capital from several investors, would you 
include preferred stock in your capital structure? Why or 
why not? If your answer is that you would include preferred 
stock, what features would you incorporate into this class 
of stock? 


ee comect" 
IGraw!| 
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|ACCOUNTING 


Alpha Co. sold 10,000 shares of common stock, which has a par value of $10, for $13 per share. 
The company’s balance in retained earnings is $75,000. Prepare the stockholders’ equity section of 


Beta Co. sold 10,000 shares of common stock, which has a par value of $25, for $27 per share. 
The company also sold 1,000 shares of $100 par value preferred stock for $110. Assume the 
balance in retained earnings is $100,000. Prepare the stockholders’ equity section of Beta’s 


Zeta Co. has outstanding 100,000 shares of $100 par value cumulative preferred stock which has 
a dividend rate of 6 percent. The company has not declared any cash dividends on the preferred 
stock for the last three years. Calculate the amount of dividends in arrears on Zeta’s preferred stock 
and briefly explain how this amount will be known to investors and creditors who may use the 
company’s financial statements. 


Mega, Inc., has common and 6 percent preferred stock outstanding as follows: 
Preferred stock: 10,000 shares, $100 par value, cumulative 
Common stock: 50,000 shares, $50 par value 
The company declares a total dividend of $200,000. If the dividends on preferred stock are one 


year in arrears (in addition to the current year), how will the total dividend be divided between the 


common and preferred stock? 


BRIEF 

EXERCISE 11.5 
Dividends on Common 
and Preferred Stock 


Common stock: 
8 percent preferred stock: 


Walla Company has common and preferred stock outstanding as follows: 


100,000 shares, $30 par value 
10,000 shares, $100 par value 


Dividends on preferred stock have not been paid for the last three years (in addition to the current 
year). If the company pays a total of $120,000 in dividends, how much will the common stock- 
holders receive per share if the preferred stock is not cumulative? How will your answer differ if 
the preferred stock is cumulative? 
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07 BRIEF Menza Company has stockholders’ equity accounts as follows: 
EXERCISE 11.6 
Book Val 
sla cae Common stock (100,000 shares @ $10 par value).............00 200 eee $1,000,000 
Additional paid-in capital on common stock ............. 00.0000 0 2 ee eee 750,000 
Retained earningS.......... 0... cece ete ees 600,000 


Calculate the amount of book value per share for common stock and summarize briefly what that 
figure means in relation to the current market value of the stock. 


L07 BRIEF Smalley, Inc., has preferred and common stock outstanding as follows: 
EXERCISE 11.7 
Bpolvalle $5 preferred stock, 40,000 shares @ $100 par value ...............-00-05 $4,000,000 
Common stock, 500,000 shares at $10 par value ......... 00.00 e eee eee 5,000,000 
Additional paid-in capital on common stock ..............0 00.0002 e eee ee 800,000 
Retained earning s..0ccccrs seek ee ies ok eee ENED ae Bee 1,750,000 


Calculate the book value on common stock, assuming preferred dividends are cumulative and are 
currently one year in arrears. 


08 BRIEF Smelling Company declared a 2-for-1 stock split on its common stock in order to intentionally 
EXERCISE 11.8 reduce the market value of its stock so that it would be an attractive investment for a larger set of 
Stock Split investors. The company’s common stock is described as follows: 


Common stock: 100,000 shares outstanding, $10 par value, originally sold at $12.50, current 
market price $50. 


Describe the likely impact, if any, that the 2-for-1 stock split will have on (a) the number of shares 
outstanding, (b) the market price of the stock, and (c) the total stockholders’ equity attributable to 
common stock. 


104 BRIEF Melcher, Inc., originally sold 100,000 shares of its $10 par value common stock at $25 per share. 
EXERCISE 11.9 Several years later the company repurchased 10,000 of these shares at $55 per share. Melcher cur- 
og Treasury Stock rently holds those shares in treasury. Prepare the company’s stockholders’ equity section of the 


balance sheet to reflect this information. 


L04 BRIEF Reeves, Inc., sold 1,000,000 shares of $25 par value common stock at $30. It subsequently re- 
EXERCISE 11.10 purchased 100,000 of those shares at $50 per share and then sold 70,000 of those shares at $55. 
log Treasury Stock Calculate the total amount of stockholders’ equity given the above transactions. 


Exercises @ connect 


[ACCOUNTING 


i901 EXERCISE 11.1 Assume that you have recently obtained your scuba instructor’s certification and have decided to 
Form of Organization start a scuba diving school. 


theaugh 
tnrougn 


a. Describe the advantages and disadvantages of organizing your scuba diving school as a: 
LO3 1. Sole proprietorship 
2. Corporation 


b. State your opinion about which form of organization would be best and explain the basis for 
your opinion. 


01 EXERCISE 11.2 Listed below are 12 technical accounting terms discussed in this chapter: 


through. Accounting Par value Board of directors Double taxation 


109 Pein ony Book value Paid-in capital Dividends in arrears 
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Market value Preferred stock Closely held corporation 
Retained earnings © Common stock Publicly owned corporation 


Each of the following statements may (or may not) describe one of these technical terms. For 
each statement, indicate the term described, or answer “None” if the statement does not correctly 
describe any of the terms. 


a. A major disadvantage of the corporate form of organization. 

From investors’ point of view, the most important value associated with capital stock. 
Cash available for distribution to the stockholders. 

The class of capital stock that normally has the most voting power. 

A distribution of assets that may be made in future years to the holders of common stock. 
A corporation whose shares are traded on an organized stock exchange. 


Equity arising from investments by owners. 


Co 


The element of stockholders’ equity that is increased by net income. 
i. Total assets divided by the number of common shares outstanding. 


j. The class of stock for which market price normally rises as interest rates increase. 


L04 EXERCISE 11.3 When Resisto Systems, Inc., was formed, the company was authorized to issue 5,000 shares 

Stockholders’ Equity of $100 par value, 8 percent cumulative preferred stock, and 100,000 shares of $2 stated value 

95 Section of a Balance — common stock. 

Sheet Half of the preferred stock was issued at a price of $103 per share, and 70,000 shares of the 
common stock were sold for $13 per share. At the end of the current year, Resisto has retained 
earnings of $382,000. 

a. Prepare the stockholders’ equity section of the company’s balance sheet at the end of the 
current year. 


b. Assume Resisto Systems’s common stock is trading at $24 per share and its preferred stock is 
trading at $107 per share at the end of the current year. Would the stockholders’ equity section 
prepared in part a be affected by this additional information? 


104 EXERCISE 11.4 A portion of the stockholders’ equity section from the balance sheet of Walland Corporation 
Dividends: Preferred appears as follows: 
L905 and Common 
Stockholders’ equity: 
Preferred stock, 9% cumulative, $50 par, 40,000 shares 


authorized, issued, and outstanding ........... 0.000 e cee eee eee $2,000,000 
Preferred stock, 12% noncumulative, $100 par, 8,000 
shares authorized, issued, and outstanding ..................0.0.0000. 800,000 
Common stock, $5 par, 400,000 shares authorized, issued, 
ANG ‘OUTSTANGING) 4s escna dears 2 aeaveniacianleeupts dare anm geen dere Saeudaheeunaeeacns 2,000,000 
Total paid-in capital s... 0 e505 ese eocee de tena eae ede ode cae es $4,800,000 


Assume that all the stock was issued on January | and that no dividends were paid during the first 
two years of operation. During the third year, Walland Corporation paid total cash dividends of 


$736,000. 
a. Compute the amount of cash dividends paid during the third year to each of the three classes 
of stock. 


b. Compute the dividends paid per share during the third year for each of the three classes of stock. 
c. What was the average issue price of each type of preferred stock? 


04 EXERCISE 11.5 The year-end balance sheet of Jackson Products, Inc., includes the following stockholders’ equity 
through Analyzing section (with certain details omitted): 
Stockholders’ Equity 


LO7 
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Lo4 


LO7 


thrash 


LO7 


EXERCISE 11.6 


Preferred Stock 
Alternatives 


EXERCISE 11.7 


Reporting the Effects 
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Stockholders’ equity: 
Capital stock: 


7% cumulative preferred stock, $100 par value ..........-.0-0 eee eee $ 15,000,000 
Common stock, $5 par value, 5,000,000 shares 
authorized, 4,000,000 shares issued and outstanding ............... 20,000,000 
Additional paid-in capital: 
Common ’stOCK 564 .0ebs9eanbbddede taser ddan d ees dae needs 44,000,000 
REtaIMEG: CAMMINGS) 5.04 os soso dd dh ausugsniiles Qe aR dak Soasaraeisiam es eit aosea koa ee Haye 64,450,000 
Total stockholders’ equity... 66 33 eves ee eee ope eda eee eat $143,450,000 


From this information, compute answers to the following questions: 

How many shares of preferred stock have been issued? 

What is the total amount of the annual dividends to which preferred stockholders are entitled? 
What was the average issuance price per share of common stock? 

What is the amount of legal capital and the amount of total paid-in capital? 

What is the book value per share of common stock? 


moe oe Sf 


Is it possible to determine the fair market value per share of common stock from the stock- 
holders’ equity section above? Explain. 


Walker, Inc., has the following capital structure: 


Preferred stock—$25 par value, 10,000 shares authorized, 


7,000 shares issued and outstanding .................--. $175,000 

Common stock—$10 par value, 100,000 shares authorized, 
80,000 shares issued and outstanding .................- 800,000 
Total paid=in:Gapital, 3... .. 4:04 esnecteeach ee aed cee dea be eS we aes ee $975,000 
Retained earnings ......... 0.0.2 ce ete eee 550,000 
Total stockholders’ equity ............ 00... eee eee eee $1,525,000 


The number of issued and outstanding shares of both preferred and common stock have been the 
same for the last two years. Dividends on preferred stock are 8 percent of par value and have been 
paid each year the stock was outstanding except for the immediate past year. In the current year, 
management declares a total dividend of $50,000. Indicate the amount that will be paid to both 
preferred and common stockholders assuming (a) the preferred stock is not cumulative and (b) the 
preferred stock is cumulative. 


Three events pertaining to Lean Manufacturing Co. are described below. 
a. Issued common stock for cash. 

b. The market value of the corporation’s stock increased. 

c. Declared and paid a cash dividend to stockholders. 


Indicate the immediate effects of the events on the financial measurements in the four columnar 
headings listed below. Use the code letters | for increase, D for decrease, and NE for no effect. 


Net Cash Flow 
Current Stockholders’ Net (from any 
Event Assets Equity Income source) 


The following information is necessary to compute the net assets (stockholders’ equity) and book 
value per share of common stock for Rothchild Corporation: 
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8% cumulative preferred stock, $100 par... . 1.2... cece eee $200,000 
Common stock, $5 par, authorized 100,000 shares, issued 60,000 shares....... 300,000 
Additional paid-in capital ........... 0.0.0.0... 0. eee eee ee 452,800 
Deficit (negative amount in retained earnings) ...................0 000002 ee 146,800 
Dividends in arrears on preferred stock, 1 fullyear..................0.0.0.0. 16,000 


a. Compute the amount of net assets (stockholders’ equity). 
b. Compute the book value per share of common stock. 


c. Is book value per share (answer to part b) the amount common stockholders should expect to 
receive if Rothchild Corporation were to cease operations and liquidate? Explain. 


Johnston, Inc., engaged in the following transactions involving treasury stock: 


Feb. 10 Purchased for cash 17,000 shares of treasury stock at a price of $25 per share. 

June 4 Reissued 6,000 shares of treasury stock at a price of $33 per share. 

Dec. 22 Reissued 4,000 shares of treasury stock at a price of $22 per share. 

a. Prepare general journal entries to record these transactions. 

b. Compute the amount of retained earnings that should be restricted because of the treasury 
stock still owned at December 31. 


c. Does a restriction on retained earnings affect the dollar amount of retained earnings reported 
in the balance sheet? Explain briefly. 


The common stock of Fido Corporation was trading at $45 per share on October 15, 2010. A year 
later, on October 15, 2011, it was trading at $80 per share. On this date, Fido’s board of directors 
decided to split the company’s common stock. 


a. If the company decides on a 2-for-1 split, at what price would you expect the stock to trade 
immediately after the split goes into effect? 


b. If the company decides on a 4-for-1 split, at what price would you expect the stock to trade 
immediately after the split goes into effect? 


c. Why do you think Fido’s board of directors decided to split the company’s stock? 


Albert Company was experiencing financial difficulty late in the current year. The company’s 
income was sluggish, and the market price of its common stock was tumbling. On December 21, 
the company began to buy back shares of its own stock in an attempt to boost its market price per 
share and to improve its earnings per share. 


a. Is it unethical for a company to purchase shares of its own stock to improve measures of finan- 
cial performance? Defend your answer. 


b. Assume that the company classified the shares of treasury stock as short-term investments in 
the current asset section of its balance sheet. Is this appropriate? Explain. 


The 2009 balance sheet for Carnival Corporation indicates that the company has 1,960 million 
shares of common stock authorized, of which approximately 620 million were outstanding. 


a. How many additional shares of common stock could Carnival Corporation sell? 


b. How are the shares that have not yet been issued included in the company’s balance sheet? Do 
they represent an asset of the company? 


Smiley, Inc., is authorized to sell 1,000,000 shares of $10 par value common stock and 50,000 
shares of $100 par value 6 percent preferred stock. As of the end of the current year, the company 
has actually sold 550,000 shares of common stock at $12 per share and 40,000 shares of preferred 
stock at $110 per share. In addition, of the 550,000 shares of common that have been sold, 40,000 
shares have been repurchased at $60 per share and are currently being held in treasury to be used to 
meet the future requirements of a stock option plan that the company intends to implement. 


a. Prepare the general journal entries required to record all of the above transactions. 


b. Prepare the stockholders’ equity section of Smiley’s balance sheet to reflect the transactions 
you have recorded. 


510 Chapter 11 Stockholders’ Equity: Paid-In Capital 


LO8 EXERCISE 11.14 Twin Towns, Inc., was authorized to issue 200,000 shares of common stock and originally issued 
Treasury Stock 100,000 shares of $10 par value stock at $18 per share. Subsequently, 25,000 shares were repur- 
log and Stock Split chased at $20, of which 10,000 were subsequently resold at $23. 


Assume the company’s retained earnings balance is $120,000. 


a. Prepare the stockholders’ equity section of Twin Towns’s balance sheet, including all appro- 
priate disclosures. 


b. Briefly explain how the declaration and distribution of a 2-for-1 stock split subsequent to the 
above transactions would affect the stockholders’ equity section you have prepared. 


04. EXERCISE 11.15 The financial statements of Home Depot, Inc., appear in Appendix A of this text. These state- 
Using the Home ments contain information describing the details of the company’s stockholders’ equity. 
Depot, Inc., Financial a. What is the par value of the company’s common stock? Did the common stock originally sell 
LO7 : 
Statements at, above, or below par value? How do you know this? 
$ LS b. For the most current year shown, how many shares of common stock are authorized? What is 
RS the meaning of “authorized shares”? 


c. What is the total stockholders’ equity amount for Home Depot for the most recent year 
reported? Does this figure mean that the total outstanding stock is actually worth this amount? 
Explain your answer. 


Problem Set A mconnect | 


L044 PROBLEM 11.1A Early in 2008, Robbinsville Press was organized with authorization to issue 100,000 shares of 
Stockholders’ Equity $100 par value preferred stock and 500,000 shares of $1 par value common stock. Ten thousand 
through Balance Sheet shares of the preferred stock were issued at par, and 170,000 shares of common stock were sold for 


$15 per share. The preferred stock pays an 8 percent cumulative dividend. 
During the first four years of operations (2008 through 2011), the corporation earned a total of 
$1,085,000 and paid dividends of 75 cents per share in each year on its outstanding common stock. 


LOG 


Instructions 

a. Prepare the stockholders’ equity section of the balance sheet at December 31, 2011. Include a 
supporting schedule showing your computation of the amount of retained earnings reported. 
(Hint: Income increases retained earnings, whereas dividends decrease retained earnings.) 


b. Are there any dividends in arrears on the company’s preferred stock at December 31, 2011? 
Explain your answer. 


104 PROBLEM 11.2A Waller Publications was organized early in 2006 with authorization to issue 20,000 shares of $100 
through Stockholders’ Equity par value preferred stock and 1 million shares of $1 par value common stock. All of the preferred 
Section stock was issued at par, and 300,000 shares of common stock were sold for $20 per share. The 
LOG preferred stock pays a 10 percent cumulative dividend. 
During the first five years of operations (2006 through 2010) the corporation earned a total of 
$4,460,000 and paid dividends of $1 per share each year on the common stock. In 2011, however, 
the corporation reported a net loss of $1,750,000 and paid no dividends. 


Instructions 

a. Prepare the stockholders’ equity section of the balance sheet at December 31, 2011. Include a 
supporting schedule showing your computation of retained earnings at the balance sheet date. 
(Hint: Income increases retained earnings, whereas dividends and net losses decrease retained 
earnings.) 

b. Draft a note to accompany the financial statements disclosing any dividends in arrears at the 
end of 2011. 


c. Do the dividends in arrears appear as a liability of the corporation as of the end of 2011? 
Explain. 


104 PROBLEM 11.3A Maria Martinez organized Manhattan Transport Company in January 2008. The corporation imme- 
g P pany ary rp 

Stockholders’ Equity diately issued at $8 per share one-half of its 200,000 authorized shares of $2 par value common 

in a Balance Sheet stock. On January 2, 2009, the corporation sold at par value the entire 5,000 authorized shares of 


ee eXcel 


through 


8 percent, $100 par value cumulative preferred stock. On January 2, 2010, the company again 
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needed money and issued 5,000 shares of an authorized 10,000 shares of no-par cumulative pre- 
ferred stock for a total of $512,000. The no-par shares have a stated dividend of $9 per share. 

The company declared no dividends in 2008 and 2009. At the end of 2009, its retained earnings 
were $170,000. During 2010 and 2011 combined, the company earned a total of $890,000. Divi- 
dends of 50 cents per share in 2010 and $1.60 per share in 2011 were paid on the common stock. 


Instructions 


a. Prepare the stockholders’ equity section of the balance sheet at December 31, 2011. Include a 
supporting schedule showing your computation of retained earnings at the balance sheet date. 
(Hint: Income increases retained earnings, whereas dividends decrease retained earnings.) 


b. Assume that on January 2, 2009, the corporation could have borrowed $500,000 at 8 percent 
interest on a long-term basis instead of issuing the 5,000 shares of the $100 par value cumu- 
lative preferred stock. Identify two reasons a corporation may choose to issue cumulative 
preferred stock rather than finance operations with long-term debt. 


Early in the year Bill Barnes and several friends organized a corporation called Barnes Communi- 
cations, Inc. The corporation was authorized to issue 50,000 shares of $100 par value, 10 percent 
cumulative preferred stock and 400,000 shares of $2 par value common stock. The following trans- 
actions (among others) occurred during the year: 


Jan. 6 Issued for cash 20,000 shares of common stock at $14 per share. The shares were 
issued to Barnes and 10 other investors. 


Jan. 7 Issued an additional 500 shares of common stock to Barnes in exchange for his ser- 
vices in organizing the corporation. The stockholders agreed that these services were 
worth $7,000. 


Jan. 12 Issued 2,500 shares of preferred stock for cash of $250,000. 


June 4 Acquired land as a building site in exchange for 15,000 shares of common stock. In 
view of the appraised value of the land and the progress of the company, the directors 
agreed that the common stock was to be valued for purposes of this transaction at 
$15 per share. 


Nov. 15 The first annual dividend of $10 per share was declared on the preferred stock to be 
paid December 20. (Hint: Record the dividend by debiting Dividends and crediting 
Dividends Payable.) 


Dec. 20 Paid the cash dividend declared on November 15. 

Dec. 31 After the revenue and expenses were closed into the Income Summary account, 
that account indicated a net income of $147,200. 

Instructions 


a. Prepare journal entries in general journal form to record the above transactions. Include 
entries at December 31 to close the Income Summary account and the Dividends account. 


b. Prepare the stockholders’ equity section of the Barnes Communications, Inc., balance sheet at 
December 31. 


The year-end balance sheet of Smithfield Products includes the following stockholders’ equity sec- 
tion (with certain details omitted): 


Stockholders’ equity: 
7 %% cumulative preferred stock, $100 par value, 


100,000 shares authorized ...... 0... ee eens $ 2,400,000 
Common stock, $2 par value, 900,000 shares 

AUtNONIZEO nck ke eee he kee oe wet ee ee A ee ae ee eed 900,000 
Additional paid-in capital: common stock ................000000000000- 8,325,000 
Retained GamingS:v 522 cc eeeeb eters hae tba e bedded ee bl 2,595,000 

Total stockholders’ equity..... 2.0... 2.2... cee eee ees $14,220,000 


Instructions 
From this information, compute answers to the following questions: 


a. How many shares of preferred stock have been issued? 
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What is the total amount of the annual dividends paid to preferred stockholders? 

How many shares of common stock are outstanding? 

What was the average issuance price per share of common stock? 

What is the amount of legal capital? 

What is the total amount of paid-in capital? 

What is the book value per share of common stock? (There are no dividends in arrears.) 


Pom oe ao 


Assume that retained earnings at the beginning of the year amounted to $717,500 and that net 
income for the year was $3,970,000. What was the dividend declared during the year on each 
share of common stock? (Hint: Net income increases retained earnings, whereas dividends 
decrease retained earnings.) 


Parsons, Inc., is a publicly owned company. The following information is excerpted from a recent 
balance sheet. Dollar amounts (except for per share amounts) are stated in thousands. 


Stockholders’ equity: 


Convertible $17.20 preferred stock, $250 par 
value, 1,000,000 shares authorized; 345,000 shares 


isSued:and OUIStANGING jxir0\4c2 ma neem en anus Aa eee Fee te eee eles $ 86,250 
Common stock, par value $0.50; 25,000,000 shares 

AUIMONZED . << caw ce ogee aa os ame ee en Deak Aer eee seeks Sead adese eee 6,819 
Additional! paid-in capital s2ss0 tide. oeeeaeaw he Seeded nd ob Seee 4 87,260 
Retained: CarningS:. 20s cidie sce 2d Canta ees ehalee Eee ee aS alee teed 57,263 

Total stockholders’ equity sinc sac acces ee a eee aoe Wa Rea eS $237,592 


Instructions 

From this information, answer the following questions: 

a. How many shares of common stock have been issued? 

What is the total amount of the annual dividends paid to preferred stockholders? 
What is the total amount of paid-in capital? 

What is the book value per share of common stock? 


ome Fs 


Briefly explain the advantages and disadvantages to Parsons of being publicly owned rather 
than operating as a closely held corporation. 


f. What is meant by the term convertible used in the caption of the preferred stock? Is there any 
more information that investors need to know to evaluate this conversion feature? 


g. Assume that the preferred stock currently is selling at $248 per share. Does this provide a 
higher or lower dividend yield than an 8 percent, $50 par value preferred with a market price 
of $57 per share? Show computations (round to the nearest tenth of 1 percent). Explain why 
one preferred stock might yield less than another. 


Techno Corporation is the producer of popular business software. Recently, an investment service 
published the following per-share amounts relating to the company’s only class of stock: 


PAF VANS eesti, cranes a. veer ac, Awe antcn, ee Sa htt Aco matin. a WN Rech eso A coat. eae ea $ 0.001 
Book value (estimated) « s:.i.s4ois wee eacainge sparen eneneuee ea wee eae eee ep 6.50 
MAnKGt VANIC she desis dtsccd Si aranten a hustdedible gd amoutin paunied aia venta Gauci nae eboantse $65.00 


Instructions 


a. Without reference to dollar amounts, explain the nature and significance of par value, book 
value, and market value. 


b. Comment on the relationships, if any, among the per-share amounts shown for the company. 
What do these amounts imply about Techno Corporation and its operations? Comment on 
what these amounts imply about the security of creditors’ claims against the company. 
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104 PROBLEM 11.8A Early in 2009, Feller Corporation was formed with authorization to issue 50,000 shares of $1 par 
Reporting value common stock. All shares were issued at a price of $8 per share. The corporation reported 
L95 Stockholders’ Equity net income of $82,000 in 2009, $25,000 in 2010, and $78,000 in 2011. No dividends were declared 
with Treasury Stock in any of these three years. 
In 2010, the company purchased its own shares for $35,000 in the open market. In 2011, it reis- 
L07 sued all of its treasury stock for $40,000. 


Instructions 

a. Prepare the stockholders’ equity section of the balance sheet at December 31, 2011. Include a 
supporting schedule showing your computation of retained earnings at the balance sheet date. 
(Hint: Income increases retained earnings.) 


LO9 


As of December 31, compute the company’s book value per share of common stock. 


c. Explain how the treasury stock transactions in 2010 and 2011 were reported in the company’s 
statement of cash flows. 


L044. PROBLEM 11.9A Early in 2007, Herndon Industries was formed with authorization to issue 200,000 shares of $10 
Reporting par value common stock and 30,000 shares of $100 par value cumulative preferred stock. During 
L95 Stockholders’ Equity 2007, all the preferred stock was issued at par, and 120,000 shares of common stock were sold 
with Treasury Stock for $16 per share. The preferred stock is entitled to a dividend equal to 10 percent of its par value 
and Stock Splits before any dividends are paid on the common stock. 
LO7 During its first five years of business (2007 through 2011), the company earned income totaling 
$3,700,000 and paid dividends of 50 cents per share each year on the common stock outstanding. 
threugh On January 2, 2009, the company purchased 20,000 shares of its own common stock in the 
Log open market for $400,000. On January 2, 2011, it reissued 10,000 shares of this treasury stock for 
$250,000. The remaining 10,000 were still held in treasury at December 31, 2011. 


Instructions 


a. Prepare the stockholders’ equity section of the balance sheet for Herndon Industries at December 31, 
2011. Include supporting schedules showing (1) your computation of any paid-in capital on 
treasury stock and (2) retained earnings at the balance sheet date. (Hint: Income increases 
retained earnings, whereas dividends reduce retained earnings. Dividends are not paid on 
shares of stock held in treasury.) 

b. As of December 31, compute Herndon’s book value per share of common stock. (Hint: Book 
value per share is computed only on the shares of stock outstanding.) 

c. At December 31, 2011, shares of the company’s common stock were trading at $30. Explain 
what would have happened to the market price per share had the company split its stock 3-for-1 
at this date. Also explain what would have happened to the par value of the common stock and 
to the number of common shares outstanding. 


Problem Set B 


L044 PROBLEM 11.1B Early in 2008, Septa, Inc., was organized with authorization to issue 1,000 shares of $100 par value 

Stockholders’ Equity preferred stock and 200,000 shares of $1 par value common stock. Five hundred shares of the pre- 

through. a Balance Sheet ferred stock were issued at par, and 80,000 shares of common stock were sold at $15 per share. The 
Los preferred stock pays a 10 percent cumulative dividend. 


During the first four years of operations (2008 through 2011), the corporation earned a total of 
$1,800,000 and paid dividends of 40 cents per share in each year on its outstanding common stock. 


Instructions 

a. Prepare the stockholders’ equity section of the balance sheet at December 31, 2011. Include a 
supporting schedule showing your computation of the amount of retained earnings reported. 
(Hint: Income increases retained earnings, whereas dividends decrease retained earnings.) 

b. Are there any dividends in arrears on the company’s preferred stock at December 31, 2011? 
Explain your answer. 


c. Assume that interest rates increase steadily from 2008 through 2011. Would you expect the 
market price of the company’s preferred stock to be higher or lower than its call price of $110 
at December 21, 2011? (The call price is the amount the company must pay to repurchase the 
shares from the stockholders.) 
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L044. PROBLEM 11.2B Banner Publications was organized early in 2006 with authorization to issue 10,000 shares of $100 

Stockholders’ Equity par value preferred stock and 1 million shares of $1 par value common stock. All of the preferred 

DX. Section stock was issued at par, and 400,000 shares of common stock were sold for $15 per share. The 
LOG preferred stock pays a 10 percent cumulative dividend. 


During the first five years of operations (2006 through 2010) the corporation earned a total of 
$4,100,000 and paid dividends of $.80 per share each year on the common stock. In 2011, how- 
ever, the corporation reported a net loss of $1,100,000 and paid no dividends. 


Instructions 


a. Prepare the stockholders’ equity section of the balance sheet at December 31, 2011. Include a 
supporting schedule showing your computation of retained earnings at the balance sheet date. 
(Hint: Income increases retained earnings, whereas dividends and net losses decrease retained 
earnings.) 

b. Draft a note to accompany the financial statements disclosing any dividends in arrears at the 
end of 2011. 


c. Do the dividends in arrears appear as a liability of the corporation as of the end of 2011? 
Explain. 


L044. PROBLEM 11.3B Joy Sun organized Ray Beam, Inc., in January 2008. The corporation immediately issued at $15 
Stockholders’ Equity per share one-half of its 260,000 authorized shares of $1 par value common stock. On January 2, 
in a Balance Sheet 2009, the corporation sold at par value the entire 10,000 authorized shares of 10 percent, $100 
LOG par value cumulative preferred stock. On January 2, 2010, the company again needed money and 
issued 5,000 shares of an authorized 8,000 shares of no-par cumulative preferred stock for a total 

of $320,000. The no-par shares have a stated dividend of $6 per share. 
The company declared no dividends in 2008 and 2009. At the end of 2009, its retained earn- 
ings were $530,000. During 2010 and 2011 combined, the company earned a total of $1,400,000. 
Dividends of 90 cents per share in 2010 and $2 per share in 2011 were paid on the common stock. 


through 


Instructions 


a. Prepare the stockholders’ equity section of the balance sheet at December 31, 2011. Include a 
supporting schedule showing your computation of retained earnings at the balance sheet date. 
(Hint: Income increases retained earnings, whereas dividends and net losses decrease retained 
earnings.) 

b. Assume that on January 2, 2009, the corporation could have borrowed $1,000,000 at 10 percent 
interest on a long-term basis instead of issuing the 10,000 shares of the $100 par value cumu- 
lative preferred stock. Identify two reasons a corporation may choose to issue cumulative 
preferred stock rather than finance operations with long-term debt. 


L044 PROBLEM 11.4B Early in the year Debra Deal and several friends organized a corporation called Markup, Inc. The 
Stockholders’ corporation was authorized to issue 100,000 shares of $100 par value, 5 percent cumulative pre- 
Equity: A Short ferred stock and 100,000 shares of $1 par value common stock. The following transactions (among 
Comprehensive others) occurred during the year: 
Problem Jan. 7 Issued for cash 30,000 shares of common stock at $10 per share. The shares were 
issued to Deal and four other investors. 


LOS 


Jan. 12 — Issued an additional 1,000 shares of common stock to Deal in exchange for her ser- 
vices in organizing the corporation. The stockholders agreed that these services were 
worth $12,000. 

Jan. 18 Issued 4,000 shares of preferred stock for cash of $400,000. 

July 5 Acquired land as a building site in exchange for 10,000 shares of common stock. In 
view of the appraised value of the land and the progress of the company, the directors 
agreed that the common stock was to be valued for purposes of this transaction at $12 
per share. 


Nov. 25 The first annual dividend of $5 per share was declared on the preferred stock to be 
paid December 11. 


Dec. 11 Paid the cash dividend declared on November 25. 


Dec. 31 After the revenue and expenses were closed into the Income Summary account, that 
amount indicated a net income of $810,000. 
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Instructions 


a. Prepare journal entries in general journal form to record the above transactions. Include 
entries at December 31 to close the Income Summary account and the Dividends account. 


b. Prepare the stockholders’ equity section of the Markup, Inc., balance sheet at December 31. 
The year-end balance sheet of Manor, Inc., includes the following stockholders’ equity section 


(with certain details omitted): 


Stockholders’ equity: 
10% cumulative preferred stock, $100 par value, 


authorized 100,000 shares .......... 0. 0c ccc eens $ 4,400,000 
Common stock, $2 par value, authorized 

2;000;000 Shares .2..-25.04 die ibe ed Kad Re Bo wie tees ah 3,400,000 
Additional paid-in capital: common stock ............. 00.0000 e eee eee 6,800,000 
Donated capital) 1s.i605 puct664ghdbetend oid aunts bed totes 400,000 
Retained earnings ......... 0... cece teens 3,160,000 

Total stockholders’ equity .......... 0.0.0.0... eee eee $18,160,000 


Instructions 

From this information, compute answers to the following questions: 

How many shares of preferred stock have been issued? 

What is the total amount of the annual dividends paid to preferred stockholders? 

How many shares of common stock are outstanding? 

What was the average issuance price per share of common stock? 

What is the amount of legal capital? 

What is the total amount of paid-in capital? 

What is the book value per share of common stock? (There are no dividends in arrears.) 


Se mo eo > 


Assume that retained earnings at the beginning of the year amounted to $1,200,000 and the 
net income for the year was $4,800,000. What was the dividend declared during the year on 
each share of common stock? (Hint: Net income increases retained earnings, whereas divi- 
dends decrease retained earnings.) 


Toasty Corporation is a publicly owned company. The following information is taken from a recent 
balance sheet. Dollar amounts (except for per-share amounts) are stated in thousands. 


Stockholders’ equity: 


Convertible $10 preferred stock, no par 
value, 1,000,000 shares authorized, 250,000 shares 
issued and outstanding, $200 per share liquidation 


PICiCIGNCe: = ..cccecan teeahee Mea ae ee eee Lak he $ 50,000 
Common stock, $3 par value, 40,000,000 shares 

AUINONIZEd 3c bcc cee eek Eee ee Re a ee ne ee Eee aa 9,600 
Additional paid-in Capital” ....55.223g00248 cove bey enn 38 tie bed 28 Cole ee 76,800 
Retained earmingS 24.3. sci cwerkewetae cookin peewee been dau eae be eked 50,600 

Total stockholders’ equity... 02.2.0... 00... $187,000 


Instructions 
From this information, compute answers to the following questions: 
a. How many shares of common stock have been issued? 


b. What is the total amount of the annual dividends paid to preferred stockholders? 


c. What is the total amount of paid-in capital? 
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d. What is the book value per share of common stock? 


Briefly explain the advantages and disadvantages to Toasty of being publicly owned rather 
than operating as a closely held corporation. 


f. | What is meant by the term convertible used in the caption of the preferred stock? Is there any 
more information that investors need to know to evaluate this conversion feature? 


g. Assume that the preferred stock currently is selling at $/90 per share. Does this provide a 
higher or lower dividend yield than a 6 percent, $50 par value preferred with a market price 
of $52 per share? Show computations. Explain why one preferred stock might yield less than 


another. 
104 PROBLEM 11.7B Brain Corporation is the producer of popular video games. Recently, an investment service pub- 
Par, Book, and lished the following per-share amounts relating to the company’s only class of stock: 
197. Market Values 
Pal Valle: saison. cc iwneie hea pov e ediede poalinaes desided pees 24 $ 0.05 
Book value: (estimated) cos cea sacra cue td saa Leate etd a Cae eS 10.00 
Market Value: ¢:-s. 060 coded ai edema Get dane aad pee ae 96.00 


Instructions 


a. Without reference to dollar amounts, explain the nature and significance of par value, book 
value, and market value. 


b. Comment on the relationships, if any, among the per-share accounts shown for the com- 
pany. What do these amounts imply about Brain and its operations? Comment on what these 
amounts imply about the security of creditors’ claims against the company. 


04 PROBLEM 11.8B Early in 2009, Tin Corporation was formed with authorization to issue 50,000 shares of $3 par 
Reporting value common stock. All shares were issued at a price of $10 per share. The corporation reported 
Stockholders’ Equity net income of $150,000 in 2009, $80,000 in 2010, and $100,000 in 2011. No dividends were 
with Treasury Stock declared in any of these three years. 

In 2010, the company purchased its own shares for $30,000 in the open market. In 2011, it reis- 
LO7 sued all of its treasury stock for $40,000. 


LOS 


Instructions 
LOS 


a. Prepare the stockholders’ equity section of the balance sheet at December 31, 2011. Include a 
supporting schedule showing your computation of retained earnings at the balance sheet date. 
(Hint: Income increases retained earnings.) 


b. As of December 31, compute the company’s book value per share of common stock. 


c. Explain how the treasury stock transactions in 2010 and 2011 were reported in the company’s 
statement of cash flows. 


L044 PROBLEM 11.9B Early in 2007, Parker Industries was formed with authorization to issue 100,000 shares of $20 par 
Reporting value common stock and 10,000 shares of $100 par value cumulative preferred stock. During 2007, 
Stockholders’ Equity all the preferred stock was issued at par, and 80,000 shares of common stock were sold for $35 per 
with Treasury Stock share. The preferred stock is entitled to a dividend equal to 6 percent of its par value before any 
and Stock Splits dividends are paid on the common stock. 
L07 During its first five years of business (2007 through 2011), the company earned income totaling 
$3,800,000 and paid dividends of 60 cents per share each year on the common stock outstanding. 
On January 2, 2009, the company purchased 1,000 shares of its own common stock in the open 
market for $40,000. On January 2, 2011, it reissued 600 shares of this treasury stock for $30,000. 
The remaining 400 shares were still held in treasury at December 31, 2011. 


LOS 


through 


Log 


Instructions 


a. Prepare the stockholders’ equity section of the balance sheet at December 31, 2011. Include 
a supporting schedule showing (1) your computation of any paid-in capital on treasury stock 
and (2) retained earnings at the balance sheet date. (Hint: Income increases retained earnings, 
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whereas dividends reduce retained earnings. Dividends are not paid on shares of stock held in 
treasury.) 

b. As of December 31, 2011, compute the company’s book value per share of common stock. 
(Hint: Book value per share is computed only on the shares of stock outstanding.) 

c. At December 31, 2011, shares of the company’s common stock were trading at $56. Explain 
what would have happened to the market price per share had the company split its stock 
2-for-1 at this date. Also explain what would have happened to the par value of the common 
stock and to the number of common shares outstanding. 


Critical Thinking Cases 


lo5 CASE11.1 ADM Labs is a publicly owned company with several issues of capital stock outstanding. Over 
Factors Affecting the past decade, the company has consistently earned modest profits and has increased its com- 
the Market Prices mon stock dividend annually by 5 or 10 cents per share. Recently the company introduced several 
107 ) oft Preferred and new products that you believe will cause future sales and profits to increase dramatically. You also 
Common Stocks expect a gradual increase in long-term interest rates from their present level of about 11 percent to, 


perhaps, 12 percent to 12" percent. 


Instructions 
On the basis of these forecasts, explain whether you would expect to see the market prices of the 
following issues of ADM capital stock increase or decrease. Explain your reasoning in each answer. 


a. 10 percent, $100 par value preferred stock (currently selling at $90 per share). 


b. $5 par value common stock (currently paying an annual dividend of $2.50 and selling at $40 
per share). 


c. 7 percent, $100 par value convertible preferred stock (currently selling at $125 per share). 


07 CASE 11.2 Each of the following situations describes an event that affected the stock market price of a par- 
Factors Affecting ticular company. 
the Market Prices a. The price of acommon share of McDonnell Douglas, Inc., increased by over $5 per share in 
of Common Stocks the several days after it was announced that Saudia Airlines would order $6 billion of com- 


mercial airliners from Boeing and McDonnell Douglas. 

b. Citicorp’s common stock price fell by over $3.50 per share shortly after the Federal Reserve 
Board increased the discount rate by 4 percent. The discount rate is the rate charged to banks 
for short-term loans they need to meet their reserve requirements. 

c. The price of acommon share of Ventitex, Inc., a manufacturer of medical devices, fell over 
$10 (27.7 percent) after it was announced that representatives of the Federal Drug Administra- 
tion paid a visit to the company. 


Instructions 


For each of the independent situations described, explain the likely underlying rationale for the 
change in market price of the stock. 


01. CASE 11.3 Interview the owners of two local small businesses. One business should be organized as a corpora- 
througn Selecting a Form of tion and the other as either a sole proprietorship or a partnership. Inquire as to: 
roug . A P 4 i 
Business Organization ¢ Why this form of entity was selected. 
LO3 e 


Have there been any unforeseen complications with this form of entity? 
e Is the form of entity likely to be changed in the foreseeable future? And if so, why? 


01 CASE 11.4 The Enforcement Division of the Securities and Exchange Commission (SEC) is an important 

SEC Enforcement aspect of the corporate governance structure in the United States that is intended to protect inves- 

HCL i visitor tors. Locate the home page of the SEC by doing a general search on the title “Securities and 
103 Exchange Commission,” and answer the following. 


Instructions 


a. Identify the four divisions of the SEC. 


b. Access the category “Enforcement Division,” and write a one-sentence description of the pur- 
pose of this division. 
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INTERNET 
CASE 11.5 


Stockholders’ 
Equity Items 
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c. Access the subcategory “Investor Alerts,’ and locate the SEC publication that deals with 
pump-and-dump schemes on the Internet. 


d. Write a concise description of a pump-and-dump scheme, and list the suggestions of the SEC 
to investors to avoid these schemes. 


Visit the home page of Staples, Inc., at the following Internet address: 
www.staples.com 


Locate the company’s most current balance sheet by selecting “Investor Information.” 


Instructions 
Answer the following questions: 


a. Does the company report preferred stock in its balance sheet? If so, how many shares are cur- 
rently outstanding? 

b. How much common stock does the company report in its most recent balance sheet? What is 
the par value of each share? 


c. Does the company report any treasury stock? Has this amount changed since the previous 
year? 


Internet sites are time and date sensitive. It is the purpose of these exercises to have you explore 


the Internet. You may need to use the Yahoo! search engine http://www.yahoo.com (or another 
favorite search engine) to find a company’s current Web address. 


Answers to Self-Test Questions 


ils Pe {al a5 4. c Bh hil 6. b[(2,000 x $60) — (500 X $70)] 


McMinn Retail, Inc. 


McMinn Retail, Inc., is a retailer that has engaged you to assist in the preparation of its 
financial statements at December 31, 2011. Following are the correct adjusted account bal- 
ances, in alphabetical order, as of that date. Each balance is the “normal” balance for that 
account. (Hint: The “normal” balance is the same as the debit or credit side that increases 
the account.) 


AGCounIS Payable sa0¢ scugecnerneet aaah eadartert dadddgaon soaed aaades $ 12,750 
Accounts receivables ica t2 we sabe baw ee ed ae Me ee ae es 2,600 
Accumulated depreciation: office equipment...................0..000000. 12,000 
Additional paid-in capital (common stock).............0.. 0.0000 7,000 
Bonds payable (due December 31, 2014)............. 00.0.0. e eee eee 22,500 
CaS is cttusndudouterensts petaei ee aes cae taee bain a wee tapas wae 15,200 
Common stock (1,800 shares, $10 par value)............0. 00.0 e eee eee 18,000 
Costof goods SOldis icc. degt ce ekeea td eda ode ddiweedeeddd «dundee Oe edops 100,575 
Deferred income taxeS. ... 0... eee eens 5,750 
Depreciation expense: office equipment................ 00: e eee ee 2,750 
Dividends declareg «ices ct ea a ea atau Santee wdaccnine pacieaa Ydalaweiak paciaens 5,000 
Income tax exPeNSer ss cscied ad id dike gh ale edad ek ald dee a 8,190 
INSUFANCEEXPENSE wis seeded sy dhe ade geese de die eae edd y die ea Peace 900 
WANG? soz &Aesa kA cre endiue & Adan stron ene M Ase land ota ae & Acid eRe Base 37,500 
Merchandise inventory...........0 0.0000 c eee 17,500 
Notes payable (due December 31, 2012) ........... 0.00.00. c eee eee eee 2,500 
Oifice:- SquiPMeNt «...54 fhe e PAE DS Chee Peed Ds Cae eel eeaa Rhee 41,000 
Oifice:SUPPlIOS cid eae dnd eat dsbardt eed do we bande we dat baw Saadeh aah 900 
Oifice:supplies expense s..cis eaeeta den ae Hee ees vw Se REG S4 wanes 520 
Preferred stock (250 shares, $20 par value).......... 000. c cece eee eee 5,000 
Premium on bonds payable............ 0.0.0.2 cee eee 1,750 
Prepaidivents scsi i dawdcs wed bane dee G ak eee ae see Fk Pb eae ace ehnaid ated 1,800 
Rent CxpenS@ rit. indice todd onbed bidet ede domed yds dw pate amaphiedene 6,100 
Retained earnings (January 2011) ...... 2.2... ees 21,050 
Salaries expense. .... 2.0... ttt nes 88,095 
Sdl6Sis .ciieenioaes ehiw SRR EN ORE Mee Ee Tees bale bw wee bees eles ee 226,000 
Sales returns and allowances ............... 0.02 c eee eee eee 2,500 
Salés taxes: Payables sc. xbf hanced and aetedod deendaeteaceednane Gishe be erie dees 3,200 
Treasury stock (200 common shares at cost) ............00 0c cece eee eee 2,250 
WITS Ss OX POSS ag. o8 sep ensice ee Se eh cei pees salina, c tenetdvawergude al ann cee adieu ahead 4,120 


Instructions 


a. Prepare an income statement for the year ended December 31, 2011, which includes 
amounts for gross profit, income before income taxes, and net income. List expenses 
(other than cost of goods sold and income tax expense) in order, from the largest to the 
smallest dollar balance. You may ignore earnings per share. 

b. Prepare a statement of retained earnings for the year ending December 31, 2011. 

c. Prepare a statement of financial position (balance sheet) as of December 31, 2011, fol- 
lowing these guidelines: 
¢ Include separate asset and liability categories for those assets which are “current.” 


e Include and label amounts for total assets, total liabilities, total stockholders’ equity, and 
total liabilities and stockholders’ equity. 


¢ Present deferred income taxes as a noncurrent liability. 


e To the extent information is available that should be disclosed, include that information in 
your statement. 


© Shannon Stapleton/Corbis 


Income and Changes 
in Retained Earnings 


AFTER STUDYING THIS CHAPTER, YOU SHOULD BE ABLE TO: 


L01 


LO2 


LO3 


LO4 


L05 


LOG 


LO7 


LO8 


L093 


Describe how irregular income items, such as discontinued operations and extraordinary items, 
are presented in the income statement. 


Compute earnings per share. 
Distinguish between basic and diluted earnings per share. 


Account for cash dividends and stock dividends, and explain the effects of these transactions on 
a company’s financial statements. 


Describe and prepare a statement of retained earnings. 

Define prior period adjustments, and explain how they are presented in financial statements. 
Define comprehensive income, and explain how it differs from net income. 

Describe and prepare a statement of stockholders’ equity and the stockholders’ equity 


section of the balance sheet. 
Illustrate steps management might take to improve the appearance of the company’s net income. 


A company’s pattern of sales and net income are important factors in 
evaluating its financial success. Consider Procter & Gamble Company, for 
example. Two billion times a day, P&G products are sold around the world. 
The company has one of the largest and strongest portfolios of recognizable 
brands, including Pampers, Tide, Ariel, Always, Whisper, Pantene, Bounty, 
Pringles, Folgers, Charmin, Downy, Lenor, lams, Crest, Clairol, Actonel, 
Dawn, and Olay. Ninety-eight thousand people work for P&G in almost 80 
countries worldwide. 

One of the attributes of financially successful companies like P&G is their 
consistent strength over time in terms of primary measures of financial 
performance, such as net sales and net earnings. Net sales, measuring 
the value of merchandise sold less returns, increased from $74,832 
million in 2007 to $81,748 million in 2008 and declined to $78,029 million 
in 2009. This represents an approximate 9 percent increase in 2008 and 
a modest 3 percent decline in 2009, for a combined increase for the two 
years of approximately 6 percent. Net income, which starts with sales and 
is reduced by various expenses required to generate those sales, increased 
from $10,340 million in 2007 to $12,075 million in 2008 (an approximate 
17 percent increase) and to $13,436 million in 2009 (an approximate 
11 percent increase), or a combined increase for the two years of approxi- 
mately 28 percent. These figures represent impressive financial performance 
in terms of the company’s ability to provide goods to its customers and 
to operate in a manner that results in a profit that benefits the company’s 


stockholders. 
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For investors seeking companies in which to place their funds, a pattern of increases in 
key performance figures such as sales and net income is very attractive. In this chapter, we 
look more closely at the income statement and learn about the useful information avail- 
able in that financial statement for making important investment and credit decisions. In 
addition to learning more about how an income statement is prepared, you will learn about 
earnings per share, dividends, and other key factors that indicate the financial success of 
a company. 


Reporting the Results of Operations 


The most important aspect of corporate financial reporting, in the view of many investors, is 
periodic income. Both the market price of common stock and the amount of cash dividends 
per share depend on the current and future earnings of the corporation. 


DEVELOPING PREDICTIVE INFORMATION 


Revenue is a measure of the value of products and services that have been sold to custom- 
ers. Revenue represents the increases in the company’s assets that result from its profit- 
directed activities. Generally, revenue increases cash either at the time it is included in the 
income statement or at an earlier or later date. Expenses are measures of the cost of pro- 
ducing and distributing the products and services that are sold to customers. They represent 
decreases in the company’s assets that result from its profit-directed activities. Expenses 
decrease cash at the time they are incurred, or at an earlier or later date. An income state- 
ment presents a company’s revenue and expenses for a stated period of time, such as a 
quarter or year. 

As this brief description of revenue and expenses indicates, the income statement provides 
important information for investors and creditors as they attempt to make estimates of future 
cash flows. Because of the importance of income reporting in making assessments about the 
future, events and transactions that are irregular require careful attention in the preparation 
and interpretation of an income statement. 

For information about financial performance to be of maximum usefulness to investors, 
creditors, and other financial statement users, the results of items that are unusual and not 
likely to recur should be presented separately from the results of the company’s normal, recur- 
ring activities. Two categories of unusual, nonrecurring events that require special treatment 
are (1) the results of discontinued operations and (2) the impact of extraordinary items. One 
of the challenges that has faced the accounting profession is to define these terms with suf- 
ficient clarity that users of financial statements can reliably compare the information provided 
by different companies and by the same company over time. 


REPORTING IRREGULAR ITEMS: AN ILLUSTRATION 


To illustrate the presentation of irregular items in an income statement, assume that Farmer 
Corporation operates both a small chain of retail stores and two motels. Near the end of the 
current year, the company sells both motels to a national hotel chain. In addition, Farmer 
Corporation reports two “extraordinary items.” An income statement illustrating the correct 
format for reporting these events appears in Exhibit 12-1. 


CONTINUING OPERATIONS 


The first section of the Farmer Corporation income statement contains only the results of 
continuing business activities—that is, the retail stores. Notice that the income tax expense 
shown in this section ($300,000) relates only to continuing operations. The income taxes 
relating to the irregular items are shown separately in the income statement as adjustments to 
the amounts of these items. 


Income from Continuing Operations The subtotal income from continuing 
operations measures the profitability of the ongoing operations. This subtotal should be help- 
ful in making predictions of the company’s future earnings. For example, if we predict no 
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FARMER CORPORATION Exhibit 12-1 
INCOME STATEMENT INCOME STATEMENT WITH 
FOR THE YEAR ENDED DECEMBER 31, 2011 NONRECURRING ITEMS 

NetSalesitrevire ccottecu nee tery stats ieyener ci ae ene ecarere eater een $8,000,000 
Cost and expenses: 

Gostioligoodsisold myers cayerseseecerceeeneremcre aie tie erent: $4,500,000 

SEIINGESXPEMNSCS ers oh eet cst caccee ve erence cen seco ene ten 1,500,000 

General and administrative expenses ................... 920,000 

EosstonisettlomentioflawSUitteesss ert ncn irene 80,000 

Income tax (on continuing operations) ................... 300,000 7,300,000 
Income from continuing operations ....................... $ 700,000 


Discontinued operations: 
Operating loss on motels (net of $90,000 


income:taxdbenehit) ip manent keoaeesyon aie Cen wal Ree esa eer te $ (210,000) 
Gain on sale of motels (net of $195,000 
IMCOMMOSTAR) ireeaee sated awnaieamecnate ausarersi caste aiscshereneneret susuieten veda 455,000 245,000 
Income before extraordinary items..................00.005 $ 945,000 Notice the order in which 


the irregular items are 


Extraordinary items: reported 


Gain on condemnation of land by 
State Highway Department (net of $45,000 
INCOME tax) tec ees eee et iiae ceacee wns Guautes ene eae Sache cue on $ 105,000 
Loss from earthquake damage to 
New York store (net of $75,000 income 
(laxXiDSNGhit) mest. ase sayharet tee nope encase rade aie cee rondo aes (175,000) (70,000) 
NGtIMNGOME 2 see axecesne casi ame eeneenrim cee ane cee oe eee $ 875,000 


significant change in the profitability of its retail stores, we would expect Farmer Corporation 
to earn a net income of approximately $700,000 next year. 


DISCONTINUED OPERATIONS 


When management enters into a formal plan to sell or discontinue a segment of the business, Learning Objective 
the results of that segment’s operations are shown separately in the income statement. Exclud- Describe how irregular 


ing that part of the business that will no longer be part of the company’s operations enables income items, such as L101 
discontinued operations 


users of the financial statements to better evaluate the performance of the company’s ongoing ang extraordinary items, 
(continuing) operations. are presented in the income 
Two items are included in the discontinued operations section of the income statement: statement. 


(1) the income or loss from operating the segment prior to its disposal and (2) the gain or 
loss on disposal of the segment. The income taxes relating to the discontinued operations are 
shown separately from the income tax expense relating to continuing business operations. 


EXTRAORDINARY ITEMS 


The second category of irregular events requiring disclosure in a separate section of the 
income statement is extraordinary items. An extraordinary item is a gain or loss that is 
(1) unusual in nature and (2) not expected to recur in the foreseeable future. An example of 
an extraordinary item is the loss of a company’s plant due to an earthquake in a geographic 
location where earthquakes rarely occur. 

When a gain or loss qualifies as an extraordinary item, it appears after the section on 
discontinued operations (if any), following the subtotal income before extraordinary items. 
This subtotal is necessary to show investors what the net income would have been if the 
extraordinary gain or loss had not occurred. Extraordinary items are shown net of any related 
income tax effects. 
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Over the years, the Financial Accounting Standards Board has continued to refine the 
definition of extraordinary items in a manner that restricts the transactions companies can 
classify in this manner. As a result, today few extraordinary items are found in the financial 
statements of publicly held companies. 


Other Unusual Gains and Losses Some transactions are not typical of normal 
operations but also do not meet the stringent criteria for separate presentation as extraordinary 
items. Among such events are losses incurred because of labor strikes and the gains or losses 
resulting from sales of plant assets. Such items, if material, should be individually listed as 
items of revenue or expense, rather than being combined with other items in broad categories 
such as sales revenue or general and administrative expenses. 

In the income statement of Farmer Corporation (Exhibit 12-1), the $80,000 loss resulting 
from the settlement of a lawsuit is listed separately in the income statement but is not shown 
as an extraordinary item. This loss is important enough to bring to the attention of readers of 
the income statement by presenting it as a separate item, but it is not considered sufficiently 
unusual or infrequent enough to be an extraordinary item. 


Restructu ring Charges One important type of unusual loss relates to the restruc- 
turing of operations. The restructuring of operations has become a common aspect of the 
American economy. As companies struggle to meet the competitive challenges of a global 
economy, they incur significant costs to close plants, reduce workforces, and consolidate 
operating facilities. 

Restructuring charges consist of items such as losses from write-downs or sales of plant 
assets, severance pay for terminated workers, and expenses related to the relocation of opera- 
tions and remaining personnel. In determining operating income, they are presented in the 
company’s income statement as a single item like the loss incurred in the settlement of a law- 
suit in the Farmer Corporation income statement in Exhibit 12-1. If the restructuring involves 
discontinuing a segment of the business, the expenses related to that aspect of the restructur- 
ing are presented as discontinued operations. 


Distinguishing between the Unusual and the Extraordinary In the 
past, some corporate managements had a tendency to classify many losses as extraordinary, 
while classifying many gains as a part of normal, recurring operations. This resulted in 


YOUR TURN You as an Investor 


One of the most important determinants of a company’s stock price is expected future 
earnings. Assume that you are considering investing in Worsham Corporation and are 
evaluating the company’s profitability in the current year. The net income of the corpora- 
tion, which amounted to $4,000,000, includes the following items: 


Loss on a discontinued segment of the business (net of 
incometax: benefit) <.c.0c0) sactcneaeeurrd se tmnn daw re waeee oe eee $750,000 


Extraordinary gain (net of income tax paid) ............-. 0000 e eee eee 300,000 


Adjust net income to develop a number that represents a good starting point for pre- 
dicting the future net income of Worsham Corporation. Explain the reason for each of the 
adjustments. Explain how this adjusted number may help you predict future earnings for 
the company. 


(See our comments on the Online Learning Center Web site.) 
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reporting higher income before extraordinary items, but the final net income figure was 
not affected. To counter this potentially misleading practice, the accounting profession 
now strictly defines extraordinary items and intends for them to be quite rare. There is no 
comprehensive list of extraordinary items. Thus the classification of a specific event is a 
matter of judgment. 


EARNINGS PER SHARE (EPS) 


One of the most widely used accounting statistics is earnings per share on common stock. 
Investors who buy or sell stock in a corporation need to know the annual earnings per share. 
Stock market prices are quoted on a per-share basis. If you are considering investing in a 
company’s stock at a price of $50 per share, you need to know the earnings per share and the 
annual dividend per share to decide whether this price is reasonable. 

To compute earnings per share, the common stockholders’ share of the company’s net 
income is divided by the average number of common shares outstanding. Earnings per share 
applies only to common stock; preferred stockholders have no claim to earnings beyond the 
stipulated preferred stock dividends. 

Computing earnings per share is easiest when the corporation has issued only common 
stock and the number of outstanding shares has not changed during the year. In this case, 
earnings per share is equal to net income divided by the number of shares outstanding. 

In many companies, the number of shares of stock outstanding changes during the year. 
If additional shares are sold, or if shares of common stock are retired (repurchased from the 
shareholders), the computation of earnings per share is based on the weighted-average num- 
ber of shares outstanding. ! 

The weighted-average number of shares for the year is determined by multiplying the 
number of shares outstanding by the fraction of the year that number of shares outstanding 
remained unchanged. For example, assume that 80,000 shares of common stock were out- 
standing during the first nine months of 2011 and 140,000 shares were outstanding during the 
last three months. The increase in shares outstanding resulted from the sale of 60,000 shares 
for cash. The weighted-average number of shares outstanding during 2011 is 95,000, deter- 
mined as follows: 


8O;000'shanes 42 Of asyCalies ce esc tee ce record aueece es mona rete renee eae ee or 60,000 
TAOTOOOSHhAreSExsoA> OMAN CaN cates sensei ain cave esate ay sees ese een a 35,000 
Weighted-average number of common shares outstanding .................... 95,000 


By using the weighted-average number of shares in calculating earnings per share, we 
recognize that the cash received from the sale of the 60,000 additional shares was available to 
generate earnings only during the last three months of the year. 


Preferred Dividends and Earnings perShare When a company has preferred 
stock outstanding, the preferred stockholders participate in net income only to the extent 
of the preferred stock dividends. To determine the earnings applicable to the common 
stock, we first deduct from net income the amount of current year preferred dividends. The 
annual dividend on cumulative preferred stock is always deducted, even if not declared by 
the board of directors for the current year. When there are preferred dividends in arrears, 


' When the number of shares outstanding changes as a result of a stock split or a stock dividend (discussed later 
in this chapter), the computation of the weighted-average number of shares outstanding should be 

adjusted retroactively rather than weighted for the period the new shares were outstanding. This makes 
earnings per share data for prior years consistent in terms of the current capital structure. 
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Compute earnings per 
share. 
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Earnings per share figures 
are required in the income 
statements of publicly 

owned companies 


Exhibit 12-2 


EARNINGS PER SHARE 
PRESENTATION 
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only the current year’s cumulative preferred stock dividend is deducted in the earnings per 
share computation. Noncumulative preferred dividends are deducted only if they have been 
declared. 

To illustrate, let us assume that Perry Corporation has 200,000 shares of common stock 
and 12,000 shares of $6 cumulative preferred stock outstanding throughout the year. Net 
income for the year totals $595,000. Earnings per share of common stock would be computed 
as follows: 


NGLIMGOMIG renee eeecec emits cana pecce cea ea oer er Cat am ee stern peers Paneer nae ee $595,000 
Less: Dividends on preferred stock (12,000 shares X $6)..............-.005- 72,000 
Earnings applicableitorcommon)Stocksae arti rrr rei er einer insets $523,000 
Weighted-average number of common shares outstanding .................. 200,000 
Earnings per share of common stock ($523,000 + 200,000 shares) ........... $2.62 


Presentation of Earnings per Share in the Income Statement All publicly 
owned corporations are required to present earnings per share figures in their income state- 
ments.” If an income statement includes subtotals for income from continuing operations, or for 
income before extraordinary items, per-share figures are shown for these amounts as well as for 
net income. These additional per-share amounts are computed by substituting the amount of the 
appropriate subtotal for the net income figure in the preceding calculation. 

To illustrate all of the potential per-share computations, we will expand our Perry Corpora- 
tion example to include income from continuing operations and income before extraordinary 
items. We should point out, however, that all of these figures seldom appear in the same 
income statement. The condensed income statement shown in Exhibit 12—2 is intended to 
illustrate the proper format for presenting earnings per share figures and to provide a review 
of the calculations. 


PERRY CORPORATION 
CONDENSED INCOME STATEMENT 


FOR THE YEAR ENDED DECEMBER 31, 2011 


NGtiSaleSicaccectecctan sae at pay emitret st Ney ar State ec eae see IS Matas erates Ay eats $9,115,000 
Costs and expenses (including tax on 

CONTLIMNUINGIOPCTAUONS) rect nes gaekseee created taken ese eter rachte itera eae ee ae 8,310,000 
INCOME trOMCONtIMUING:OPeKAtlOMS senate ete rartvie nersnettey elenete tetas eee ernencesas $ 805,000 
Loss from discontinued operations (net of 

income:taxibenefitS)) Ss ssa wees yay em eke orien epee rete oo (90,000) 
Income! beforejextraordinalry Items) 2). ase eal ee eter ens eae $ 715,000 
Extraordinary loss (net of income tax benefit) ........................... $ (120,000) 
Netiincome sana: sca. ssnmeno hes ier an ee L eo iranin ote a Oe eraneene $ 595,000 
Earnings per share of common stock: 

Earmingsfromicontinuing| operationSs ws-m aerate ioe ee iaters cr ised $3.672 

Fossifromidiscontinuied(operatlomSieeririet ti niee terrane tte (0.45) 

Earnings before extraordinary items ..............000 0c eee eee eee eee $3.22» 
EXtraOrdimainvslOSS sea. ehaneasncrscntsisasts kes ceeheorace ae ircsa ts sru ye opcasnensprOesuahetanaehoats hee (0.60) 
NetiearminGSins =r carcnr erecta roe eee ae eae Reamer aay erie es $2.62° 


8($805,000 — $72,000 preferred dividends) + 200,000 shares 
®($715,000 — $72,000) + 200,000 shares 
°($595,000 — $72,000) + 200,000 shares 


> The FASB has exempted closely held corporations (those not publicly owned) from the requirement of com- 
puting and reporting earnings per share, although some do it voluntarily. 


Reporting the Results of Operations 


The relationship between earnings per share and stock price 
is expressed by the price-earnings (p/e) ratio. This ratio is 
simply the current stock price divided by the earnings per 
share for the year. Price-earnings ratios are of such interest to 
investors that they are published daily in the financial pages of 
major newspapers. Price-earnings ratios and other measures 
useful for evaluating financial performance are covered in 
Chapter 14. 

Stock prices actually reflect investors’ expectations of 
future earnings. The p/e ratio, however, is based on the earn- 
ings over the past year. Thus, if investors expect earnings to 
increase substantially from current levels, the p/e ratio may 
be quite high—perhaps 20, 30, or even more. But if inves- 
tors expect earnings to decline from current levels, the p/e 
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ratio may be quite low, say, 8 or less. A mature company with 
stable earnings usually sells between 10 and 12 times earn- 
ings. Thus the p/e ratio reflects investors’ expectations of the 
company’s future prospects.? 

When using per-share information, it is important to know 
exactly which per-share statistic is being presented. For 
example, the price-earnings ratios (market price divided by 
earnings per share) for common stocks listed on major stock 
exchanges are reported daily in The Wall Street Journal and 
other financial publications. Which earnings per share figures 
are used in computing these ratios? If a company reports an 
extraordinary gain or loss, the price-earnings ratio is com- 
puted using the per-share earnings before the extraordinary 
item. Otherwise, the ratio is based on net earnings. 


INTERNATIONAL 


Valuation multiples such as price-earnings ratios are often used to estimate a firm’s 
value. The use of price multiples to compare firms from different countries is challeng- 
ing for many reasons. One important reason is that national differences in accounting 
principles are a source of cross-country differences. For example, research has shown 
that such differences in accounting principles cause p/e ratios in Japan to be gener- 
ally lower than in the United States for comparable companies with similar financial 
results. 


YOUR TURN 


- oe 
© Ryan McVay/Getty Images/DAL 


You are working for a stock market research firm and your 
boss asks you to present an analysis of Foster, Inc.’s per- 
formance, focusing primarily on earnings per share. Her 
primary purpose for having you do this analysis is to con- 
sider whether Foster, Inc., is a good investment in terms 
of the company’s expectations for future profitability. In 
analyzing Foster, Inc.’s income statement you determine 
the following: 


3 A word of caution—if current earnings are very low, the p/e ratio tends to be quite high regardless of whether 


future earnings are expected to rise or fall. In such situations, the p/e ratio is not a meaningful measurement. 


(continued ) 


2011 2010 2009 


Basic earnings per share on: 


Income from continuing OperationS..........: eect $3.02 $2.56 $1.75 
Discontinued operations (1.90) (1.05) (0.15) 
Net INCOMEC.........:::cecceeeeeeeeeees $1.12 $1.51 $1.60 


On the basis of only the limited information presented above, what is your recom- 
mendation to your boss regarding Foster, Inc.’s prospects for future profitability? 
Justify your conclusion. 


(See our comments on the Online Learning Center Web site.) 


Basic and Diluted Earnin gs perS hare To inform investors of the potential dilution that might 
occur, two figures are presented for each income number from 


Let us assume that a company has an outstanding issue of the income statement. The first figure, called basic earnings 
preferred stock that is convertible into shares of common per share, is based on the weighted-average number of com- 
PoaminGhoniecuus oe at a rate of two shares mon shares actually outstanding during the year. This figure 
Distinguish between basic ° SCOOP stock for each excludes the potential dilution represented by the convertible 

103 and diluted earnings per share of preferred stock. The preferred stock. The second figure, called diluted earnings 
share. conversion of this preferred per share, incorporates the impact that conversion of the pre- 

stock would increase the — ferred stock would have on basic earnings per share.4 

number of common shares outstanding and might dilute Convertible preferred stock is not the only potential diluter of 
(reduce) earnings per share. Any common stockholder inter- earnings per share. Convertible debt instruments (e.g., convertible 
ested in the trend of earnings per share needs to know what bonds) are another type of financial instrument that may reduce 
effect the conversion of the preferred stock would have on earnings per share if the holders choose to redeem them. Simi- 
earnings per share of common stock. Keep in mind that the jarly, stock options may reduce earnings per share if the holders 


decision to convert the preferred shares into common shares choose to exercise them and purchase additional shares of stock. 
is made by the stockholders, not the corporation. 


4 Tf the preferred stock had been issued during the current year, we would assume that it was converted into 
common stock on the date it was issued. 


To informed users of financial statements, each of these figures has a different signifi- 
cance. Earnings per share from continuing operations represents the results of continuing and 
ordinary business activity. This figure is the most useful one for predicting future operating 
results. Net earnings per share, on the other hand, shows the overall operating results of the 
current year, including any discontinued operations and extraordinary items. 


Other Transactions Affecting 


Retained Earnings 


CASH DIVIDENDS 


Learning Objective Investors buy stock in a corporation with the expectation of getting their original investment 

Account for cash dividends back as well as earning a reasonable return on that investment. The return on a stock invest- 

104 and stock dividends, and ment is a combination of two forms: (1) the increase in value of the stock (stock appreciation) 
femanctions ona company’s and (2) cash dividends. 

financial statements. Some profitable corporations do not pay dividends. Generally, these corporations are in an 

early stage of development and must conserve cash for the purchase of plant and equipment 

or for other needs of the company. These so-called growth companies cannot obtain sufficient 


528 financing at reasonable interest rates to finance their operations, so they must rely on their 
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earnings. Often only after a significant number of years of profitable operations does the 

board of directors decide that paying cash dividends is appropriate. 

The preceding discussion suggests three requirements for the payment of a cash dividend. 

These are: 

1. Retained earnings. Since dividends are a distribution of assets that represent earnings to 
stockholders, the theoretical maximum for dividends is the total undistributed net income of 
the company, represented by the credit balance of the Retained Earnings account. As a prac- 
tical matter, many corporations limit dividends to amounts significantly less than annual net 
income, on the basis that a major portion of the net income must be retained in the business 
if the company is to grow and keep pace with its competitors. 

2. An adequate cash position. The fact that the company reports earnings does not necessarily 
mean that it has a large amount of cash on hand. Cash generated from earnings may have been 
invested in new plant and equipment, or it may have already been used to pay off debts or to 
acquire a larger inventory. There is no necessary relationship between the balance in the Retained 
Earnings account and the balance in the Cash account. The common expression of “paying 
dividends out of retained earnings” is misleading. Cash dividends can be paid only out of cash. 


3. Dividend action by the board of directors. Even though a company’s net income is sub- 
stantial and its cash position seemingly satisfactory, dividends are not paid automatically. A 
formal action by the board of directors is necessary to declare a dividend. 


DIVIDEND DATES 


Four significant dates are involved in the distribution of a dividend. These are: 


1. Date of declaration. On the day on which the dividend is declared by the board of direc- 
tors, a liability to make the payment comes into existence. 

2. Ex-dividend date. The ex-dividend date is significant for investors in companies whose 
stocks trade on stock exchanges. To permit the compilation of the list of stockholders as of the 
record date, it is customary for the stock to go ex-dividend three business days before the date 
of record (see following discussion). A person who buys the stock before the ex-dividend date 
is entitled to receive the dividend that has already been declared; conversely, a stockholder 
who sells shares before the ex-dividend date does not receive the dividend. A stock is said to 
be selling ex-dividend on the day that it Joses the right to receive the latest declared dividend. 

3. Date of record. The date of record follows the date of declaration, usually by two or three 
weeks, and is always stated in the dividend declaration. To be eligible to receive the dividend, 
a person must be listed in the corporation’s records as the owner of the stock on this date. 

4. Date of payment. The declaration of a dividend always includes announcement of the date 
of payment as well as the date of record. Usually the date of payment comes two to four 
weeks after the date of record. 


Journal entries are required only on the dates of declaration and of payment, as these 
are the only transactions affecting the corporation declaring the dividend. These entries are 
illustrated below: 


Dec. 15s “Dividends: eec.saancges ss Geen coves cocrenteenvr suave neon 125,000 
DividendsiRayablen.. casas asee ea aeea esse ass 125,000 


To record declaration of a cash dividend of $1 per 
share on the 125,000 shares of common stock 
outstanding. Payable Jan. 25 to stockholders of 
record on Jan. 10. 


Jans25) “Dividends:iPayablee stn rs se scree eee eae near 125,000 on payment date rs 
Cash 125,000 


Entries made on 
declaration date and... 


To record payment of $1 per share dividend declared 
Dec. 15 to stockholders of record on Jan. 10. 
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No entries are made on either the ex-dividend date or the date of record. These dates are of 
importance only in determining to whom the dividend checks will be sent. From the stockhold- 
ers’ point of view, it is the ex-dividend date that determines who receives the dividend. The 
date of record is of significance primarily to the stock transfer agent and the stock registrar. 

At the end of the accounting period, a closing entry is required to transfer the debit bal- 
ance of the Dividends account into the Retained Earnings account. (Some companies follow 
the alternative practice of debiting Retained Earnings when the dividend is declared instead 
of using a Dividends account. Under either method, the balance of the Retained Earnings 
account ultimately is reduced by all dividends declared during the period.) 


LIQUIDATING DIVIDENDS 


A liquidating dividend occurs when a corporation pays a dividend that exceeds the balance in 
the Retained Earnings account. Thus the dividend returns to stockholders all or part of their 
paid-in capital investment. Liquidating dividends usually are paid only when a corporation is 
going out of existence or is making a permanent reduction in the size of its operations. Stock- 
holders may assume that a dividend represents a distribution of profits unless they are notified 
by the corporation that the dividend is a return of invested capital. 


STOCK DIVIDENDS 


Stock dividend is a term used to describe a distribution of additional shares of stock to a 
company’s stockholders in proportion to their present holdings. In other words, the dividend 
is payable in additional shares of stock rather than in cash. Most stock dividends consist of 
additional shares of common stock distributed to holders of common stock. Therefore, our 
discussion focuses on this type of stock dividend. 

An important distinction exists between a cash dividend and a stock dividend. A cash 
dividend is a distribution of cash by a corporation to its stockholders. A cash dividend reduces 
both assets and stockholders’ equity. In a stock dividend, however, no assets are distributed. 
Thus a stock dividend causes no change in assets, liabilities, or in total stockholders’ equity. 
Each stockholder receives additional shares, but his or her percentage ownership in the corpo- 
ration is no larger than before, and the company receives no assets in the transaction. 

To illustrate this point, assume that a corporation with 2,000 shares of stock is owned 
equally by James Davis and Susan Miller, each owning 1,000 shares of stock. The corpora- 
tion declares a stock dividend of 10 percent and distributes 200 additional shares (10 percent 
of 2,000 shares), with 100 shares going to each of the two stockholders. Davis and Miller 
now hold 1,100 shares apiece, but each still owns one-half of the business. Furthermore, the 
corporation has not changed in size; its assets and liabilities and its total stockholders’ equity 
are exactly the same as before the dividend. 

Now let us consider the logical effect of this stock dividend on the market price of the 
company’s stock. Assume that, before the stock dividend, the outstanding 2,000 shares in our 
example had a market price of $110 per share. This price indicates a total market value for the 
corporation of $220,000 (2,000 shares X $110 per share). Because the stock dividend does 
not change total assets or total stockholders’ equity, the total market value of the corporation 
should remain $220,000 after the stock dividend. As 2,200 shares are now outstanding, the 
market price of each share should fall to $100 ($220,000 + 2,200 shares). In other words, 
the market value of the stock should fall in proportion to the number of new shares issued. 
Whether the market price per share will fall in proportion to a small increase in the number of 
outstanding shares is another matter. 


Entries to Record a Stock Dividend — Inaccounting for relatively small stock divi- 
dends (say, less than 20 percent), the market value of the new shares is transferred from the 
Retained Earnings account to the paid-in capital accounts. This process sometimes is called 
capitalizing retained earnings. The overall effect is the same as if the dividend had been paid 
in cash, and the stockholders had immediately reinvested the cash in the business in exchange 
for additional shares of stock. Of course, no cash actually changes hands—the new shares of 
stock are simply sent directly to the stockholders. 
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To illustrate, assume that on June 1, Aspen Corporation has outstanding 100,000 shares of 
$5 par value common stock with a market value of $25 per share. On this date, the company 
declares a 10 percent stock dividend, distributable on July 15 to stockholders of record on 
June 20. The entry at June | to record the declaration of this dividend is: 


Retained! Eanningsiicc2 5.2 cms waite ce cietnnes cunnigee ver eketa tee cdamat 250,000 
Stock iDividenditoiBe: Distribute ci yarre-ere- west esgeyy werent sareey et eerraa ts 50,000 
Additional Paid-in Capital: Stock Dividends ................... 200,000 


Declared a 10% stock dividend consisting of 10,000 shares 
(100,000 shares X 10%) of $5 par value common stock, market 
price $25 per share. Distributable July 15 to stockholders of 
record on June 20. 


The Stock Dividend to Be Distributed account is not a liability because there is no obliga- 
tion to distribute cash or any other asset. If a balance sheet is prepared between the date of 
declaration of a stock dividend and the date of distribution of the shares, this account, as well 
as the Additional Paid-in Capital: Stock Dividends account, should be presented in the stock- 
holders’ equity section of the balance sheet. 

Notice that the Retained Earnings account was reduced by the market value of the shares 
to be issued (10,000 shares X $25 per share = $250,000). Notice also that no change occurs 
in the total amount of stockholders’ equity. The amount removed from the Retained Earnings 
account was simply transferred into two other stockholders’ equity accounts. 

On July 15, the entry to record the distribution of the dividend shares is: 


SiockiDividenditoiBe Distibuied mae eerie einer rereae 50,000 
GE OMMIMOMES LOC Kae reece rev Roe err eR ee nee ayes 50,000 
Distributed 10,000-share stock dividend declared June 1. 


Reasons for Stock Dividends Although stock dividends cause no change in total 
assets, liabilities, or stockholders’ equity, they are popular both with management and with 
stockholders. Management often finds stock dividends appealing because they allow manage- 
ment to distribute something of perceived value to stockholders while conserving cash which 
may be needed for other purposes like expanding facilities and introducing new product lines. 

Stockholders like stock dividends because they receive more shares, often the stock price 
does not fall proportionately, and the dividend is not subject to income taxes (until the shares 
received are sold). Also, Jarge stock dividends tend to keep the stock price down in a trading 
range that appeals to most investors. 


CASE IN POINT 


An investor who purchased 100 shares of Home Depot, Inc., in 1985 would have paid 
about $1,700. Fifteen years later, that stock was worth about $273,000! 

Does this mean that each share increased in value from $17 to more than $2,730? No— 
in fact, this probably couldn’t happen. Investors like to buy stock in lots of 100 shares. At 
$2,730 per share, who could afford 100 shares? Certainly not the average small investor. 

Home Depot's board of directors wanted to attract small investors. These investors 
help create more demand for the company’s stock—and in many cases, they also become 
loyal customers. 

So as the price of Home Depot’s stock rose, the board declared several stock splits 
and stock dividends. An investor who had purchased 100 shares in 1985 owned over 
3,900 shares 15 years later without ever having had to purchase additional shares. Each 
share had a market value of $70, a price considered affordable to the average investor. 
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Distinction between Stock Splits and Stock Dividends —Whatis the differ- 
ence between a stock dividend and a stock split (discussed in Chapter 11)? In some respects 
the two are similar. Both involve the distribution of shares of a company’s own stock to its 
present stockholders without payment by those stockholders to the company. Both stock divi- 
dends and stock splits increase the number of outstanding shares of stock in the company’s 
stockholders’ equity. The difference between a stock dividend and a stock split lies in the 
intent of management and the size of the distribution. A stock dividend usually is intended 
to substitute for a cash dividend and is small enough that the market price of the stock is 
relatively unaffected. Stock dividends typically increase the number of outstanding shares by 
2, 5, or 10 percent. Stock splits, on the other hand, are intended to reduce the market price 
of the stock to bring it down to a desired trading range. Stock splits typically represent much 
larger increases in the number of outstanding shares, such as 100 percent (2:1 split) or 200 
percent (3:1 split). 

The previous discussion focuses on the purposes and management intent of stock divi- 
dends and stock splits. Accounting for the two also varies. Stock dividends do not result in 
a change in the par value of the stock, and usually an amount equal to the market value of 
the shares issued is transferred from retained earnings to the par value and additional paid-in 
capital accounts. Stock splits, on the other hand, result in a pro rata reduction in the par value 
of the stock and no change in the actual dollar balances of the stockholders’ equity accounts. 
Both stock dividends and stock splits are integral parts of management strategy with regard to 
the company’s ownership, and the accounting differences parallel these differences in man- 
agement intent. 


STATEMENT OF RETAINED EARNINGS 


The term retained earnings refers to the portion of stockholders’ equity derived from profit- 
able operations. Retained earnings is increased by earning net income and is reduced by 
incurring net losses and by the declaration of dividends. Prior period adjustments, discussed 
later in this chapter, may increase or decrease retained earnings. 

In addition to a balance sheet, an income statement, and a statement of cash flows, some 
companies present a statement of retained earnings, as in Exhibit 12-3. 


SALT LAKE CORPORATION 
STATEMENT OF RETAINED EARNINGS 


FOR THE YEAR ENDED DECEMBER 31, 2011 


RELEINEe CE TiMiNO Ss, DEO. Sil, ZOO oaconescaccasogesuacoanaces $ 750,000 
Netiincome:fon2O niles eemecrcre <cee rh rern eee enna eecree eae 280,000 
Sy [el folic Mare sacra actrees nm ICM Che RUELA cera Hen EAA TRE te Deer $1,030,000 
Less dividends: 
Cash dividends on preferred stock ($5 per share)........... $ 15,000 
Cash dividends on common stock ($2 per share) ........... 59,600 
MOScstockiGividemdl Me aac scree ernment See aes 140,000 214,600 
Retainediearningsa Deca ciler2 Oillil meeraeterener ter enters eee $ 815,400 


Notice that the 2011 net income is added to the beginning balance of retained earnings. 
Earlier in this text when we studied the accounting cycle, we learned that, as part of the 
end-of-period process of closing the books and preparing financial statements, the revenue 
and expense accounts are brought to a zero balance, and the net amount of these items 
(either net income or net loss) is added to or subtracted from owners’ equity. For a corpora- 
tion, net income or loss is added to or subtracted from retained earnings. The addition of net 
income in the statement of retained earnings is a reflection of this closing process. Notice, 


Other Transactions Affecting Retained Earnings 


also, that in the statement of retained earnings the balance is reduced by the amounts of 
cash dividends declared during the year, as well as the amount of the stock dividend that 
was declared. 


PRIOR PERIOD ADJUSTMENTS 


On occasion, a company may discover that a material error was made in the measurement 
of net income in a prior year. Because net income is closed into the Retained Earnings 
account, an error in reported net income will cause an error in the amount of retained earn- 
ings shown in all subsequent balance sheets. When such errors are discovered, they should 
be corrected. The correction, called a prior period adjustment, is shown in the statement 
of retained earnings as an adjustment to the balance of retained earnings at the beginning of 
the current year. The amount of the adjustment is shown net of any related income tax 
effects. 

To illustrate, assume that late in 2011 Salt Lake Corporation discovers that it failed to 
record depreciation on certain assets in 2010. After considering the income tax effects of this 
error, the company finds that the net income reported in 2010 was overstated by $35,000. Thus, 
the beginning 2011 balance of the Retained Earnings account ($750,000 at December 31, 
2010) also is overstated by $35,000. The statement of retained earnings in 20// must include 
a correction of the retained earnings at the beginning of the year. (See the illustration in 
Exhibit 12-4.) 


SALT LAKE CORPORATION 


STATEMENT OF RETAINED EARNINGS 
FOR THE YEAR ENDED DECEMBER 31, 2011 


Retained earnings, Dec. 31, 2010 


Aszoriginallysreponted cwteac yeni tea ee eter $750,000 
Less: Prior period adjustment for error in recording 2010 
depreciation expense (net of $15,000 income taxes) .......... 35,000 
IASWTESTALEG Waianae ech eter ne Ear ATE PA ae Ue Peay Roe AL ME Ue $715,000 
Netiincomenton2O lily ste cee ee erent ev erca nee oR Seen neues 280,000 
SWjOEll parca san amasoa pa ned oa RAMAN DA Hoa Oommen Dan Oo $995,000 
Less dividends: 
Cash dividends on preferred stock ($5 per share) ............ $ 15,000 
Cash dividends on common stock ($2 per share) ............ 59,600 
MOSGstocksdividencdhyie ners sae ere seee ee a ieee See ea 140,000 214,600 
Retainediearnings;Decx3 ih 20 lillie reuerersnrecsretereeceteseeneper eters ceeeeeereeee $780,400 


Prior period adjustments rarely appear in the financial statements of large, publicly 
owned corporations. The financial statements of these corporations are audited annually by 
certified public accountants and are not likely to contain material errors that subsequently 
will require correction by prior period adjustments. Such adjustments are much more likely 
to appear in the financial statements of closely held corporations that are not audited on an 
annual basis. 


Restrictions of Retained Earnings Some portion of retained earnings may 
be restricted because of various contractual agreements. A restriction of retained earnings 
prevents a company from declaring a dividend that would cause retained earnings to fall 
below a designated level. Most companies disclose restrictions of retained earnings in notes 
accompanying the financial statements. For example, a company with total retained earnings 
of $10 million might include the following note in its financial statements: 
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STATEMENT OF RETAINED 
EARNINGS WITH PRIOR 
PERIOD ADJUSTMENT 


Adjust beginning retained 
earnings for correction 
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Define comprehensive 
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differs from net income. 
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Describe and prepare a 
statement of stockholders’ 
equity and the stockholders’ 
equity section of the 
balance sheet. 
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Note 7: Restriction of retained earnings 

As of December 31, 2011, certain long-term debt agreements prohibited the declaration 
of cash dividends that would reduce the amount of retained earnings below $5,200,000. 
Retained earnings in excess of this restriction total $4,800,000. 


COMPREHENSIVE INCOME 


The Financial Accounting Standards Board (FASB) has identified certain changes in financial 
position that should be recorded but should not enter into the determination of net income. 
One way to describe these events is that they are recognized (that is, recorded and incorpo- 
rated in the financial statements) but not realized (that is, not included in the determination of 
the company’s net income). We have studied one of these items earlier in this text—the change 
in market value of available-for-sale debt and equity investments. 

Recall from Chapter 7 the way changes in value for various types of investments are 
recorded. Those investments identified as available for sale are revalued to their current mar- 
ket value at the end of each accounting period. These changes in value are accumulated and 
reported in a separate stockholders’ equity account. The change in value does not enter into the 
determination of net income as it would had investments been sold. The change in market value 
of available-for-sale investments adds to the amount of stockholders’ equity if the value has 
gone up; it reduces the amount of stockholders’ equity if the value has gone down. This adjust- 
ment is described as an element of other comprehensive income. 

Comprehensive income is a term that identifies the total of net income plus or minus the 
elements of other comprehensive income. Comprehensive income may be displayed to users 
of financial statements in any of the following ways: 


e As a second income statement. One income statement displays the components of net 
income and the other displays the components of comprehensive income, one element of 
which is net income. 


e As a single income statement that includes both the components of net income and the 
components of other comprehensive income. 


e As an element in the changes in stockholders’ equity displayed as a column in the statement 
of stockholders’ equity (discussed later in this chapter). 


In addition to the presentation of each year’s changes in the elements of other compre- 
hensive income, the accumulated amount of these changes is an element in the stockholders’ 
equity section of the balance sheet. The components of comprehensive income are presented 
net of income tax, much like an extraordinary item. 

Home Depot, Inc., whose financial statements for the year ended January 31, 2010, are 
included in Appendix A of this text, follows the third of these alternatives and presents com- 
prehensive income as a column in its Consolidated Statements of Stockholders’ Equity and 
Comprehensive Income. For each of the three years presented, the primary adjustments to 
Comprehensive Income, other than the company’s annual net earnings, relate to the com- 
pany’s foreign operations. These are considered part of the company’s overall income history, 
but are not part of its net income that is presented in the income statement. The majority of 
publicly held companies present the elements of other comprehensive income in a manner 
similar to Home Depot, Inc. 


STATEMENT OF STOCKHOLDERS’ EQUITY 


Many corporations expand their statement of retained earnings to show the changes during 
the year in all of the stockholders’ equity accounts. This expanded statement, called a state- 
ment of stockholders’ equity, is illustrated in Exhibit 12—5 for Salt Lake Corporation. 

The top line of the statement includes the beginning balance of each major category of 
stockholders’ equity. Notice that the fourth column, Retained Earnings, includes the same 
information as the statement of retained earnings for Salt Lake Corporation that was presented 
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in Exhibit 12-4. We have added several other stock transactions to illustrate the full range of 
information you will typically find in a statement of stockholders’ equity: 


¢ Issuance of common stock for $260,000 (resulting in an increase in both common stock 
and additional paid-in capital). 

¢ Conversion of shares of preferred stock into common stock at $100,000, resulting in a 
decrease in 5 percent convertible preferred stock and an increase in common stock and 
additional paid-in capital. 

¢ Purchase of $47,000 of treasury stock, increasing the amount of treasury stock and 
decreasing the total of stockholders’ equity (as discussed in Chapter 11). 


STOCKHOLDERS’ EQUITY SECTION 
OF THE BALANCE SHEET 


The stockholders’ equity section of Salt Lake Corporation’s balance sheet for the year ended 
December 31, 2011, is shown in Exhibit 12-6. Note that these figures are taken directly from 
the last line of the statement of stockholders’ equity as illustrated in Exhibit 12-5. You should 
be able to explain the nature and origin of each account and disclosure printed in red as a 
result of having studied this chapter. 

The published financial statements of leading corporations indicate that there is no one 
standard arrangement for the various items making up the stockholders’ equity section. Varia- 
tions occur in the selection of titles, in the sequence of items, and in the extent of detailed 
classification. Many companies, in an effort to avoid excessive detail in the balance sheet, 
combine several related ledger accounts into a single balance sheet item. 


Exhibit 12-5 STATEMENT OF STOCKHOLDERS’ EQUITY 


SALT LAKE CORPORATION 
STATEMENT OF STOCKHOLDERS’ EQUITY 


FOR THE YEAR ENDED DECEMBER 31, 2011 


5% Convertible Additional Total 
Preferred Stock Common Stock Paid-in Retained Treasury Stockholders’ 
($100 par value) ($10 par value) Capital Earnings Stock Equity 
Balances, Dec. 31, 2010 $400,000 $200,000 $300,000 $750,000 $ -0O- $1,650,000 
Prior period adjustment 
(net of $15,000 taxes) (35,000) (35,000) 
Issued 5,000 common 
shares @ $52 50,000 210,000 260,000 


Conversion of 1,000 

preferred into 3,000 

common shares (100,000) 30,000 70,000 
Distributed 10% stock 

dividend (2,800 shares 

at $50; market price) 28,000 112,000 (140,000) 
Purchased 1,000 shares 

of common stock held in 


treasury at $47 a share (47,000) (47,000) 
Net income 280,000 280,000 
Cash dividends: 

Preferred ($5 a share) (15,000) (15,000) 

Common ($2 a share) (59,600) (59,600) 
Balances, Dec. 31, 2011 $300,000 $308,000 $692,000 $780,400 $(47,000) $2,033,400 


Note: The numbers that are not bracketed represent positive stockholders’ equity amounts. The bracketed numbers represent negative stockholders’ equity amounts. 
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Exhibit 12-6 


STOCKHOLDERS’ EQUITY 
SECTION OF BALANCE 
SHEET 


Capital stock: 
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Stockholders’ Equity 


5% convertible preferred, $100 par value, 3,000 
SharesautnonZecdkal GiiSSUEC eeresmersr esr meee a mete nee iene erent rea etre 


$ 300,000 


Common stock, $10 par value, 100,000 shares authorized, 


issued 30,800 (of which 1,000 are held in treasury) 


Additional paid-in capital: 


From issuance of common stock 
From stock dividends .... 


Total paid-in capital 
Retained earnings 
Subtotal 


Less: Treasury stock (1,000 shares at $47 pershare)................... 
Total stockholders’ equity .. 


As discussed in this chapter, the most important aspect of 
periodic reporting for many investors is the reporting of 
net income. Investors often are attracted to companies that 
report increasing income each year. As a result, overstating 
net income is the most common practice for engaging in 
inappropriate financial reporting. 
The Securities and Exchange Commission (SEC) brought 
a series of enforcement actions against Just for Feet, Inc., 
its former employees, and 


Learning Objective — employees of former vendors 


eat ee IG related to the overstatement 
LO9 tho appearance of the of Just for Feet’s reported 


company’s net income. income. Although Just for 
Feet overstated its income 
through a number of different techniques, two prominent 
techniques used to overstate income related to fictitious co-op 
revenue and fictitious “booth” income. 

Just for Feet was a national retailer of athletic and outdoor 
footwear and apparel. Just for Feet filed for bankruptcy 
protection, and it began the process of liquidating its assets 
and settling its liabilities. 

Just for Feet incurred large amounts of advertising 
expenses. A vendor (e.g., Adidas, Fila, Nike) would often 
reduce the amount that Just for Feet owed for merchandise 
purchases if a particular advertisement featured the vendor’s 
products. These reductions in amounts owed were referred to 
as “advertising co-op” or “vendor allowances.” These vendor 
allowances were unwritten and not guaranteed. Just for Feet 
sent vendors copies of advertisements placed, and the vendor 
determined whether to grant an advertising allowance. 

In one fiscal year, Just for Feet recorded $19.4 million 
in co-op receivables (and recognized revenue as a result of 


308,000 


$580,000 
112,000 


692,000 
$1,300,000 
780,400 
$2,080,400 
47,000 
$2,033,400 


recording the receivables) that was not earned. The fictitious 
revenue of over $19 million was a substantial percentage of 
Just for Feet’s reported income of $43 million. 

One important facet of the Just for Feet fraud is that 
the SEC brought enforcement actions against a number of 
vendor representatives for providing false confirmations to 
Just for Feet’s auditor. When fraud exists, management at 
the company committing the fraud often tries to convince 
customers to falsely confirm to the auditors that they owe 
amounts that are in fact not owed. Such behavior represents 
a crime. It is worth noting that the criminal penalties for 
lying to external auditors have been substantially increased 
under the Sarbanes-Oxley Act, and that the SEC and the U.S. 
Justice Department are more likely to prosecute individuals 
for this type of behavior than was true in the past. Individuals 
in sales and marketing positions are often targets for requests 
to falsely confirm facts to external auditors (i.e., to lie). They 
should be aware of the substantial civil and criminal penalties 
that can result from lying to auditors. 


Concluding Remarks 


Concluding Remarks 


We discussed various aspects of stockholders’ equity, focusing first on paid-in capital in 
Chapter 11 and then on earned capital in Chapter 12. These discussions complete our detailed 
coverage of assets, liabilities, and stockholders’ equity, which began in Chapter 7 and included 
financial assets, inventories, plant and intangible assets, liabilities, and, finally, stockholders’ 
equity. While these chapters generally follow a balance sheet organization, in Chapter 12 we 
also covered the income statement, including the presentation of irregular income items and 
earnings per share. 

In the next chapter, we turn our attention to the statement of cash flows. Recall that 
companies present three primary financial statements to their stockholders, creditors, and 
other interested parties—a statement of financial position or balance sheet, an income 
statement, and a statement of cash flows. We delayed the detailed coverage of the state- 
ment of cash flows to this point in this textbook because of the importance of the material 
we have now covered, particularly in Chapters 7 to 12, for a full understanding of that 
financial statement. 
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END-OF-CHAPTER REVIEW 


Describe how irregular income items, such as 

101 discontinued operations and extraordinary items, 

are presented in the income statement. Each of 

these irregular items is shown in a separate section of the income 

statement, following income or loss from ordinary and 

continuing operations. Each special item is shown net of any 
related income tax effects. 


Compute earnings per share. Earnings per share is 

102 computed by dividing the income applicable to the 

common stock by the weighted-average number of 

common shares outstanding. If the income statement includes 

subtotals for income from continuing operations, or for income 

before extraordinary items, per-share figures are shown for these 
amounts, as well as for net income. 


Distinguish between basic and diluted earnings 
L038 per share. Diluted earnings per share is computed for 
companies that have outstanding securities convertible 
into shares of common stock. In such situations, the computation 
of basic earnings per share is based on the number of common 
shares actually outstanding during the year. The computation of 
diluted earnings per share, however, is based on the potential 
number of common shares outstanding if the various securities 
were converted into common shares. The purpose of showing 
diluted earnings is to alert investors to the extent to which 
conversions of securities could reduce basic earnings per share. 


Account for cash dividends and stock dividends, 

104 and explain the effects of these transactions on 

a company’s financial statements. Cash dividends 

reduce retained earnings at the time the company’s board of 

directors declares the dividends. At that time, the dividends become 

a liability for the company. Stock dividends generally are recorded 

by transferring the market value of the additional shares to be issued 

from retained earnings to the appropriate paid-in capital accounts. 

Stock dividends increase the number of shares outstanding but do 

not change total stockholders’ equity, nor do they change the relative 
amount of the company owned by each individual stockholder. 


Describe and prepare a statement of retained 

105 earnings. A statement of retained earnings shows the 

changes in the balance of the Retained Earnings account 

during the period. In its simplest form, this financial statement 

shows the beginning balance of retained earnings, adds the net 

income for the period, subtracts any dividends declared, and 
thus computes the ending balance of retained earnings. 


Define prior period adjustments, and explain how 

L06 they are presented in financial statements. A prior 
period adjustment corrects errors in the amount of net 
income reported in a prior year. Because the income of the prior 


year has already been closed into retained earnings, the error is 
corrected by increasing or decreasing the Retained Earnings 
account. Prior period adjustments appear in the statement of retained 
earnings as adjustments to beginning retained earnings. They are 
not reported in the income statement for the current period. 


Define comprehensive income, and explain how it 
107 differs from net income. Net income is a component 
of comprehensive income. Comprehensive income is 
broad and includes the effect of certain transactions that are 
recognized in the financial statements but that are not included in 
net income because they have not yet been realized. An example 
is the change in market value of available-for-sale investments. 
Net income is presented in the income statement. Comprehensive 
income may be presented in a combined statement with net 
income, in a separate statement of comprehensive income, or as 
a part of the statement of stockholders’ equity. 


Describe and prepare a statement of stockholders’ 

L08 equity and the stockholders’ equity section of the 

balance sheet. This expanded version of the statement 

of retained earnings explains the changes during the year in each 

stockholders’ equity account. It is not a required financial statement 

but is often prepared instead of a statement of retained earnings. 

The statement lists the beginning balance in each stockholders’ 

equity account, explains the nature and the amount of each change, 
and computes the ending balance in each equity account. 


Illustrate steps management might take to 
L038 improve the appearance of the company’s net 
income. Companies may take certain steps that are 
intended to improve the appearance of the company’s financial 
performance in its financial statements. The Securities and 
Exchange Commission brought a series of enforcement actions 
against Just for Feet for taking steps to artificially enhance the 
appearance of the company’s performance. 


Key Terms Introduced or 


Emphasized in Chapter 12 


basic earnings per share (p. 528) Net income applicable to 
the common stock divided by the weighted-average number of 
common shares outstanding during the year. 


cash dividend (p. 528) A distribution of cash by a corporation 
to its stockholders. 


comprehensive income (p. 534) Net income plus or minus 
certain changes in financial position that are recorded as direct 
adjustments to stockholders’ equity (for example, changes in the 
value of available-for-sale investments) rather than as elements 
in the determination of net income. 


Demonstration Problem 


date of record (p. 529) The date on which a person must be 
listed as a shareholder to be eligible to receive a dividend. Fol- 
lows the date of declaration of a dividend by two or three weeks. 


diluted earnings per share (p. 528) Earnings per share com- 
puted under the assumption that all convertible securities were con- 
verted into additional common shares at the beginning of the current 
year. The purpose of this pro forma computation is to alert com- 
mon stockholders to the risk that future earnings per share might be 
reduced by the conversion of other securities into common stock. 


discontinued operations (p. 523) The net operating results 
(revenue and expenses) of a segment of a company that has been 
or is being sold, as well as the gain or loss on disposal. 


earnings per share (p. 525) Net income applicable to the 
common stock divided by the weighted-average number of com- 
mon shares outstanding during the year. 


ex-dividend date (p. 529) A date three days prior to the date 
of record specified in a dividend declaration. A person buying 
a stock prior to the ex-dividend date also acquires the right to 
receive the dividend. The three-day interval permits the compi- 
lation of a list of stockholders as of the date of record. 


extraordinary items (p.523) Transactions and events that are 
unusual in nature and occur infrequently—for example, most 
large earthquake losses. Such items are shown separately in 
the income statement after the determination of income before 
extraordinary items. 


539 


price-earnings (p/e) ratio (p. 527) Market price of a share of 
common stock divided by annual earnings per share. 


prior period adjustment (p. 533) A correction of a material 
error in the earnings reported in the financial statements of a 
prior year. Prior period adjustments are recorded directly in the 
Retained Earnings account and are not included in the income 
statement of the current period. 


restructuring charges (p. 524) Costs related to reorganizing 
and downsizing the company to make the company more effi- 
cient. These costs are presented in the income statement as a 
single line item in determining operating income. 


segment of the business (p. 523) Those elements of a busi- 
ness that represent a separate and distinct line of business activ- 
ity or that service a distinct category of customers. 


statement of retained earnings (p. 532) A financial state- 
ment explaining the change during the year in the amount of 
retained earnings. May be expanded into a statement of stock- 
holders’ equity. 


statement of stockholders’ equity (p. 534) An expanded 
version of a statement of retained earnings. Summarizes the 
changes during the year in all stockholders’ equity accounts. 
Not a required financial statement, but widely used as a substi- 
tute for the statement of retained earnings. 


stock dividend (p. 530) A distribution of additional shares to 
common stockholders in proportion to their holdings. 


Demonstration Problem 


The stockholders’ equity of Embassy Corporation at December 31, 2010, is shown below. 


Stockholders’ equity: 


Common stock, $10 par, 100,000 shares authorized, 


40,000 shares issued and outstanding ..................-....004. 
Additional paid-in capital: common stock ..........0 0000 eee eee 
Total paid-in capital... . 
Retained earnings ...... 
Total stockholders’ equity 


$ 400,000 
200,000 

$ 600,000 
1,700,000 
$2,300,000 


Transactions affecting stockholders’ equity during 2011 are as follows: 


A 5-for-4 stock split proposed by the board of directors was approved by vote of the 


stockholders. The 10,000 new shares were distributed to stockholders. 


The company purchased 2,000 shares of its common stock on the open market 


The company reissued 1,000 shares of treasury stock at $48 per share. 
The company issued for cash 20,000 shares of previously unissued $8 par value 


common stock at a price of $47 per share. 


A cash dividend of $1 per share was declared, payable on December 30, to stock- 


holders of record at December 14. 


Mar. 31 
Apr. 1 
at $37 per share. 
July 1 
July 1 
Dec. 1 
Dec. 22 


A 10 percent stock dividend was declared; the dividend shares are to be distributed on 
January 15 of the following year. The market price of the stock on December 22 was 
$48 per share. 
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The net income for the year ended December 31, 2011, amounted to $173,000, after an extra- 
ordinary loss of $47,400 (net of related income tax benefits). 


Instructions 


a. Prepare journal entries (in general journal form) to record the transactions affecting stockhold- 
ers’ equity that took place during the year. 


b. Prepare the lower section of the income statement for 2011, beginning with income before 
extraordinary items and showing the extraordinary loss and the net income. Also illustrate the 
presentation of earnings per share in the income statement, assuming that earnings per share is 
determined on the basis of the weighted-average number of shares outstanding during the year. 


c. Prepare a statement of retained earnings for the year ending December 31, 2011. 


Solution to the Demonstration Problem 


a. 


GENERAL JOURNAL Page 1 


Date Account Titles and Explanations Debit Credit 


Mar. 31 Memorandum: A 5-for-4 stock split increased the number of 
shares of common stock outstanding from 40,000 to 50,000 
and reduced the par value from $10 to $8 per share. The 
10,000 new shares were distributed. 


Apr. 1. Treasury Stock: esicces caida ceded paw eaw wale cats 74,000 
CaSM neg 20 sense 2s ao bad Bade ede RA gid ee Getin se 74,000 
Acquired 2,000 shares of treasury stock at $37. 
July” 1 CASH wx ee cedeeaddes deiienwd eda e es aued Wedge Chie Sood 48,000 
MMeCasury SOCK 4555 casey Reda ee aoe SG Re ES an 37,000 
Additional Paid-in Capital: Treasury Stock 
TFANSACHIONS ido deer tees ewer si awn ed SG ee ES at 11,000 
Sold 1,000 shares of treasury stock at $48 per share. 
July 1 (Cash vcs ccvtecamoniegiay aceie came eden dmididedw cineca. 940,000 
Common Stock, $8 par ...........00 0c eee eee 160,000 
Additional Paid-in Capital: Common Stock ............. 780,000 
Issued 20,000 shares at $47. 
Dec: T. IDIVIdENGS: 554.405 sic etida an cis Ghd ak strane Beate ateranerenendnmeneae ¢ 69,000 
Dividends Payable ................ 0.0... e eee eee eee 69,000 


To record declaration of cash dividend of $1 per share on 
69,000 shares of common stock outstanding (1,000 shares 
in treasury are not entitled to receive dividends). 

Note: Entry to record the payment of the cash 


dividend is not shown here because the action 
does not affect the stockholders’ equity. 


Dec. 22 Retained Earnings................00 cece eee eee 331,200 
Stock Dividends to Be Distributed .................... 55,200 
Additional Paid-in Capital: Stock Dividends ............ 276,000 


To record declaration of 10% stock dividend (10% x 69,000 
shares outstanding): 6,900 shares of $8 par value common 
stock to be distributed on Jan. 15 of next year. 

Market price at date of issuance, $48. 


Dec: 31 Income: SUMMAlY s.ceciic ces wet iewee Av egeeeaweg ens 173,000 
Retained Earnings ............... 2.00. e eee e eee eee 173,000 
To close Income Summary account. 
Dec. 31 Retained Earnings .................. 2. eee eee ee 69,000 
DiVIdONOS: 4260054 Soha yee cies shawn dine banedianess 69,000 


To close Dividends account. 
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EMBASSY CORPORATION 


PARTIAL INCOME STATEMENT 
FOR THE YEAR ENDED DECEMBER 31, 2011 


Income before extraordinary items ............. 2.00... eee eee $220,400 
Extraordinary loss (net of income tax benefit) .................02 eee (47,400) 
Net incOMeG: 22.4 .cesed bic onde det ekae de eeek betes bead $173,000 
Earnings per share:* 
Income before extraordinary items .............. 00.0000. 2c eee eee $3.73 
Xtra Ordimary JOSS! 255.) dances feist ar aioe sine ascae sda thst genes ietrahan ane enee oaks sop ad eninge dbawen ene (0.80) 
NebinCOMe 2.34 cecevin ta dese dhe eid oe cht dS Yee bid oe hed beak $2.93 
*The 59,000 weighted-average number of shares of common stock outstanding during 2011 determined as follows: 
Jan. 1—Mar. 31: (40,000 + 10,000 shares issued pursuant to a 5-for-4 split) x %4 of year............... 12,500 
Apr. 1—-June 30: (50,000 — 2,000 shares of treasury stock) x % of year ........0.. 0.000 e cece eee 12,000 
July 1-Dec. 31: (50,000 + 20,000 shares of new stock — 1,000 shares of treasury stock) x 42 of year... 34,500 
Weighted-average number of shares outstanding ............. 0. ce cece eee eee 59,000 


EMBASSY CORPORATION 


STATEMENT OF RETAINED EARNINGS 
FOR THE YEAR ENDED DECEMBER 31, 2011 


Retained earnings, Dec. 31, 2010 ........ 0.0... cee eee eee $1,700,000 
Net income for 2011......... 0... c cece ene 173,000 
SUDIOTAN Si ctsecaveg aha ah Ak ad kha ited aver arte eden. ater edad $1,873,000 
Less: Cash dividends ($1 per share) ...............00000000- $ 69,000 
TOPS: SOCK GIVIGENG): 5. aie us eu cpahaod ae anes oS SR oe eae Ke 331,200 400,200 
Retained earnings, Dec. 31, 2011 ........ 2.0... eee eee ee eee $1,472,800 


Self-Test Questions 


The answers to these questions appear on page 561. c. Hamilton’s accountant discovers that the entire price 
1. The primary purpose of showing special types of events paid several years ago to purchase company offices 
separately in the income statement is to: in Texas had been charged to a Land account; conse- 
quently, no depreciation has ever been taken on these 


a. Increase earnings per share. aon 
es P buildings. 


b. Assist users of the income statement in evaluating the 


oF : : d. As a result of labor union contract changes, Hamilton 
profitability of normal, ongoing operations. 


re : ; paid increased compensation expense during the year. 
c. Minimize the income taxes paid on the results of ongo- 


ing operations. 3. When a corporation has outstanding both common and pre- 


: ferred stock: 
d. Prevent unusual losses from recurring. 


a. Basic and diluted earnings per share are reported only 


2. Which of the following situations would not be presented in iP the pictetred seock 5 cumulative, 


a separate section of the current year’s income statement of ; 
Hamilton Corporation? During the current year: b. Earnings per share is reported for each type of stock 


a. Hamilton’s Los Angeles headquarters are destroyed by CRUSE Up 


a tornado. c. Earnings per share is computed without regard to the 
amount of the annual preferred dividends. 


b. Hamilton sells its entire juvenile furniture operations 
and concentrates on its remaining children’s clothing d. Earnings per share is computed without regard to the 
segment. amount of dividends declared on common stock. 
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4. Which of the following is (are) not true about a stock 
dividend? 
a. Total stockholders’ equity does not change when a 
stock dividend is declared but does change when it is 
distributed. 


b. Between the time a stock dividend is declared and 
when it is distributed, the company’s commitment is 
presented in the balance sheet as a current liability. 


c. Stock dividends do not change the relative portion of 
the company owned by individual stockholders. 


d. Stock dividends have no impact on the amount of the 
company’s assets. 


SE 
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The statement of retained earnings: 


a. Includes prior period adjustments, cash dividends, and 
stock dividends. 


b. Indicates the amount of cash available for the payment 
of dividends. 


c. Need not be prepared if a separate statement of 
stockholders’ equity accompanies the financial 
statements. 


d. Shows revenue, expenses, and dividends for the 
accounting period. 


OTNMae Discussion Questions 


1. What is the purpose of arranging an income statement to 
show subtotals for income from continuing operations and 
income before extraordinary items? 


2. Frank’s Fun Company owns 30 pizza parlors and a minor 
league baseball team. During the current year, the company 
sold three of its pizza parlors and closed another when the 
lease on the building expired. Should any of these events 
be classified as discontinued operations in the company’s 
income statement? Explain. 


3. Define extraordinary items. How are extraordinary 
items distinguished from items that are presented as 
separate line items in an income statement, but are not 
extraordinary? 


4. In an effort to make the company more competitive, Fast- 
Guard, Inc., incurred significant expenses related to a reduc- 
tion in the number of employees, consolidation of offices 
and facilities, and disposition of assets that are no longer 
productive. Explain how these costs should be presented in 
the financial statements of the company, and describe how 
an investor should view these costs in predicting future 
earnings of the company. 


5. A prior period adjustment relates to the income of past 
accounting periods. Explain how such an item is shown in 
the financial statements. 


6. In evaluating the potential future profitability of a com- 
pany, how would you consider irregular income items, such 
as extraordinary items, discontinued operations, and prior 
period adjustments? 


7. Explain how each of the following is computed: 
a. Price-earnings ratio. 
b. Basic earnings per share. 
c. Diluted earnings per share. 


8. 


10. 


11. 


12. 


13. 


14. 


15. 


Throughout the year, Baker Construction Company had 
3 million shares of common stock and 150,000 shares of 
convertible preferred stock outstanding. Each share of 
preferred is convertible into two shares of common. What 
number of shares should be used in the computation of 
(a) basic earnings per share and (b) diluted earnings per 
share? 


. A financial analyst notes that Collier Corporation’s earnings 


per share have been rising steadily for the past five years. 
The analyst expects the company’s net income to continue 
to increase at the same rate as in the past. In forecasting 
future basic earnings per share, what special risk should the 
analyst consider if Collier’s basic earnings are significantly 
larger than its diluted earnings? 


Distinguish between a stock split and a stock dividend. Is 
there any reason for the difference in accounting treatment 
of these two events? 


What are restructuring charges? How are they presented in 
financial statements? 


If a company’s total stockholders’ equity is unchanged by 
the distribution of a stock dividend, how is it possible for 
a stockholder who received shares in the distribution of the 
dividend to benefit? 


What is a liquidating dividend, and how does it relate to a 
regular (nonliquidating) dividend? 


In discussing stock dividends and stock splits in an invest- 
ments class you are taking, one of the students says, 
“Stock splits and stock dividends are exactly the same— 
both are distributions of a company’s stock to existing 
owners without payment to the company.” Do you agree? 
Why or why not? 


A statement of stockholders’ equity sometimes is described 
as an “expanded” statement of retained earnings. Why? 
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Brief Exercises connect 


L01 BRIEF Fellups, Inc., had net income for the year just ended of $75,000, without considering the follow- 
EXERCISE 12.1 ing item or its tax effects. During the year, a tornado damaged one of the company’s warehouses 
Extraordinary Loss and its contents. Tornado damage is quite rare in Fellups’s location. The estimated amount of 


the loss from the tornado is $100,000 and the related tax effect is 40 percent. Prepare the final 
section of Fellups’s income statement, beginning with income before extraordinary items. 


L01 BRIEF Walker Company had total revenue and expense numbers of $1,500,000 and $1,200,000, respec- 
EXERCISE 12.2 tively, in the current year. In addition, the company had a gain of $230,000 that resulted from the 
Extraordinary Gain passage of new legislation, which is considered unusual and infrequent for financial reporting pur- 


poses. The gain is expected to be subject to a 35 percent income tax rate. Prepare an abbreviated 
income statement for Walker for the year. 


L01 BRIEF Wabash, Inc., had revenue and expenses from ongoing business operations for the current year 
EXERCISE 12.3 of $480,000 and $430,000, respectively. During the year, the company sold a division which had 
Discontinued revenue and expenses (not included in the previous figures) of $100,000 and $75,000, respectively. 
Operations The division was sold at a loss of $55,000. All items are subject to an income tax rate of 40 per- 


cent. Prepare an abbreviated income statement for Wabash for the year. 


04 BRIEF Gannon, Inc., had 100,000 shares of common stock outstanding. During the current year, the 
EXERCISE 12.4 company distributed a 10 percent stock dividend and subsequently paid a $0.50 per share cash 
Cash and Stock dividend. Calculate the number of shares outstanding at the time of the cash dividend and the 
Dividends amount of cash required to fund the cash dividend. 

L05 =BRIEF Messer Company had retained earnings at the beginning of the current year of $590,000. During 
EXERCISE 12.5 the year, the following activities occurred: 

Statement of ¢ Net income of $88,000 was earned. 


SiS eLaete NE Suhel ¢ A cash dividend of $1.20 per share was declared and distributed on the 50,000 shares of com- 


mon stock outstanding. 


Prepare a statement of retained earnings for the year. 


05 BRIEF Salt & Pepper, Inc., had retained earnings at the beginning of the current year of $460,000. During 
EXERCISE 12.6 the year the company earned net income of $250,000 and declared dividends as follows: 

Log Statement of e $1 per share for the current-year dividend on the 10,000 shares of preferred stock outstanding. 
Retained Earnings é 


$1 per share for the dividend in arrears for one year on the 10,000 shares of preferred stock 
outstanding. 


e $0.50 per share for the current-year dividend on the 200,000 shares of common stock 
outstanding. 


In addition, the company discovered an overstatement in the prior year’s net income of $65,000 
and corrected that error in the current year. Prepare a statement of retained earnings for the year. 


L044. BRIEF Gammon, Inc., declared dividends during the current year as follows: 


EXERCISE 12.7 e The current year’s cash dividend on the 6 percent, $100 par value preferred stock. 100,000 


Cash Dividend shares were outstanding at the time of the declaration. 


Pour venuties e A cash dividend of $0.75 per share on the $10 par value common stock. 750,000 shares were 


outstanding at the time of the declaration. 


Prepare the general journal entries to record the declaration and payment of these dividends, 
assuming the declaration is recorded directly to retained earnings. 
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L044 BRIEF WOW! Inc. declared a 5 percent stock dividend on its 500,000 shares of common stock. The $10 
EXERCISE 12.8 par value common stock was originally sold for $12 and was selling at $15 at the time the stock div- 
Stock Dividend idend was declared. Prepare the general journal entries to record and distribute the stock dividend. 


Journal Entries 


104 BRIEF Alexander, Inc., declared and distributed a 10 percent stock dividend on its 700,000 shares of 
EXERCISE 12.9 outstanding $5 par value common stock when the stock was selling for $12 per share. The out- 
Stockholders’ Equity standing shares had originally been sold at $8 per share. The balance in retained earnings before 

LO8 Section of Balance the declaration of the stock dividend, but after the addition of the current year’s net income, was 
Sheet $995,000. Prepare the stockholders’ section of Alexander’s balance sheet to reflect these facts. 

L07_ BRIEF Crasher Company had net income in the current year of $500,000. In addition, the company had an 
EXERCISE 12.10 unrealized gain on its portfolio of available-for-sale investments of $20,000, net of related income 
Comprehensive taxes. Assuming the company uses the two-income statement approach for presenting elements of 
Income other comprehensive income to its investors and creditors, prepare the statement of comprehensive 


income for the current year. 


Exercises @ connect 


|ACCOUNTING 


104 EXERCISE 12.1 Assume that when you were in high school you saved $1,000 to invest for your college education. 
Stock Dividends You purchased 200 shares of Smiley Incorporated, a small but profitable company. Over the three 
and Stock Splits years that you have owned the stock, the corporation’s board of directors have taken the following 

actions: 


1. Declared a 2-for-1 stock split. 
2. Declared a 20 percent stock dividend. 
3. Declared a 3-for-1 stock split. 
The current price of the stock is $12 per share. 
a. Calculate the current number of shares and the market value of your investment. 
b. Explain the likely reason the board of directors of the company has not declared a cash dividend. 


c. State your opinion as to whether or not you would have been better off if the board of directors 
had declared a cash dividend instead of the stock dividend and stock splits. 


L01 EXERCISE 12.2 The following are 10 technical accounting terms introduced or emphasized in Chapters 11 and 12: 
throner ne P/e ratio Treasury stock Discontinued operations 
Stock dividend Extraordinary item Prior period adjustment 
Lo4 Basic earnings per share Additional paid-in capital Diluted earnings per share 


Comprehensive income 


LOG Each of the following statements may (or may not) describe one of these technical terms. For 
each statement, indicate the term described, or answer “None” if the statement does not correctly 


describe any of the terms. 
LO7 


a. A gain or loss that is unusual in nature and not expected to recur in the foreseeable future. 
b. The asset represented by shares of capital stock that have not yet been issued. 


c. A distribution of additional shares of stock that reduces retained earnings but causes no change 
in total stockholders’ equity. 


d. The amount received when stock is sold in excess of par value. 


e. An adjustment to the beginning balance of retained earnings to correct an error previously 
made in the measurement of net income. 

f. A statistic expressing a relationship between the current market value of a share of common 
stock and the underlying earnings per share. 


g. A separate section sometimes included in an income statement as a way to help investors 
evaluate the profitability of ongoing business activities. 
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h. A pro forma figure indicating what earnings per share would have been if all securities 
convertible into common stock had been converted at the beginning of the current year. 


i. A broadly defined measure of financial performance that includes, but is not limited to, net 
income. 


L01_ EXERCISE 12.3 During the current year, Sports +, Inc., operated two business segments: a chain of surf and dive 

Discontinued shops and a small chain of tennis shops. The tennis shops were not profitable and were sold near 

Operations year-end to another corporation. Sports + operations for the current year are summarized below. 
The first two captions, “Net sales” and “Costs and expenses,” relate only to the company’s continu- 
ing operations. 


L02 


CTS | [= a $12,500,000 
Costs and expenses (including applicable income tax) ................... 8,600,000 
Operating loss from tennis shops (net of income tax benefit) .............. 192,000 
Loss on sale of tennis shops (net of income tax benefit).................. 348,000 


The company had 182,000 shares of a single class of capital stock outstanding throughout the 
year. 


a. Prepare a condensed income statement for the year. At the bottom of the statement, show 
any appropriate earnings per share figures. (A condensed income statement is illustrated in 
Exhibit 12-2.) 


b. Which earnings per share figure in part a do you consider most useful in predicting future 
operating results for Sports +, Inc.? Why? 


LO. EXERCISE 12.4 For the year ended December 31, Global Exports had net sales of $7,750,000, costs and other 
Reporting an expenses (including income tax) of $6,200,000, and an extraordinary gain (net of income tax) of 
Extraordinary Item $420,000. 
a. Prepare a condensed income statement (including earnings per share), assuming that 910,000 
shares of common stock were outstanding throughout the year. (A condensed income state- 
ment is illustrated in Exhibit 12-2.) 


b. Which earnings per share figure is used in computing the price-earnings ratio for Global 
Exports reported in financial publications such as The Wall Street Journal? Explain briefly. 


L02 


lo2 EXERCISE 12.5 The net income of Foster Furniture, Inc., amounted to $1,920,000 for the current year. 


Computing Earnings a. Compute the amount of earnings per share assuming that the shares of capital stock outstand- 
per Share: Effect of ing throughout the year consisted of: 
Preferred Stock 


1. 400,000 shares of $1 par value common stock and no preferred stock. 
2. 100,000 shares of 8 percent, $100 par value preferred stock and 300,000 shares of $5 par 
value common stock. 


b. Is the earnings per share figure computed in part a(2) considered to be basic or diluted? Explain. 


102 EXERCISE 12.6 The 2010 annual report of Software City, Inc., included the following comparative summary of 
Restating Earnings earnings per share over the last three years: 
per Share after a 
104. Stock Dividend 
2010 2009 2008 


Earnings per Share: c.4teke ser eeachedeadeau saan weeded $3.15 $2.40 $1.64 


In 2011, Software City, Inc., declared and distributed a 100 percent stock dividend. Following 
this stock dividend, the company reported earnings per share of $1.88 for 2011. 


546 Chapter 12 Income and Changes in Retained Earnings 


a. Prepare a three-year schedule similar to the one above, but compare earnings per share dur- 
ing the years 2011, 2010, and 2009. (Hint: All per-share amounts in your schedule should be 
based on the number of shares outstanding after the stock dividend.) 


b. In preparing your schedule, which figure (or figures) did you have to restate? Why? Explain 
the logic behind your computation. 


04. EXERCISE 12.7 HiTech Manufacturing Company has 1,000,000 shares of $1 par value capital stock outstanding on 
Cash Dividends, January |. The following equity transactions occurred during the current year: 
stock: Digeta>: Apr. 30 Distributed additional shares of capital stock in a 2-for-1 stock split. Market price of 


EMU Siete 2S) ellis stock was $35 per share. 


June 1 Declared a cash dividend of $0.60 per share. 

July 1 Paid the $0.60 cash dividend to stockholders. 

Aug. 1 Declared a5 percent stock dividend. Market price of stock was $19 per share. 
Sept. 10 Issued shares resulting from the 5 percent stock dividend declared on August 1. 


a. Prepare journal entries to record the above transactions. 

b. Compute the number of shares of capital stock outstanding at year-end. 

c. What is the par value per share of HiTech Manufacturing stock at the end of the year? 

d. Determine the effect of each of the following on total stockholders’ equity: stock split, decla- 
ration and payment of a cash dividend, declaration and distribution of a stock dividend. (Your 
answers should be either increase, decrease, or no effect.) 

104. EXERCISE 12.8 Express, Inc., has a total of 80,000 shares of common stock outstanding and no preferred stock. 
Effect of Stock Total stockholders’ equity at the end of the current year amounts to $5 million and the market value 
Dividends on Stock of the stock is $66 per share. At year-end, the company declares a 10 percent stock dividend—one 
Price share for each 10 shares held. If all parties concerned clearly recognize the nature of the stock 


dividend, what should you expect the market price per share of the common stock to be on the 
ex-dividend date? 


08 EXERCISE 12.9 Five events pertaining to Lubbock Manufacturing Co. are described below. 
Reporting the Effects 
of Transactions 


Declared and paid a cash dividend. 
Issued a 10 percent stock dividend. 
Issued a 2-for-1 stock split. 
Purchased treasury stock. 


SSeS. 


Reissued the treasury stock at a price greater than the purchase price. 


Indicate the immediate effects of the events on the financial measurements in the four columnar 
headings listed below. Use the code letters I for increase, D for decrease, and NE for no effect. 


Net Cash Flow 


Current Stockholders’ Net (from any 
Event Assets Equity Income source) 
L02 EXERCISE 12.10 Explain the immediate effects, if any, of each of the following transactions on a company’s earn- 
Effects of Various ings per share: 
04 Transactions on a. Split the common stock 3-for-1. 


punings pel Stare Realized a gain from the sale of a discontinued operation. 


Declared and paid a cash dividend on common stock. 
Declared and distributed a stock dividend on common stock. 


ome 


Acquired several thousand shares of treasury stock. 


Exercises 


Ol EXERCISE 12.11 


Where to Find 
L05 Financial Information 


LO8 


L07 EXERCISE 12.12 


Comprehensive 
Income 


L044. EXERCISE 12.13 


Cash and Stock 
Dividends 


L03 EXERCISE 12.14 
EPS and Dividends 

LO5 Using Home Depot, 
Inc., Financial 
Statements 
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You have now learned about the following financial statements issued by corporations: balance 
sheet, income statement, statement of retained earnings, statement of stockholders’ equity, and 
statement of cash flows. Listed below are various items frequently of interest to a corporation’s 
owners, potential investors, and creditors, among others. You are to specify which of the above 
corporate financial statements, if any, reports the desired information. If the listed item is not 
reported in any formal financial statement issued by a corporation, indicate an appropriate source 
for the desired information. 

a. Number of shares of stock outstanding as of year-end. 

Total dollar amount of cash dividends declared during the current year. 

Market value per share at balance sheet date. 

Cumulative dollar effect of an accounting error made in a previous year. 

Detailed disclosure of why the number of shares of stock outstanding at the end of the cur- 
rent year is greater than the number of shares of stock outstanding at the end of the prior 
year. 

Earnings per share of common stock. 


Book value per share. 


Soo ps 


Price-earnings (p/e) ratio. 


he 
. 


The total amount the corporation paid to buy back shares of its own stock, which it now 
holds. 


Minor, Inc., had revenue of $572,000 and expenses (other than income taxes) of $282,000 for the 
current year. The company is subject to a 35 percent income tax rate. In addition, available-for-sale 
investments, which were purchased for $17,500 early in the year, had a market value at the end of 
the year of $19,200. 


a. Determine the amount of Minor’s net income for the year. 
b. Determine the amount of Minor’s comprehensive income for the year. 


c. How would your answers to parts a and b differ if the market value of Minor’s investments at 
the end of the year had been $14,200? 


Kosmier Company has outstanding 500,000 shares of $50 par value common stock that originally 
sold for $60 per share. During the three most recent years, the company carried out the following 
activities in the order presented: declared and distributed a 10 percent stock dividend, declared and 
paid a cash dividend of $1 per share, declared and distributed a 2-for-1 stock split, and declared 
and paid a $0.60 per share cash dividend. 


a. Determine the number of shares of stock outstanding after the four transactions described 
above. 


b. Determine the amount of cash that the company paid in the four transactions described 
above. 


c. If you were a stockholder who held 100 shares of stock that you purchased four years ago 
when the market value of the shares was $65, how many shares would you own after the four 
transactions described above? If the market value of the stock was $40 after the four transac- 
tions, would you be better or worse off than before the four transactions? 


Home Depot, Inc.’s income statements for 2007, 2008, and 2009 show basic earnings per share 
of $2.38, $1.34, and $1.58, respectively. Diluted earnings per share figures are slightly lower than 
these numbers, indicating the impact of potential capital stock activity that could reduce earnings 
per share for current stockholders. 

The company paid cash dividends of $0.90 per share in each of 2007, 2008, and 2009. 


a. Why do you think Home Depot is paying out only about 38 percent to 67 percent of its net 
income to stockholders in the form of cash dividends? 


b. If you were an investor in Home Depot’s stock, would you be unhappy because your dividends 
represented such a small percentage of the company’s net income? 
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LO8 


L01 


L02 


L01 


L02 


LOS 


LOG 


EXERCISE 12.15 


Analysis of Stock 
Information using 
Home Depot, Inc., 
Financial Statements 


PROBLEM 12.1A 
Reporting Unusual 
Events; Using 
Predictive Subtotals 


PROBLEM 12.2A 


Format of an Income 
Statement anda 
Statement of Retained 
Earnings 
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Use the financial statements of Home Depot, Inc., in Appendix A of this text to answer these 
questions: 


a. 


Study the income statements of Home Depot, Inc., for the three years ending on or about 
February 1, 2010, 2009, and 2008. Do these statements include any irregular items that might 
affect your use of the information to project future earnings? 


Review the stockholders’ equity section of the company’s balance sheet at January 31, 2010. 
What type of capital stock is in the capital structure, and how many shares are authorized, 
issued, and outstanding, and held in treasury on that date? 


Locate the statement of stockholders’ equity and comprehensive income. What treasury stock 
transactions has Home Depot engaged in during the three-year period presented? Has any 
additional stock (other than treasury stock) been issued during the period reported? If so, what 
were the circumstances in which that stock was issued? 


Problem Set A a connect 


[ACCOUNTING 


Atlantic Airlines operated both an airline and several motels located near airports. During the 
year just ended, all motel operations were discontinued and the following operating results were 
reported: 


Continuing operations (airline): 


INGESAIES > o2.de acts comme cake oh cena h eee een nee tee aw $55,120,000 

Costs and expenses (including income taxes on continuing operations) ... . 43,320,000 
Other data: 

Operating income from motels (net of income tax) .................0..0. 864,000 

Gain on sale of motels (net of income tax) .................0.000000-, 4,956,000 

Extraordinary loss (net of income tax benefit)..................0.0.0.0. 3,360,000 


The extraordinary loss resulted from the destruction of an airliner by an earthquake. Atlantic Air- 
lines had 1,000,000 shares of capital stock outstanding throughout the year. 


Instructions 


a. 


b. 


Prepare a condensed income statement, including proper presentation of the discontinued 
motel operations and the extraordinary loss. Include all appropriate earnings per share figures. 


Assume that you expect the profitability of Atlantic Airlines operations to decline by 5 percent 


next year, and the profitability of the motels to decline by 10 percent. What is your estimate of 
the company’s net earnings per share next year? 


The following data relate to the operations of Slick Software, Inc., during 2011. 


Continuing operations: 


INGE SAGES! aioe oe Aedeacgietedincten Sew, 5s hee hearared oak edna Beach rapes weet a Bee He $19,850,000 
Costs and expenses (including applicable income tax) ................. 16,900,000 
Other data: 

Operating income during 2011 on segment of the business 

discontinued near year-end (net of income tax) ..................... 140,000 
Loss on disposal of discontinued segment (net of income 

LAX IDOMOTE) = 2, ose. acs ary iains up eicdGig) Sw greed sid & ean Guhl eenaes a Sipe cy lan an does ik Helden 550,000 
Extraordinary loss (net of income tax benefit) ...................0.0.. 900,000 
Prior period adjustment (increase in 2010 depreciation 

expense, net of income tax benefit) ..................0.0.0.-000-. 350,000 


Cash dividends declared .......... 0.00 eee eee eens 950,000 


Problem Set A 


L01 


L02 


L05 


LOG 


PROBLEM 12.3A 
Reporting 

Unusual Events: 

A Comprehensive 
Problem 
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Instructions 


a. 


Prepare a condensed income statement for 2011, including earnings per share figures. Slick 
Software, Inc., had 200,000 shares of $1 par value common stock and 80,000 shares of $6.25, 
$100 par value preferred stock outstanding throughout the year. 


Prepare a statement of retained earnings for the year ended December 31, 2011. As originally 
reported, retained earnings at December 31, 2010, amounted to $7,285,000. 


Compute the amount of cash dividend per share of common stock declared by the board of 
directors for 2011. Assume no dividends in arrears on the preferred stock. 


Assume that 2012 earnings per share is a single figure and amounts to $8.00. Assume also that 
there are no changes in outstanding common or preferred stock in 2012. Do you consider the 
$8.00 earnings per share figure in 2012 to be a favorable or unfavorable statistic in comparison 
with 2011 performance? Explain. 


The income statement below was prepared by a new and inexperienced employee in the accounting 
department of Phoenix, Inc., a business organized as a corporation. 


PHOENIX, INC. 
INCOME STATEMENT 


FOR THE YEAR ENDED DECEMBER 31, 2011 


Net sales’ s45.00.20c20daeadte ted peered ga ated pages $10,800,000 
Gain on sale of treasury stock ................0.0.0.0000. 62,000 


Excess of issuance price over par value of 
CAD ITAL STOCK? <aincose cin. Guarani bt Aiakaetecested eects buauniddeaenctnbecadstubek 510,000 


Prior period adjustment (net of income tax) ................. 60,000 
Extraordinary gain (net of income tax) ..................... 36,000 

TOtal revenue: 2.322 os Kehanwh bed eed aed eased ka $11,468,000 
Less: 

Cost of goods sold .......... eee eee eee $6,000,000 

Selling expenses ......... 0.0.0.2 cece eee 1,104,000 

General and administrative expenses ................... 1,896,000 

Loss from settlement of litigation ....................... 24,000 

Income tax on continuing operations .................... 720,000 


Operating loss on discontinued operations 
(net of income tax benefit) .............0.0.0.0.000000. 252,000 


Loss on disposal of discontinued operations 
(net of income tax benefit) .............0...0.0.000000. 420,000 


Dividends declared on common stock.............0000000 350,000 
Total costs and expenses ................... 0000002000. 10,766,000 
INGUINCOME ys iS ees ittis oe boise cond a Ana deh tava ode d Bape ek $ 702,000 


Instructions 


a. 


Prepare a corrected income statement for the year ended December 31, 2011, using the format 
illustrated in Exhibit 12—2. Include at the bottom of your income statement all appropriate 
earnings-per-share figures. Assume that throughout the year the company had outstanding a 
weighted average of 180,000 shares of a single class of capital stock. 


Prepare a statement of retained earnings for 2011. (As originally reported, retained earnings at 
December 31, 2010, amounted to $2,175,000.) 


What does the $62,000 “gain on sale of treasury stock” represent? How would you report this 
item in Phoenix’s financial statements at December 31, 2011? 
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L044 PROBLEM 12.4A At the beginning of the year, Albers, Inc., has total stockholders’ equity of $840,000 and 40,000 
Effects of Stock outstanding shares of a single class of capital stock. During the year, the corporation completes the 
Dividends, Stock following transactions affecting its stockholders’ equity accounts: 


Splits, and Treasury 


Sao aranesouons Jan. 10 A5 percent stock dividend is declared and distributed. (Market price, $20 per share.) 


Mar. 15 The corporation acquires 2,000 shares of its own capital stock at a cost of $21.00 per 
eXcel share. 
May 30 All. 2,000 shares of the treasury stock are reissued at a price of $31.50 per share. 
July 31 = The capital stock is split 2-for-1. 
Dec. 15 The board of directors declares a cash dividend of $1.10 per share, payable on 
January 15. 
Dec. 31 Net income of $525,000 is reported for the year ended December 31. 


Instructions 

Compute the amount of total stockholders’ equity, the number of shares of capital stock outstand- 
ing, and the book value per share following each successive transaction. Organize your solution 
as a three-column schedule with these separate column headings: (1) Total Stockholders’ Equity, 
(2) Number of Shares Outstanding, and (3) Book Value per Share. 


L044 PROBLEM 12.5A A summary of the transactions affecting the stockholders’ equity of Strait Corporation during the 


Preparing a Statement current year follows: 


of Stockholders’ 
LO8 


Equity 
eXcel Prior period adjustment (net of income tax benefit) ....................0... $ (80,000) 
Issuance of common stock: 10,000 shares of $10 par value 
capital stock at $34 per share... 2.1... ee eee 340,000 
Declaration and distribution of 5% stock dividend (6,000 shares, 
market price $36 per Share) ........... 00.0 cece cette eee eee (216,000) 
Purchased 1,000 shares of treasury stock at $35 ..............0200 ee eaee (35,000) 
Reissued 500 shares of treasury stock at a price of $36 pershare ........... 18,000 
NeLINCOMG ccc. 0d see need on eee dewatered ane ed ddadel ages 845,000 
Cash dividends declared .......... 0.0 cece ete (142,700) 


Note: Parentheses (_ ) indicate a reduction in stockholders’ equity. 


Instructions 


a. Prepare a statement of stockholders’ equity for the year. Use these column headings and 
beginning balances. (Notice that all additional paid-in capital accounts are combined into a 
single column.) 


Total 
Additional Stock- 
Capital Stock Paid-in Retained Treasury holders’ 
($10 par value) Capital Earnings Stock Equity 
Balances, 
Jan. 1 $1,100,000 $1,765,000 $950,000 $-0- $3,815,000 


b. What was the overall effect on total stockholders’ equity of the 5 percent stock dividend 
of 6,000 shares? What was the overall effect on total stockholders’ equity of the cash divi- 
dends declared? Do these two events have the same impact on stockholders’ equity? Why 
or why not? 
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04 PROBLEM 12.6A At the beginning of 2011, Thompson Service, Inc., showed the following amounts in the stock- 
Recording Stock holders’ equity section of its balance sheet: 
Dividends and 


LOB Treasury Stock 
Transactions Stockholders’ equity: 
Capital stock, $1 par value, 500,000 shares authorized, 
382,000 issued and outstanding...............-.0 00 cece eee eee $ 382,000 
Additional paid-in capital: capital stock........... 0000.00.00. eee ee eee 4,202,000 
Total paid-in capital... 2... cette ee $4,584,000 
Retained earnings) ..ccc.cc epee ees ca es Gb ae Bate sd edaie eee dees 2,704,600 
Total stockholders’ equity .... 2.2... 2.0... eee ees $7,288,600 
The transactions relating to stockholders’ equity during the year are as follows: 
Jan. 3 Declared a dividend of $1 per share to stockholders of record on January 31, payable 
on February 15. 

Feb. 15 Paid the cash dividend declared on January 3. 

Apr. 12 The corporation purchased 6,000 shares of its own capital stock at a price of $40 per 

share. 

May 9 Reissued 4,000 shares of the treasury stock at a price of $44 per share. 

June 1 Declared a5 percent stock dividend to stockholders of record at June 15, to be 

distributed on June 30. The market price of the stock at June 1 was $42 per share. 
(The 2,000 shares remaining in the treasury do not participate in the stock dividend.) 

June 30 Distributed the stock dividend declared on June 1. 

Aug. 4 Reissued 600 of the 2,000 remaining shares of treasury stock at a price of $37 per 

share. 

Dec. 31 The Income Summary account, showing net income for the year of $1,928,000, was 

closed into the Retained Earnings account. 

Dec. 31 The $382,000 balance in the Dividends account was closed into the Retained Earnings 

account. 

Instructions 

a. Prepare in general journal form the entries to record the above transactions. 

b. Prepare the stockholders’ equity section of the balance sheet at December 31, 2011. Use the 
format illustrated in Exhibit 12—6. Include a supporting schedule showing your computation 
of retained earnings at that date. 

c. Compute the maximum cash dividend per share that legally could be declared at December 
31, 2011, without impairing the paid-in capital of Thompson Service. (Hint: The availability 
of retained earnings for dividends is restricted by the cost of treasury stock owned.) 

L08. PROBLEM 12.7A Tech Process, Inc., manufactures a variety of computer peripherals, such as tape drives and print- 
Effects of ers. Listed below are five events that occurred during the current year. 
Tansee 1. Declared a $1.00 per share cash dividend. 
2. Paid the cash dividend. 
3. Purchased 1,000 shares of treasury stock for $20.00 per share. 
4. Reissued 500 shares of the treasury stock at a price of $18.00 per share. 
5. Declared a 15 percent stock dividend. 


Instructions 


a. Indicate the effects of each of these events on the financial measurements listed in the four 
columnar headings listed below. Use the following code letters: I for increase, D for decrease, 
and NE for no effect 
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Net Cash Flow 
Current Stockholders’ Net (from any 
Event Assets Equity Income source) 


b. For each event, explain the reasoning behind your answers. Be prepared to explain this reason- 
ing in class. 


1044 PROBLEM 12.8A The Mandella family decided early in 2010 to incorporate their family-owned vineyards under the 
Preparing the name Mandella Corporation. The corporation was authorized to issue 500,000 shares of a single 
Stockholders’ class of $10 par value capital stock. Presented below is the information necessary to prepare the 

Los Equity Section: stockholders’ equity section of the company’s balance sheet at the end of 2010 and at the end of 
A Challenging Case 2011. 


2010. In January the corporation issued to members of the Mandella family 150,000 shares 
of capital stock in exchange for cash and other assets used in the operation of the vineyards. 
The fair market value of these assets indicated an issue price of $30 per share. In December, 
Joe Mandella died, and the corporation purchased 10,000 shares of its own capital stock from 
his estate at $34 per share. Because of the large cash outlay to acquire this treasury stock, the 
directors decided not to declare cash dividends in 2010 and instead declared a 10 percent stock 
dividend to be distributed in January 2011. The stock price at the declaration date was $35 per 
share. (The treasury shares do not participate in the stock dividend.) Net income for 2010 was 
$940,000. 

2011. In January the corporation distributed the stock dividend declared in 2010, and in Febru- 
ary, the 10,000 treasury shares were sold to Maria Mandella at $39 per share. In June, the capital 
stock was split 2-for-1. (Approval was obtained to increase the authorized number of shares to 
1 million.) On December 15, the directors declared a cash dividend of $2 per share, payable in 
January 2012. Net income for 2011 was $1,080,000. 


Instructions 


Using the format illustrated in Exhibit 12—6, prepare the stockholders’ equity section of the bal- 
ance sheet at: 


a. December 31, 2010. 
b. December 31, 2011. 


Show any necessary computations in supporting schedules. 


01 PROBLEM 12.9A The following information is excerpted from the financial statements in a recent annual report of 
Format of an Income Esper Corporation. (Dollar figures and shares of stock are in thousands.) 

Loz Statement; EPS 
Extraordinary loss on extinguishment of debt ....................0.000000. $ (8,490) 
Loss from: continuing operations ss s.c008s6ede vise sera Lew ealeg ed wa oe $(16,026) 
Income from discontinued operations ............ 000.0 c eee eee $ 6,215 
Preferred stock dividend requirements ................. 0 0c e eee eee eee eee $ (2,778) 
Weighted-average number of shares of common stock outstanding ........... 39,739 


Instructions 


a. Rearrange the items to present in good form the last portion of the income statement for Esper 
Corporation, beginning with “Loss from continuing operations.” 


b. Calculate the amount of net loss per share for the period. (Do not calculate per-share amounts 
for subtotals, such as income from continuing operations, loss before extraordinary items, etc. 
You are required to compute only a single earnings per share amount.) 
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L01 


LO2 


L01 


LO2 


L05 


LOG 


PROBLEM 12.1B Pacific Airlines operated both an airline and several rental car operations located near airports. 
Reporting Unusual During the year just ended, all rental car operations were discontinued and the following operating 
Events: Using results were reported: 


Predictive Subtotals 


Continuing operations (airline): 


INGE SAIS scien ain ahs, fa shag shan Se cols Gllgec com chee tide aunns Sgtmun & Badeintennenes oun shee $61,440,000 

Costs and expenses (including income taxes on continuing operations) .... 53,980,000 
Other data: 

Operating income from car rentals (net of income tax) .................. 670,000 

Gain on sale of rental car business (net of income tax) ................. 4,330,000 

Extraordinary loss (net of income tax benefit) ...............0...0.0.. 3,120,000 


The extraordinary loss resulted from the destruction of an airliner by terrorists. Pacific Airlines had 
4,000,000 shares of capital stock outstanding throughout the year. 


Instructions 


a. Prepare a condensed income statement, including proper presentation of the discontinued 
rental car operations and the extraordinary loss. Include all appropriate earnings per share 
figures. 


b. Assume that you expect the profitability of Pacific’s airline operations to decline by 10 percent 
next year and the profitability of the rental car operation to decline by 10 percent. What is your 
estimate of the company’s net earnings per share next year? 


PROBLEM 12.2B Shown below are data relating to the operations of Beach, Inc., during 2011. 


Format of an Income 
Statement and a 


Statement of Retained Continuing operations: 
Earnings NGRSAIES. aiid cic r aise stecdee une amen a Wands face oR mena enna tnenntind alate aad $37,400,000 
Costs and expenses (including applicable income taxes) ............... 21,500,000 
Other data: 
Operating income during 2011 on segment of the business 
discontinued near year-end (net of income taxes) .................-. 205,000 
Loss on disposal of discontinued segment (net of income 
tax: DENCH) «ch. tho NGS Oe van shag phd de eae bana oo 510,000 
Extraordinary loss (net of income tax benefit) .................0.0.0.. 930,000 
Prior period adjustment (increase in 2010 amortization 
expense, net of income tax benefit) ................. 0.020002 ee eee 310,000 
Cash dividends declared .......... 0.0... cece eens 2,000,000 


Instructions 


a. Prepare a condensed income statement for 2011, including earnings per share statistics. Beach, 
Inc., had 200,000 shares of $1 par value common stock and 100,000 shares of $6, $100 par 
value preferred stock outstanding throughout the year. 

b. Prepare a statement of retained earnings for the year ended December 31, 2011. As originally 
reported, retained earnings at December 31, 2010, amounted to $10,700,000. 


c. Compute the amount of cash dividend per share of common stock declared by the board of 
directors for 2011. Assume no dividends in arrears on the preferred stock. 
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d. Assume that 2012 earnings per share is a single figure and amounts to $75. Assume also that 
there are no changes in outstanding common or preferred stock in 2012. Do you consider the 
$75 earnings per share figure in 2012 to be a favorable or unfavorable statistic in comparison 
with 2011 performance? Explain. 


L01 PROBLEM 12.3B The income statement below was prepared by a new and inexperienced employee in the accounting 
Reporting department of Dexter, Inc., a business organized as a corporation: 
Loz Unusual Events: 


A Comprehensive 


Problem DEXTER, INC. 
L05 INCOME STATEMENT 
FOR THE YEAR ENDED DECEMBER 31, 2011 
LOG NGUSAIES inde ite itae tad ad behead Abt ad deeds $10,200,000 
Gain on sale of treasury stock ..................0.0.0000. 56,000 
Excess of issuance price over par value of 
Capital StOCK inca acc k ne thd ea Laas ee tteed BAe ae 710,000 
Prior period adjustment (net of income tax) ................. 80,000 
Extraordinary gain (net of income tax) ..................... 110,000 
Total TEVENUG 22.6.0 eee eee eke eee eee whee $11,156,000 
Less: 
Cost of goods sold ..... 0... . cece eee eee eee $4,000,000 
Selling expenses ......... 0.0.0.0 eee eee 1,050,000 
General and administrative expenses ................... 840,000 
Loss from settlement of litigation ....................... 10,000 
Income tax on continuing operations .................... 612,000 
Operating loss on discontinued operations 
(net of income tax benefit) ...............0...000000. 180,000 
Loss on disposal of discontinued operations 
(net of income tax benefit) .............0.0.....0000. 240,000 
Dividends declared on common stock ................... 300,000 
Total costs and expenses ....................0.000-000. 7,232,000 
NGtiNCOMGs..c.0:¢ accede teed entered eho aa eee $ 3,924,000 


Instructions 


a. Prepare a corrected income statement for the year ended December 31, 2011, using the format 
illustrated in Exhibit 12—2. Include at the bottom of your income statement all appropriate 
earnings per share figures. Assume that throughout the year the company had outstanding a 
weighted average of 500,000 shares of a single class of capital stock. 


b. Prepare a statement of retained earnings for 2011. (As originally reported, retained earnings at 
December 31, 2010, amount to $3,200,000.) 


c. What does the $56,000 “Gain on sale of treasury stock” represent? How would you report this 
item in Dexter’s financial statements at December 31, 2011? 


1044 PROBLEM 12.4B At the beginning of the year, Jessel, Inc., has total stockholders’ equity of $600,000 and 20,000 
Effects of Stock outstanding shares of a single class of capital stock. During the year, the corporation completes the 
Dividends, Stock following transactions affecting its stockholders’ equity accounts: 

Splits, and Treasury Jan.16 A 5 percent stock dividend is declared and distributed. (Market price, $50 per share.) 
eter Micusseuciis Feb. 9 The corporation acquires 300 shares of its own capital stock at a cost of $55 per share. 


Mar. 3 All 300 shares of the treasury stock are reissued at a price of $65 per share. 

Jul. 5 The capital stock is split 2-for-1. 

Nov. 22 The board of directors declares a cash dividend of $6 per share, payable on January 22. 
Dec. 31 Net income of $87,000 is reported for the year ended December 31. 
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Instructions 

Compute the amount of total stockholders’ equity, the number of shares of capital stock outstand- 
ing, and the book value per share following each successive transaction. Organize your solution as 
a three-column schedule with these separate column headings: (1) “Total Stockholders’ Equity,” 
(2) “Number of Shares Outstanding,” and (3) “Book Value per Share.” 


The following is a summary of the transactions affecting the stockholders’ equity of Dry Wall, Inc., 
during the current year: 


Prior period adjustment (net of income tax benefit) ..................0.0.. $ (47,000) 
Issuance of common stock: 20,000 shares of $1 par value 

capital stock at $15 pershare .... 0... 0... cece eee eee 300,000 
Declaration and distribution of 10% stock dividend (15,000 shares, 

market price $17 pershare) 2... 60... cece tee eee 255,000* 
Purchased 3,000 shares of treasury stock at $16 ..............0.000 eee (48,000) 
Reissued 1,000 shares of treasury stock at a price of $18 pershare ......... 18,000 
NGL INCOMOG 2:22 2.5.25, etnececnt Dideod aipustncentae bee hay hutibigon h emtneta) af Shales unison a emda ee 1,200,000 
Cash dividends declared ($1 per share) ..........0 00000 ccc eee eee eee eee (163,000) 


Note: Parentheses ( ) indicate a reduction in stockholders’ equity. Asterisk * indicates no change in total shareholders’ equity. 


Instructions 


a. Prepare a statement of stockholders’ equity for the year. Use the column headings and begin- 
ning balances shown below. (Notice that all additional paid-in capital accounts are combined 
into a single column.) 


Additional Total 
Capital Stock Paid-in Retained Treasury Stockholders’ 
($1 par value) Capital Earnings Stock Equity 
Balances, 
Jan. 1 $130,000 $1,170,000 $1,400,000 —0- $2,700,000 


b. What was the overall effect on total stockholders’ equity of the 10 percent stock dividend 
of 15,000 shares? What was the overall effect on total stockholders’ equity of the cash divi- 
dends declared? Do these two events have the same impact on stockholders’ equity? Why or 
why not? 


At the beginning of 2011, Greene, Inc., showed the following amounts in the stockholders’ equity 
section of its balance sheet: 


Stockholders’ equity: 
Capital stock, $1 par value, 1,000,000 shares authorized, 


560,000 issued and outstanding ..............0 00 cece ec e ee $ 560,000 
Additional paid-in capital: capital stock ............0. 0... 4,480,000 
Total paid-in:capital 226260 c. 24940 daa hd we Peres heehee weeds 4 5,040,000 
Retained CarmingS: .:i:20ieier eeed ee ih ddd das Ladies boo tdeh ganna 4 3,000,000 


Total stockholders’ equity ........ 0.0... 0c eee $8,040,000 
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PROBLEM 12.7B 


Effects of 
Transactions 


PROBLEM 12.8B 


Preparing the 
Stockholders’ Equity 
Section: A Challenging 
Case 


Chapter 12 Income and Changes in Retained Earnings 


The transactions relating to stockholders’ equity during the year are as follows: 


Jan. 5 Declared a dividend of $1 per share to stockholders of record on January 31, payable 
on February 18. 


Feb. 18 Paid the cash dividend declared on January 5. 


Apr. 20 The corporation purchased 1,000 shares of its own capital stock at a price of $10 per 
share. 


May 25 __ Reissued 500 shares of the treasury stock at a price of $12 per share. 


June 15 Declared a 5 percent stock dividend to stockholders of record at June 22, to be dis- 
tributed on June 30. The market price of the stock at June 15 was $11 per share. 
(The 500 shares remaining in the treasury do not participate in the stock dividend.) 


June 30 Distributed the stock dividend declared on June 15. 


Aug. 12 Reissued 300 of the 500 remaining shares of treasury stock at a price of $9.75 per 
share. 


Dec. 31 The Income Summary account, showing net income for the year of $1,750,000, was 
closed into the Retained Earnings account. 


Dec. 31 The $560,000 balance in the Dividends account was closed into the Retained Earnings 
account. 


Instructions 


a. Prepare in general journal form the entries to record the above transactions. 


b. Prepare the stockholders’ equity section of the balance sheet at December 31, 2011. Use the 
format illustrated in Exhibit 12-6. Include a supporting schedule showing your computation 
of retained earnings at that date. 


c. Compute the maximum cash dividend per share that legally could be declared at December 31, 
2011, without impairing the paid-in capital of Greene, Inc. (Hint: The availability of retained 
earnings for dividends is restricted by the cost of treasury stock owned.) 


Hot Water, Inc., manufactures a variety of dry cleaning equipment. Listed below are five events 
that occurred during the current year: 


1. Declared a $5 per share cash dividend. 

. Paid the cash dividend. 

. Purchased 1,000 shares of treasury stock for $37 per share. 

. Reissued 600 shares of the treasury stock at a price of $36 per share. 


an bk WwW N 


. Declared a 5 percent stock dividend. 


Instructions 


a. Indicate the effects of each of these events on the financial measurements listed in the four 
column headings listed below. Use the following code letters: I for increase, D for decrease, 
and NE for no effect. 


Net Cash Flow 
Current Stockholders’ Net (from any 
Event Assets Equity Income source) 


b. For each event, explain the reasoning behind your answers. Be prepared to explain this reason- 
ing in class. 


The Adams family decided early in 2010 to incorporate their family-owned farm under the 
name Adams Corporation. The corporation was authorized to issue 100,000 shares of a single 
class of $1 par value capital stock. Presented below is the information necessary to prepare the 
stockholders’ equity section of the company’s balance sheet at the end of 2010 and at the end 
of 2011. 
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2010. In January the corporation issued to members of the Adams family 20,000 shares of 
capital stock in exchange for cash and other assets used in the operation of the farm. The fair mar- 
ket value of these assets indicated an issue price of $25 per share. In December, George Adams 
died and the corporation purchased 4,000 shares of its own capital stock from his estate at $30 per 
share. Because of the large cash outlay to acquire this treasury stock, the directors decided not to 
declare cash dividends in 2010 and instead declared a 10 percent stock dividend to be distributed 
in January 2011. The stock price at the declaration date was $31 per share. (The treasury shares do 
not participate in the stock dividend.) Net income for 2010 was $850,000. 

2011. In January the corporation distributed the stock dividend declared in 2010, and in February, 
the 4,000 treasury shares were sold to Joan Adams at $35 per share. In June, the capital stock was 
split 2-for-1. (Approval was obtained to increase the authorized number of shares to 200,000.) On 
December 11, the directors declared a cash dividend of $1 per share, payable in January 2012. Net 
income for 2011 was $810,000. 


Instructions 


Using the format illustrated in Exhibit 12-6, prepare the stockholders’ equity section of the bal- 
ance sheet at: 


a. December 31, 2010. 
b. December 31, 2011. 


Show any necessary computations in supporting schedules. 


L01 PROBLEM 12.9B The following information is excerpted from the financial statements in a recent annual report of 
Format of an Income Blue Jay Manufacturing Corporation. (Dollar figures and shares of stock are in thousands.) 

102 Statement EPS a 
Extraordinary loss on extinguishment of debt ..................0.0.0.0000. $ (8,750) 
Loss from continuing operations .............. 00... (19,470) 
Income from discontinued operations ............. 0.0000. 12,000 
Preferred stock dividend requirements ............... 0.000. e cece eee eee (3,100) 
Weighted-average number of shares of common stock outstanding............ 10,000 


Instructions 


a. Rearrange the items to present in good form the last portion of the income statement for Blue 
Jay Manufacturing Corporation, beginning with “Loss from continuing operations.” 

b. Calculate the amount of net loss per share for the period. (Do not calculate per-share amounts 
for subtotals, such as income from continuing operations, loss before extraordinary items, and 
so forth. You are required to compute only a single earnings per share amount.) 


Critical Thinking Cases 


Loi CASE 12.1 The following events were reported in the financial statements of large, publicly owned 
What's This? corporations: 

a. Atlantic Richfield Company (ARCO), previously a separate company that is now owned by 
BP America, sold or abandoned the entire noncoal minerals segment of its operations. In the 
year of disposal, this segment had an operating loss. ARCO also incurred a loss of $514 million 
on disposal of its noncoal minerals segment of the business. 

b. American Airlines increased the estimated useful life used in computing depreciation on 
its aircraft. If the new estimated life had always been in use, the net income reported in prior 
years would have been substantially higher. 

c. Union Carbide Corp. sustained a large loss as a result of the explosion of a chemical plant. 


Georgia-Pacific Corporation realized a $10 million gain as a result of condemnation proceed- 
ings in which a governmental agency purchased assets from the company in a “forced sale.” 


Instructions 


Indicate whether each event should be classified as a discontinued operation, or an extraordinary 
item, or included among the revenue and expenses of normal and recurring business operations. 
Briefly explain your reasons for each answer. 
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Jackson Publishing, Inc. (JPI), publishes two newspapers and, until recently, owned a professional 
baseball team. The baseball team had been losing money for several years and was sold at the end 
of 2011 to a group of investors who plan to move it to a larger city. Also in 2011, JPI suffered an 
extraordinary loss when its Raytown printing plant was damaged by a tornado. The damage has 
since been repaired. A condensed income statement follows: 


JACKSON PUBLISHING, INC. 


INCOME STATEMENT 
FOR THE YEAR ENDED DECEMBER 31, 2011 


Net revenue .. 0... ee eee teeta $41,000,000 
Costs and expenses ........... 0... eee eee eee 36,500,000 
Income from continuing operations ...................0.. $ 4,500,000 
Discontinued operations: 

Operating loss on baseball team ...............-0-00005 $(1,300,000) 

Gain on sale of baseball team ....................00.. 4,700,000 3,400,000 
Income before extraordinary items ...................0.. $ 7,900,000 
Extraordinary loss: 

Tornado damage to Raytown printing plant ............. (600,000) 
NELINGCOMG: 55 sia ccdaruner ars cdbadieee a ad dads Boe eee $ 7,300,000 


Instructions 


On the basis of this information, answer the following questions. Show any necessary computa- 
tions and explain your reasoning. 


a. What would JPI’s net income have been for 2011 if it had not sold the baseball team? 


b. Assume that for 2012 you expect a 7 percent increase in the profitability of JPI’s newspaper 
business but had projected a $2,000,000 operating loss for the baseball team if JPI had contin- 
ued to operate the team in 2012. What amount would you forecast as JPI’s 2012 net income if 
the company had continued to own and operate the baseball team? 


c. Given your assumptions in part b, but given that JPI did sell the baseball team in 2011, what 
would you forecast as the company’s estimated net income for 2012? 


d. Assume that the expenses of operating the baseball team in 2011 amounted to $32,200,000, 
net of any related income tax effects. What was the team’s net revenue for the year? 


For many years New York Studios has produced television shows and operated several FM radio 
stations. Late in the current year, the radio stations were sold to Times Publishing, Inc. Also dur- 
ing the current year, New York Studios sustained an extraordinary loss when one of its camera 
trucks caused an accident in an international grand prix auto race. Throughout the current year, the 
company had 3 million shares of common stock and a large quantity of convertible preferred stock 
outstanding. Earnings per share reported for the current year were as follows: 


Basic Diluted 


Earnings from continuing operations ......... 0... cece eee $8.20 $6.80 
Earnings before extraordinary items .......... 0.0.0 e eee eee $6.90 $5.50 
Net earnings: a.ntnci ciate Gad eee date ge ad Oh ne tareced $3.60 $2.20 


Instructions 


a. Briefly explain why New York Studios reports diluted earnings per share amounts as well as 
basic earnings per share. What is the purpose of showing investors the diluted figures? 


b. What was the total dollar amount of the extraordinary loss sustained by New York Studios 
during the current year? 


Critical Thinking Cases 


LO8 CASE 12.4 
Interpreting a 
Statement of 
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c. Assume that the price-earnings ratio shown in the morning newspaper for New York Studios’s 
common stock indicates that the stock is selling at a price equal to 10 times the reported earn- 
ings per share. What is the approximate market price of the stock? 


d. Assume that you expect both the revenue and expenses involved in producing television shows 
to increase by 10 percent during the coming year. What would you forecast as the company’s 
basic earnings per share for the coming year under each of the following independent assump- 
tions? (Show your computations and explain your reasoning.) 


1. None of the convertible preferred stock is converted into common stock during the com- 
ing year. 

2. All of the convertible preferred stock is converted into common stock at the beginning of 
the coming year. 


The following information has been excerpted from the statement of stockholders’ equity included 
in a recent annual report of Thompson Supply Company. (Dollar figures are in millions.) 


Additional 
Common Stock Paid-in Retained Treasury Stock 
Shares Amount Capital Earnings Shares Amount 

Balances, begin- 

ning of year 82,550,000 $425.0 $29.5 $ 950.2 4,562,500 $(135.9) 
Net income 200.0 
Cash dividends 

declared on 

common stock (95.7) 
Common stock 

issued for 

stock option 

plans (1.4) (601,300) 16.7 
Repurchases of 

common stock 1,235,700 (78.6) 
Balances, year- 

end 82,550,000 $425.0 $28.1 $1,054.5 5,196,900 $(197.8) 


Instructions 
Use the information about Thompson Supply to answer the following questions. 


a. How many shares of common stock are outstanding at the beginning of the year? At the end of 
the year? 

b. What was the total common stock dividend declared during the presented year? Thompson’s 
annual report disclosed that the common stock dividend during that year was $1.23 per share. 
Approximately how many shares of common stock were entitled to the $1.23 per share divi- 
dend during the year? Is this answer compatible with your answers in part a? 


c. The statement presented indicates that common stock was both issued and repurchased during 
the year, yet the number of common shares shown and the common stock amount (first and 
second columns) did not change from the beginning to the end of the year. Explain. 


d. What was the average price per share Thompson paid to acquire the treasury shares held at the 
beginning of the year? 


e. Was the aggregate issue price of the 601,300 treasury shares issued during the year for stock 
option plans higher or lower than the cost Thompson paid to acquire those treasury shares? 
(Hint: Analyze the impact on Additional Paid-in Capital.) 


f. What was the average purchase price per share paid by Thompson to acquire treasury shares 
during the current year? 


g. In its annual report, Thompson disclosed that the (weighted) average number of common 
shares outstanding during the year was 77,500,000. In part a above, you determined the num- 
ber of common shares outstanding as of the end of the year. Which figure is used in computing 
earnings per share? Which is used in computing book value per share? 
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Elliot-Cole is a publicly owned international corporation, with operations in over 90 countries. Net 
income has been growing at approximately 15 percent per year, and the stock consistently trades 
at about 20 times earnings. 

To attract and retain key management leadership, the company has developed a compensation 
plan in which managers receive earnings in the form of bonuses as well as opportunities to pur- 
chase shares of the company’s stock at a reduced price. In general, the higher the company’s net 
income each year, the greater the benefit to management in terms of their personal compensation. 

During the current year, political unrest and economic upheaval threatened Elliot-Cole’s busi- 
ness operations in three foreign countries. At year-end, the company’s auditors insisted that man- 
agement write off the company’s assets in these countries, stating that these assets were “severely 
impaired.” Said one corporate official, “We can’t argue with that. Each of these countries is a real 
trouble spot. We might be pulling out of these places at any time, and any assets probably would 
just be left behind.” 

Management agreed that the carrying value of Elliot-Cole’s assets in these three countries 
should be reduced to “scrap value”—which was nothing. These write-downs amounted to approxi- 
mately 18 percent of the company’s income prior to recognition of these losses. (These write- 
offs are for financial reporting purposes only; they have no effect on the company’s income tax 
obligations.) 

At the meeting with the auditors, one of Elliot-Cole’s officers states, “There’s no doubt we 
should write these assets off. But of course, this is an extraordinary loss. A loss of this size can’t be 
considered a routine matter.” 


Instructions 


a. Explain the logic behind writing down the book values of assets that are still in operation. 


b. Evaluate the officer’s statement concerning the classification of these losses. Do you agree that 
they should be classified as an extraordinary item? Explain. 


c. Explain the effect that the classification of these losses—that is, as ordinary or extraordinary— 
will have in the current period on Elliot-Cole’s: 


1. Net income. 

2. Income before extraordinary items. 

3. Income from continuing operations. 

4. Net cash flow from operating activities. 


d. Explain how the classification of these losses will affect the p/e ratio reported in newspapers 
such as The Wall Street Journal. 


e. Does management appear to have any self-interest in the classification of these losses? 
Explain. 


f. Explain how (if at all) these write-offs are likely to affect the earnings of future periods. 


g. What “ethical dilemma” confronts management in this case? 


You are a staff accountant for Pearce, Pearce, and Smith, CPAs, and have worked for several years on 
the audit of a major client of the firm, Flexcom, Inc. Flexcom sells its products in a highly competi- 
tive market and relies heavily on the careful management of inventory because of the unique nature of 
the products sold and the importance of minimizing the company’s investment in inventory. Flexcom 
sells cellular phones, personal handheld computers, and other communications devices that are par- 
ticularly sensitive to changes in consumer demands and changes in technology, which are both fre- 
quent and significant in terms of their impact on the attractiveness of Flexcom’s products to buyers. 

In the course of your work, you have noticed several trends related to inventory that interest you 
and that have caused you to explore further the underlying details. Specifically, you have deter- 
mined the following: 


e Despite sluggish sales volume, the company’s net income has steadily increased for each of 
the last three years. 


e Inventory has been increasing at a higher-than-normal rate. 


¢ The allowance to reduce inventory for obsolescence has dramatically declined during the 
last three years, going from nearly 10 percent of inventory three years ago to approximately 
2 percent at the end of the most recent year. 
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You are aware that, within Flexcom, profitability is a major factor in the evaluation of management 
and has been cited in at least two recent situations as the basis for replacing individuals in leadership 
positions. 


Instructions 


Prepare a brief report to your supervisor explaining why you are bothered by these trends and offer 
one or more explanations that may underlie what is actually going on within Flexcom. 


Lo2. INTERNET Important information concerning a company’s operating performance can be found in its income 
CASE 12.7 statement and statement of financial position (balance sheet). Using the search mechanism of your 
Analyzing choice, locate the most recent annual report of Martin Marietta Materials, Inc. and respond to 
Stockholders’ Equity the following. 
and EPS 


Instructions 


a. For the most recent day indicated, what were the highest and lowest prices at which the com- 
pany’s common stock sold? 


b. Find the company’s balance sheet and determine the following: the number of outstanding 
shares of common stock and the average price at which those shares were originally sold. 


c. What is the relationship between the current market price and the amount you have calculated 
in part b as the average price at which the stock originally sold? 


d. Find the company’s income statement and identify the trend in basic earnings per share, 
including discontinued operations. Did discontinued operations have a significant impact on 
ERS? 

e. For the most recent year, what is the average number of shares of common stock that was used 
to compute basic earnings per share? Why is that number different from the number outstand- 
ing in the company’s balance sheet? 


Internet sites are time and date sensitive. It is the purpose of these exercises to have you explore 
the Internet. You may need to use the Yahoo! search engine http://www.yahoo.com (or another 
favorite search engine) to find a company’s current Web address. 


Answers to Self-Test Questions 
1b Pas 18,6 3. d 4. a,b Saaac 
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Statement of Cash Flows 


AFTER STUDYING THIS CHAPTER, YOU SHOULD BE ABLE TO: 
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LO8 
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Explain the purposes and uses of a statement of cash flows. 

Describe how cash transactions are classified in a statement of cash flows. 

Compute the major cash flows relating to operating activities. 

Compute the cash flows relating to investing and financing activities. 

Distinguish between the direct and indirect methods of reporting operating cash flows. 
Explain why net income differs from net cash flows from operating activities. 

Compute net cash flows from operating activities using the indirect method. 

Discuss the likely effects of various business strategies on cash flows. 


Explain how a worksheet may be helpful in preparing a statement of cash flows. 


Cash is sometimes referred to as the “lifeblood” of a company, implying that 
companies require cash to be successful and to even continue to exist. Cash 
is required on a daily basis to meet current obligations and to position the 
company for future success. Cash requirements include activities as broad 
ranging as meeting payroll requirements for employees, purchasing inventory 
to meet the shopping needs of customers, repaying debt when it is due, 
paying dividends to stockholders, and from time to time expanding the 
business by acquiring plant assets or even entire other businesses. 

Cash flow is particularly important for large companies like Lowe’s as 
it continuously seeks to expand its markets. Lowe’s 2009 annual report 
includes three-year comparative statements of cash flows for 2009, 2008, 
and 2007. These statements are presented in three major categories: 
operating activities, investing activities, and financing activities. Lowe’s 
shows over $4 billion from operating cash flows for each year presented. 
This cash was used for many purposes, including major acquisitions, 
repurchasing the company’s common _ stock, paying dividends to 
stockholders, and retiring debt. 

Efficiently managing cash flows of this magnitude is an important 
responsibility of the company’s leadership and is critical for the company’s 


continued success. 
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Learning Objective 


L01 


Explain the purposes and 
uses of a statement of cash 
flows. 


Learning Objective 


L02 


Describe how cash 
transactions are classified 
in a statement of cash flows. 
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Cash flow information about a company is helpful to investors and creditors in judging 
future cash flows. If the company itself does not have strong cash flow, it is unlikely that the 
company will be in a cash position to provide strong cash flows to its investors and creditors. 
We introduced in Chapter 2 the idea of a financial statement that describes cash flows, and in 
Chapter 13 we go into greater depth regarding this important financial statement. The state- 
ment of cash flows shows how the company’s cash changed during the period and explains 
how the company managed its cash in terms of its operating, investing, and financing 
activities. 


Statement of Cash Flows 


PURPOSES OF THE STATEMENT 


The objective of a statement of cash flows is to provide information about the cash receipts 
and cash payments of a business entity during the accounting period. The term cash flows 
includes both cash receipts and payments. In a statement of cash flows, information about 
cash receipts and cash payments is classified in terms of the company’s operating activities, 
investing activities, and financing activities. The statement of cash flows assists investors, 
creditors, and others in assessing such factors as: 


¢ The company’s ability to generate positive cash flows in future periods. 
¢ The company’s ability to meet its obligations and to pay dividends. 
e The company’s need for external financing. 


¢ Reasons for differences between the amount of net income and the related net cash flows 
from operating activities. 


¢ Both the cash and noncash aspects of the company’s investment and financing transactions 
for the period. 


¢ Causes of the change in the amount of cash and cash equivalents between the beginning 
and the end of the accounting period. 


Stated simply, a statement of cash flows helps users of financial statements evaluate a com- 
pany’s ability to have sufficient cash—both on a short-run and on a long-run basis. For this 
reason, the statement of cash flows is useful to virtually everyone interested in the company’s 
financial health: short- and long-term creditors, investors, management—and both current 
and prospective competitors. 


EXAMPLE OF A STATEMENT OF CASH FLOWS 


An example of a statement of cash flows appears in Exhibit 13-1. Cash outflows are shown 
in parentheses. ! 


CLASSIFICATION OF CASH FLOWS 


The cash flows shown in the statement are presented in three major categories: (1) operating 
activities, (2) investing activities, and (3) financing activities.? We will now look briefly at 
the way cash flows are classified among these three categories. 


Operating Activities The operating activities section shows the cash effects of rev- 
enue and expense transactions. Stated another way, the operating activities section of the 
statement of cash flows includes the cash effects of those transactions reported in the continu- 
ing operations section of the income statement. To illustrate this concept, consider the effects 


' In this illustration, net cash flows from operating activities are determined by the direct method. An alternative 
approach, called the indirect method, is illustrated later in this chapter. 

2 To reconcile to the ending cash balance, “effects of changes in exchange rates on cash” is used in the 
cash flow statements of companies with foreign currency holdings. This classification, as well as other 
complexities, is discussed in more advanced accounting courses. 
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ALLISON CORPORATION Exhibit 13-1 
STATEMENT OF CASH FLOWS ALLISON CORPORATION 
FOR THE YEAR ENDED DECEMBER 31, 2011 STATEMENT OF CASH 
; aes FLOWS 
Cash flows from operating activities: 
Cashireceived tromrCuStOMmelS eeerIene een neni $ 870,000 
Interest and dividends received ............-.-.---++20--- 10,000 
Cash provided by operating activities .................... $880,000 
Cash paid to suppliers and employees ............-....--5- $(764,000) 
Intenest:paldieee cee ccsereee ect ae erate ere Seen epee ene eg (28,000) 
IMEOMOiAXES! Daler i ycuayeutedeueiatcsue uate fe renee ates tomseeuc res) eater (38,000) 
Cash disbursed for operating activities................... (830,000) 
Net cash flows from operating activities...................... $ 50,000 


Cash flows from investing activities: 


Purchases of marketable securities ................-....-. $ (65,000) 
Proceeds from sales of marketable securities ............... 40,000 
Eoansimadesto}bonOWelSmer mee seea ett n nee (17,000) 
CollectionsiomilOamsiriees resus: eesseneee orcas rites lerevcner wemey ewe eteuetetens 12,000 
Purchases of/plantiaSsetsiaa5.- ee eee ere (160,000) 
Proceeds from sales of plant assets ....................+.--- 75,000 

Net cash flows from investing activities ....................-. (115,000) 


Cash flows from financing activities: 


Proceeds from short-term borrowing. ..........-..-.-.+2++0-: $ 45,000 

Payments to settle short-term debts................+..+.-. (55,000) 

Proceeds from issuing bonds payable ..................... 100,000 

FroceedsitromilssuingicapitallStock@arenss hitter res 50,000 

Dividends! paldiixsrecqceucrnuenMearcteraiaciinnsteseiiisesdewe sens (40,000) 
Net cash flows from financing activities ...................... 100,000 
Net increase (decrease) incash ..................0.00 eee $ 35,000 
Cash and cash equivalents, Jan. 1,2011..................... 20,000 
Cash and cash equivalents, Dec. 31, 2011.................... $ 55,000 


of credit sales. Credit sales are reported in the income statement in the period when the sales 
occur. But the cash effects occur later—when the receivables are collected in cash. For many 
credit sales, cash will be received in the same financial reporting period. If these events occur 
in different accounting periods, however, the income statement and the operating activities 
section of the statement of cash flows will differ. Similar differences may exist between the 
recognition of an expense and the related cash payment. Consider, for example, the expense 
of postretirement benefits earned by employees during the current period. If this expense is 
not funded with a trustee, the cash payments may not occur for many years—after today’s 
employees have retired. 
Cash flows from operating activities include: 


Cash Receipts Cash Payments 
Collections from customers for sales of Payments to suppliers of merchandise 
goods and services and services, including payments to 
Interest and dividends received employees 
Other receipts from operations; for Payments of interest 

example, proceeds from settlement of Payments of income taxes 

litigation Other expenditures relating to operations; 


for example, payments in settlement of 
litigation 
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Notice that receipts of interest and dividends and payments of interest are classified as operat- 
ing activities, not as investing or financing activities. 


Investing Activities Cash flows relating to investing activities present the cash effects 
of transactions involving plant assets, intangible assets, and investments. They include: 


Cash Receipts Cash Payments 

Cash proceeds from selling investments and Payments to acquire investments and plant 
plant and intangible assets and intangible assets 

Cash proceeds from collecting principal Amounts advanced to borrowers 


amounts on loans 


Financin g Activities Cash flows classified as financing activities include the follow- 
ing items that result from debt and equity financing transactions: 


Cash Receipts Cash Payments 

Proceeds from both short-term and long- Repayment of amounts borrowed (excluding 
term borrowing interest payments) 

Cash received from owners (for example, Payments to owners, such as cash dividends 


from issuing stock) 


Repayment of amounts borrowed refers to repayment of /oans, not to payments made on 
accounts payable or accrued liabilities. Payments of accounts payable and of accrued liabili- 
ties are payments to suppliers of merchandise and services related to revenues and expenses 
and are classified as cash outflows from operating activities. Also, remember that all interest 
payments are classified as operating activities. 


Why Are Receipts and Payments of Interest Classified as Operating 
Activities? A case can be made that interest and dividend receipts are related to invest- 
ing activities, and that interest payments are related to financing activities. The Financial 
Accounting Standards Board (FASB) considered this point of view but decided instead to 
require companies to present interest and dividend receipts and interest payments as operat- 
ing activities. The FASB position reflects the view that cash flows from operating activities 
should include the cash effects of the revenue and expense transactions entering into the deter- 
mination of net income. Because dividend and interest revenue and interest expense enter into 
the determination of net income, the FASB decided that the related cash flows should be pre- 
sented as operating activities in the statement of cash flows. Payments of dividends, however, 
do not enter into the determination of net income. Therefore, dividend payments are classified 
as financing activities. 


INTERNATIONAL 


Both the Financial Accounting Standards Board in the United States and the International 
Accounting Standards Board require companies to present a statement of cash flows orga- 
nized into three categories: operating activities, investing activities, and financing activities. 
One difference in these two sets of financial reporting standards is the classification of 
interest received on investments and interest paid on debt financing. As you have learned 
in this chapter, the FASB requires these to be presented as part of operating cash flows. 
IASB standards, on the other hand, allow interest received to be classified as either operat- 
ing or investing and interest paid to be classified as either operating or financing. 


Preparing a Statement of Cash Flows 


Cash and Cash Equivalents For purposes of preparing a statement of cash flows, 
cash is defined as including both cash and cash equivalents. Cash equivalents are short-term, 
highly liquid investments, such as money market funds, commercial paper, and Treasury bills 
that will mature within 90 days from the acquisition date. 

If an item is determined to not be a cash equivalent, its cash flows are presented in the 
investing activities section of the statement of cash flows. The amount shown as cash and 
cash equivalents in the balance sheet must be the same as the amount shown on the statement 
of cash flows. Transfers of money between a company’s bank accounts and these cash equiva- 
lents are not viewed as cash receipts or cash payments. Money is considered cash regardless 
of whether it is held in currency, in a bank account, or in the form of cash equivalents. Interest 
received from holding cash equivalents is included in cash receipts from operating activities. 

Marketable securities, such as investments in the stocks and bonds of other companies, 
do not qualify as cash equivalents. Therefore, purchases and sales of marketable securities 
do result in cash flows that are reported in the statement of cash flows as investing activities. 

In the long run, a company must have a strategy that generates positive net cash flows 
from its operating activities if it is to be successful. A business with negative cash flows from 
operations will not be able to raise cash from other sources indefinitely. In fact, the ability 
of a business to raise cash through financing activities is highly dependent on its ability to 
generate cash from its normal business operations. Creditors and stockholders are reluctant 
to invest in a company that does not generate enough cash from operating activities to ensure 
prompt payment of maturing liabilities, interest, and dividends. 

Similarly, companies cannot expect to survive indefinitely on cash provided by investing 
activities. At some point, plant assets, investments, and other assets available for sale will be 
depleted. 


Cash versus Accrual Information The items in an income statement and a bal- 
ance sheet represent the balances of specific general ledger accounts. Notice, however, that 
the captions used in the statement of cash flows do not correspond to specific ledger accounts. 
A statement of cash flows summarizes cash transactions during the accounting period. The 
general ledger, however, is maintained on the accrual basis of accounting, not the cash basis. 
Thus an amount such as “Cash received from customers . . . $870,000” does not appear as the 
balance in a specific ledger account, but it is derived from one or more such accounts. 

In a small business, it may be practical to prepare a statement of cash flows directly 
from the special journals for cash receipts and cash payments. For most businesses, how- 
ever, it is easier to prepare the statement of cash flows by examining the income statement 
and the changes during the period in all of the balance sheet accounts except for Cash. 
This approach is based on the double-entry system of accounting; any transaction affecting 
cash must also affect some other asset, liability, or owners’ equity account.* The change 
in these other accounts determines the nature of the cash transaction, as we see in the 
example that follows. 


Preparing a Statement of Cash Flows 


Earlier in this chapter we illustrated the statement of cash flows of Allison Corporation. We will 
now show how this statement was developed from the company’s accrual-basis accounting records. 

Basically, a statement of cash flows can be prepared from the information contained in an 
income statement and comparative balance sheets at the beginning and end of the period. It is also 
necessary, however, to have some detailed information about the changes occurring during the 
period in certain balance sheet accounts. Shown in Exhibit 13—2 is Allison’s income statement, 
and in Exhibit 13-3 the firm’s comparative balance sheets for the current year are presented. 


Additional|Information An analysis of changes in the balance sheet accounts of Allison 
Corporation provides the following information about the company’s activities in the current 


3 Revenue, expenses, and dividends represent changes in owners’ equity and, therefore, may be regarded as 
owners’ equity accounts. 
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ALLISON CORPORATION 
INCOME STATEMENT 
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ALLISON CORPORATION 


INCOME STATEMENT 
FOR THE YEAR ENDED DECEMBER 31, 2011 


Revenue and gains: 


INGE Salesiate reset ces veeeanectr Nach rete et ae eee mC eE 7 e ae weer eA cae ee ee $900,000 
Dividendirevenuies exces ee seecapee one seeteye eee einye epee vermeneebener wpe tyne eee ccrsemerenr eee Gnade 3,000 
Interestinevenuiekins seeuecs setts sag ee ey nareine Steen ae ata nomen Riteeea st 8 ean anene 6,000 
(CEIMCINGELES OI EMNERSSG, cooocaananne bo oocn anna amar oenonaded nas 31,000 
otalirevenlie-andigainS: ss wrx. ec sncan er Posts me Mune seieeee cos Meanie ee $940,000 
Costs, expenses, and losses: 
Gostiofigoods’sold este nce ecen cnr e re terrane eee eee $500,000 
Operating expenses (including depreciation of $40,000) ......... 300,000 
InteneStiexDenSe te reua. orem cochees sen eyst vere eaenanteeneen ey entasy nee reneevees 35,000 
Incometax:exPenSe) fa accatacwcticns wis Hae cues casrs Se aeneienvios 36,000 
Loss on sales of marketable securities......................- 4,000 
otalicosts expenses: andiloSseSs esau seen ars onsmie ieee ae a iene 875,000 
INGHIMCOMER Raeis sence ee eareyeneny ceerehe eutieuepe custo ene ar aeuae eee ans Ho ore $ 65,000 


year. To assist in the preparation of a statement of cash flows, we have classified this information 
into the categories of operating activities, investing activities, and financing activities. 


OPERATING ACTIVITIES 


1. Accounts receivable increased by $30,000 during the year. 

2. Dividend revenue is recognized on the cash basis, but interest revenue is recognized on the 
accrual basis. Accrued interest receivable decreased by $1,000 during the year. 

3. Inventory increased by $10,000 and accounts payable increased by $15,000 during the year. 

4. During the year, short-term prepaid expenses increased by $3,000 and accrued expenses 
payable (other than for interest or income taxes) decreased by $6,000. Depreciation for the 
year amounted to $40,000. 

5. The accrued liability for interest payable increased by $7,000 during the year. 

6. The accrued liability for income taxes payable decreased by $2,000 during the year. 


INVESTING ACTIVITIES 


7. Analysis of the Marketable Securities account shows debit entries of $65,000, represent- 
ing the cost of securities purchased, and credit entries of $44,000, representing the cost of 
securities sold. (No marketable securities are classified as cash equivalents.) 

8. Analysis of the Notes Receivable account shows $17,000 in debit entries, representing 
cash loaned by Allison Corporation to borrowers during the year, and $12,000 in credit 
entries, representing collections of notes receivable. (Collections of interest were recorded 
in the Interest Revenue account and are considered cash flows from operating activities.) 

9. Allison’s plant asset accounts increased by $116,000 during the year. An analysis of the 
underlying transactions indicates the following: 


Effect on 
Plant Asset 
Accounts 
Purchased $200,000 in plant assets, paying $160,000 cash and 
issuing a long-term note payable for the $40,000 balance ................ $200,000 
Sold for $75,000 cash plant assets with a book value of $44,000............ (44,000) 
Recorded depreciation expense for the period................5:00ee ee eeee (40,000) 


Net change in plant asset controlling accounts ...................0...005. $116,000 
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ALLISON CORPORATION Exhibit 13-3 
COMPARATIVE BALANCE SHEETS ALLISON CORPORATION 
DECEMBER 31, 2011 AND 2010 BALANCE SHEETS 
2011 2010 
Assets 
Current assets: 
Cashiand) Cash Equivalents ernie eee $ 55,000 $ 20,000 
Marketable’ SecuriticS chine m.cc.ets ce secs cis va rceus ee iusto rier aasne 85,000 64,000 
Notes!Receivables: sa2a9 cacwta ue ceenun chin ne rcdesese mciese sen 17,000 12,000 
AccountsiReceivable ssi seca cs joe enn nesta 5 eon ayataeeeeecna 110,000 80,000 
‘Accrued'InterestiReceivable a. 2 esa viciemcus as or ee a ween ars nee 2,000 3,000 
INVeNtONy:c ss ces cache oe Ae SA ee 100,000 90,000 
Prepaid Expenses axeracci esis scuecomivnvncn siacete meine earn 4,000 1,000 
MotalicuunnentiaSSetSice a Aarsceees os sees eee ens Sema es $373,000 $270,000 
Plant and Equipment (net of accumulated depreciation)........ 616,000 500,000 
Motaliassetsin.par esas ee eee ee Te ee oe $989,000 $770,000 
Liabilities & Stockholders’ Equity 
Current liabilities: 
Notes! Payablei(Shont-tenm) emcee create eer eee $ 45,000 $ 55,000 
ACCOUMIS! Payal lOve clay sages anecae cir capee ces ave gees cele ae cencaeiayr ad) esa tnuct rete i 76,000 61,000 
InterestiRayable ieee Ae oie escorts eee ccc eneeser eee yam ee tese es 22,000 15,000 
Income'laxes| Payables) ct-t.ccce erestnnen 2 etcst me easton eases 8,000 10,000 
Other Accrued Expenses Payable ......................-..--- 3,000 9,000 
Motalcurrent:liabiliticSsnsare sarcuastera aee eee eters eee reese $154,000 $150,000 
Long-term liabilities: 
Niet [Rewelolle (eMC RGIIM) oan ceaacncanoanuonansnncadanacen 40,000 =O 
Bondsi Payable vars cy iegerrs cee cerca ere vers custsreet cetnscce strane eesteaes seo 400,000 300,000 
MotaliliabilitieS eet eee ee ero ees eres $594,000 $450,000 
Stockholders’ equity: 
Capital Stock avn. ts Bae nese ary ee Cyt eee ore ene lena $ 60,000 $ 50,000 
/Xelotiiermell PelicHin Celeiell ..o.noccanaesencpnccanannannapoccs 140,000 100,000 
Retained: Earnings:sscscyeaa et. cnase cute seealre: Senencna ee ieaeesor: 195,000 170,000 
otal stockholders/equityanaane seein s ene ieeacn $395,000 $320,000 
Total liabilities & stockholders’ equity...............-0..0 200 ee $989,000 $770,000 
FINANCING ACTIVITIES 


10. During the year, Allison Corporation borrowed $45,000 cash by issuing short-term notes 
payable to banks. Also, the company repaid $55,000 in principal amounts due on these 
loans and other notes payable. (Interest payments are classified as operating activities.) 

11. The company issued bonds payable for $100,000 cash. 

12. The company issued 1,000 shares of $10 par value capital stock for cash at a price of $50 
per share. 


13. Cash dividends declared and paid to stockholders amounted to $40,000 during the year. 
CASH AND CASH EQUIVALENTS 


14. Cash and cash equivalents as shown in Allison Corporation’s balance sheets amounted 
to $20,000 at the beginning of the year and $55,000 at year-end—a net increase of 
$35,000. 


Using this information, we will now illustrate the steps in preparing Allison Corpora- 
tion’s statement of cash flows and a supporting schedule disclosing the noncash investing and 
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Compute the major cash 
flows relating to operating 
activities. 
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financing activities. In our discussion, we will often refer to these items of additional informa- 
tion by citing the paragraph numbers shown in the list just described. 

The distinction between accrual-basis measurements and cash flows is fundamentally 
important in understanding financial statements and other accounting reports. To assist in 
making this distinction, we use two colors in our illustrated computations. We show in blue 
the accrual-based data from Allison Corporation’s income statement and the preceding num- 
bered paragraphs. The cash flows that we compute from these data are shown in red. 


CASH FLOWS FROM OPERATING ACTIVITIES 


As shown in our statement of cash flows in Exhibit 13-1, the net cash flows from operating 
activities are determined by combining certain cash inflows and subtracting certain cash out- 
flows. The inflows are cash received from customers and interest and dividends received; the 
outflows are cash paid to suppliers and employees, interest paid, and income taxes paid. 

In computing each of these cash flows, our starting point is an income statement amount, 
such as net sales, cost of goods sold, or interest expense. As you study each computation, be 
sure that you understand why the income statement amount must be increased or decreased to 
determine the related cash flows. You will find that an understanding of these computations 
will do more than show you how to compute cash flows; it will also strengthen your under- 
standing of the income statement and the balance sheet. 


Cash Received from Customers To the extent that sales are made for cash, there 
is no difference between the amount of cash received from customers in the statement of cash 
flows and the amount recorded as sales revenue in the income statement. Differences arise, 
however, when sales are made on account. If accounts receivable increase during the year, 
credit sales will have exceeded collections of cash from accounts receivable. Therefore, we 
deduct the increase in accounts receivable from net sales to determine the amount of cash 
received during the year. If accounts receivable decrease, collections of these accounts will 
have exceeded credit sales. Therefore, we add the decrease in accounts receivable to net sales 
to determine the amount of cash received during the year. The relationship between cash 
received from customers and net sales is summarized below: 


Fach Restived Net |*+ Decrease in Accounts Receivable 
= or 
— Increase in Accounts Receivable 


from Customers — Sales 


In our Allison Corporation example, paragraph 1 of the additional information tells us 
that accounts receivable increased by $30,000 during the year. The income statement shows 
net sales for the year of $900,000. Therefore, the amount of cash received from customers is 
computed as follows: 


Netisalesi(acerualllbasis) ie se-aeraneatagaattatense scien eek artes eins ASR y nae usar $900,000 
ess! Inckeaselinsaccounts receivable tanec cs ito ce ei eee 30,000 
Cashrecevedfromicustomenrsa. caters me eee rere ere mucrmne sees tae $870,000 


Interest and Dividends Received Our next step is to determine the amounts of 
cash received during the year from dividends and interest on the company’s investments. As 
explained in paragraph 2 of the additional information, dividend revenue is recorded on the 
cash basis. Therefore, the $3,000 shown in the income statement also represents the amount 
of cash received as dividends. 

Interest revenue, on the other hand, is recognized on the accrual basis. We have already 
shown how to convert one type of revenue, net sales, from the accrual basis to the cash 
basis. We use the same approach to convert interest revenue from the accrual basis to the cash 
basis. Our formula for converting net sales to the cash basis may be modified to convert inter- 
est revenue to the cash basis as follows: 
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+ Decrease in Interest Receivable 
or 
— Increase in Interest Receivable 


Interest _ Interest 
Received ~ Revenue 


The income statement for Allison Corporation shows interest revenue of $6,000, and para- 
graph 2 states that the amount of accrued interest receivable decreased by $1,000 during the 
year. Thus the amount of cash received as interest is computed as follows: 


Interestireventie(accruallbasis)i. 4 15 .ncninetumiera teen aerate acacrcnomn tne) seers $6,000 
Add: Decrease in accrued interest receivable ..............-20 0c eee eee eee eee 1,000 
Interestineceivedi(cash basis) snac.5acenreamer ens te ouone aca eens $7,000 


The amounts of interest and dividends received in cash are combined for presentation in 
the statement of cash flows: 


Interest received (cashbasis)c22 21-2. .genocets sass cutee eee cae aoe eee ee $ 7,000 
Dividendsireceivedi(cashibasis)ieei.caccn wees on ckcus. ues cn cast seem cnet tects te seis 3,000 
Interest-andidividends received) ..2 cag sc ah euvcide aoee oc weenie Snes serene eee $10,000 


CASH PAYMENTS FOR MERCHANDISE AND FOR EXPENSES 


The next item in the statement of cash flows, “Cash paid to suppliers and employees,” includes 
all cash payments for purchases of merchandise and for operating expenses (excluding interest 
and income taxes). Payments of interest and income taxes are listed as separate items in the 
statement. The amounts of cash paid for purchases of merchandise and for operating expenses 
are computed separately. 


Cash Paid for Purchases of Merchandise An accrual basis income statement 
reflects the cost of goods sold during the year, regardless of whether the merchandise was 
acquired or paid for in that period. The statement of cash flows, on the other hand, reports the 
cash paid for merchandise during the year, even if the merchandise was acquired in a previ- 
ous period or remains unsold at year-end. The relationship between cash payments for mer- 
chandise and the cost of goods sold depends on the changes during the period in two related 
balance sheet accounts: inventory and accounts payable to suppliers of merchandise. This 
relationship may be stated as follows: 


Increase in Decrease in 
Cash Payments _ Cost of ait ca - Accounts Payable 
for Purchases Goods Sold 7 ee 
= Decrease in _ Increase in 
Inventory Accounts Payable 


Using information from the Allison Corporation income statement and paragraph 3, the cash 
payments for purchases may be computed as follows: 


(Glos if0) (aferalaletyo) (|i anh ames Eel Oe era ache Goer ae or che eer $500,000 
Ada NCreaSesiNiINVENtOny tection er tee ene meets eels ata ens Shs vale oy nam eee eure 10,000 
Net purchases \(accrualibasis)igagnsae.s sie rtieine cent eanoe ee Gia Gnome saatespa cies $510,000 
Less: Increase in accounts payable to suppliers...................+---208-- 15,000 
Cash payments for purchases of merchandise.............-.0-00e eee ees $495,000 


Here is the logic behind this computation: If a company is increasing its inventory, it is 
buying more merchandise than it sells during the period. If the company is increasing its 
accounts payable to merchandise creditors, it is not paying cash for all of these purchases in 
the current period. Some portion of the purchases will be paid for in the next period. 
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Cash Payments for Expenses Expenses, as shown in the income statement, repre- 
sent the cost of goods and services used up during the period. However, the amounts shown 
as expenses may differ from the cash payments made during the period. Consider, for exam- 
ple, depreciation expense. Recording depreciation expense requires no cash payment, but it 
does increase total expenses measured on the accrual basis. Thus, in converting accrual-basis 
expenses to the cash basis, we deduct depreciation expense and any other noncash expenses 
from our accrual-basis operating expenses. Other noncash expenses—expenses not requiring 
cash outlays—include amortization of intangible assets, any unfunded portion of postretire- 
ment benefits expense, and amortization of bond discount. 

A second type of difference arises from short-term timing differences between the recogni- 
tion of expenses and the actual cash payments. Expenses are recorded in accounting records 
when the related goods or services are used. However, the cash payments for these expenses 
might occur (1) in an earlier period, (2) in the same period, or (3) in a later period. Let us 
briefly consider each case. 


1. If payment is made in advance, the payment creates an asset, termed a prepaid expense, or, 
in our formula, a “prepayment.” Thus, to the extent that prepaid expenses increase over the 
year, cash payments exceed the amount recognized as expense. 

2. If payment is made in the same period, the cash payment is equal to the amount of expense. 

3. If payment is made in a later period, the payment reduces a liability for an accrued expense 
payable. Thus, to the extent that accrued expenses payable decrease over the year, cash 
payments exceed the amount recognized as expense. 


The relationship between cash payments for expenses and accrual-basis expenses is sum- 
marized below: 


Increase in Decrease in 
D oe + Related + Related Accrued 
epreciation eeaceeu 
Prepayments Liabilities 
and Other 
= Expenses ) — and or and or 
Noncash F ‘ 
epcaniis Decrease in Increase in 
— Related — Related Accrued 
Prepayments Liabilities 


In a statement of cash flows, cash payments for interest and for income taxes are shown 
separately from cash payments for operating expenses. Using information from Allison Cor- 
poration’s income statement and from paragraph 4, we may compute the company’s cash 
payments for operating expenses as follows: 


Operating expenses (including depreciation)...................... $300,000 
Less: Noncash expenses (depreciation).................+..+eeee- 40,000 
SUIBEO tell estatres, Soe airetecs AeA WS cps neta dA MESETE AGS, on vie Arak Mere MEGS weerana Age, $260,000 
Add: Increase in short-term prepayments ...............-.-.--+5- $3,000 
Decreaseliniaccrued|liabilitiess, 2s. s.62 260 en ss eae en eee oes 6,000 9,000 
Cash payments for operating expenses .............-2000 02 eee eee $269,000 


Cash Paid to Suppliers and Employees The caption used in our cash flow state- 
ment, “Cash paid to suppliers and employees,” includes cash payments for both purchases of 
merchandise and for operating expenses. This cash outflow may now be computed by com- 
bining the two previous calculations: 


Cash payments for purchases of merchandise .............-.0+0:e eee eeeees $495,000 
Cash payments for operating expenseS............ 000. e eee ee eee 269,000 
Cash payments to suppliers and employees ..............-000e cece eee eens $764,000 


Preparing a Statement of Cash Flows 


Cash Payments for Interest and Taxes Interest expense and income taxes 
expense may be converted to cash payments with the same formula we used to convert oper- 
ating expenses. Allison Corporation’s income statement shows interest expense of $35,000, 
and paragraph 5 states that the liability for interest payable increased by $7,000 during the 
year. The fact that the liability for unpaid interest increased over the year means that not all 
of the interest expense shown in the income statement was paid in cash in the current year. 
To determine the amount of interest actually paid, we subtract from total interest expense the 
portion that has been financed through an increase in the liability for interest payable. The 
computation is as follows: 


IntereStexPeMSelc ssa acca. bes Sm cassie ener e frwtats tansi-scy eyes rut eueneatig deus oaenca ete we eventaeys Anes $35,000 
Less: Increase in related accrued liability..................... 02s eee eee eee 7,000 
Interest)paitdle sete ecpecste. cs certererce eect ape menmcnerae enc stee ere ete aneie een eee ce Maenerrenet $28,000 


Similar reasoning is used to determine the amount of income tax paid by Allison Corpora- 
tion during the year. The accrual-based income tax expense reported in the income statement 
amounts to $36,000. However, paragraph 6 states that the company has reduced its liability for 
income taxes payable by $2,000 over the year. Incurring income tax expense increases the tax 
liability; making cash payments to tax authorities reduces it. Thus, if the liability decreased 
over the year, cash payments to tax authorities must have been greater than the income tax 
expense for the current year. The amount of the cash payments is determined as follows: 


IncomentaxtexPeNSOuvaacrier ac hw cs ere ehow las erp c me tten staat secre enna csaerer $36,000 
Add:'Decrease'inirelated'accruediliability. << 22s c5 00... esses eee gene en nee 2,000 
IMGOMe tax Paid ley kee ore, viva sers ee ec reece micaeeeaents aera sete ener vie restr tocce eu Sto chen cheateacaett $38,000 


A Quick Review We have now shown the computation of each cash flow relating to 
Allison Corporation’s operating activities. In Exhibit 13—1 we illustrated a complete statement 
of cash flows for the company. For your convenience, we again show the operating activities 
section of that statement, illustrating the information developed in the preceding paragraphs. 


Cash flows from operating activities: 


Cashireceived trom customers 2.22052 2.2cenguscsaeedone $ 870,000 
Interest and dividends received .............-20-e cece eeee 10,000 
Cash provided by operating activities.................... $ 880,000 
Cash paid to suppliers and employees .................... $(764,000) 
Interestipaid ewes vacate ce. ee ke om eee eee ae (28,000) 
Incomeitaxes' paldls.7; 226.3 caceee 22 ¢eacsestan ce ees eae (38,000) 
Cash disbursed for operating activities .................-.. (830,000) 
Net cash flows from operating activities ..................... $ 50,000 


CASH FLOWS FROM INVESTING ACTIVITIES 


Paragraphs 7 through 9 in the additional information for our Allison Corporation example 
provide most of the information necessary to determine the cash flows from investing activi- 
ties. In the following discussion, we illustrate the presentation of these cash flows and explain 
the sources of the information contained in the numbered paragraphs. 

Much information about investing activities can be obtained simply by looking at the 
changes in the related asset accounts during the year. Debit entries in these accounts repre- 
sent purchases of the assets, or cash outlays. Credit entries represent sales of the assets, or 
cash receipts. However, credit entries in asset accounts represent the cost (or book value) of 
the assets sold. To determine the cash proceeds from these transactions, we must adjust the 
amount of the credit entries for any gains or losses recognized on the sales. 
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Compute the cash flows 
relating to investing and 
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Chapter 13 Statement of Cash Flows 


Purchases and Sales of Securities To illustrate, consider paragraph 7, which sum- 
marizes the debit and credit entries to the Marketable Securities account. As explained earlier 
in this chapter, the $65,000 in debit entries represents purchases of marketable securities. The 
$44,000 in credit entries represents the cost of marketable securities sold during the period. 
However, the income statement shows that these securities were sold at a $4,000 loss. Thus 
the cash proceeds from these sales amounted to only $40,000 ($44,000 cost, minus $4,000 loss 
on sale). In the statement of cash flows, these investing activities are summarized as follows: 


Purchases ofimanketable Secunitiest:ae1r acces, nese eet cee ne eae $(65,000) 
Proceeds from sales of marketable securities .............0 00 cece eee eee 40,000 


Loans Made and Collected Paragraph 8 provides all the information necessary to 
summarize the cash flows from making and collecting loans: 


EGAanSIMAGEtOIDONOWEIS | ser cree ger srcnee oceras meee ey aerate yeetet te eee ye ee re $(17,000) 
GCollectionsOnilOAaNs sess sec wceceercer nn, ees eee eee a seme eee goss gears 12,000 


This information comes directly from the Notes Receivable account. Debit entries in the 
account represent new loans made during the year; credit entries indicate collections of the 
principal amount on outstanding notes (loans). (Interest received is credited to the Interest 
Revenue account and is included among the cash receipts from operating activities.) 


YOUR TURN You as a Sales Manager 


Assume you are a regional sales manager for Wiggins Foods, Inc., a distributor of bulk 
food products to schools, nursing homes, hospitals, prisons, and other institutions. 
Recently, the purchasing agent for Baggins Preschools, Inc., tells you the company will 
likely have to forgo its normal monthly order because of cash flow problems. The purchas- 
ing agent tells you other companies are helping it through the cash flow squeeze and asks 
if your company could loan the payment to Baggins. The purchasing agent suggests you 
could record the sale as revenue and increase notes receivable (rather than accounts 
receivable) by the same amount. Baggins is one of your largest customers. Without its 
order, you will not meet your sales goals for the month—so you are tempted to say yes. 
However, on reflection you wonder if it might be unethical for the company to lend its cus- 
tomer money to finance purchases. What should you do? 


(See our comments on the Online Learning Center Web site.) 


Cash Paid to Acquire Plant Assets Paragraph 9 states that Allison Corporation 
purchased plant assets during the year for $200,000, paying $160,000 in cash and issuing a 
long-term note payable for the $40,000 balance. Notice that only the $160,000 cash payment 
appears in the statement of cash flows. However, one objective of this financial statement is 
to show all of the company’s investing and financing activities during the year. Therefore, 
the noncash aspects of these transactions are shown in a supplementary schedule, as follows: 


Supplementary Schedule of Noncash Investing and Financing Activities 


RBurchasestofiplaniiasSsetSi ear 2 elite nua acute mature anycen thane: $200,000 
Less: Portion financed through issuance of long-term debt................... 40,000 
Gash paidito acquire plant assets! 2c c os goac te oon cores oe eee aes $160,000 


This supplementary schedule accompanies the statement of cash flows. 


Preparing a Statement of Cash Flows 


Proceeds from Sales of Plant Assets Assume that an analysis of the plant asset 
accounts shows net credit entries totaling $44,000 in the year. (“Net credit entries” means all 
credit entries, net of related debits to accumulated depreciation when assets were sold.) These 
net credit entries represent the book value of plant assets sold during the year. However, the 
income statement shows that these assets were sold at a gain of $31,000. Therefore, the cash 
proceeds from sales of plant assets amounted to $75,000, as follows: 


Book.valuieohplantassetsSOldh. cay. rw tentative are ety $44,000 
Ada GainionrsalesofiplantiaSSets cer acti vaeee cic snevt 0 carey cham eietar 31,000 
Proceeds fromisales offplamt assets acura vie ern ses a cree see vase meer $75,000 


The amount credited to the Accumulated Depreciation account during the year is not a 
cash flow and is not included in the statement of cash flows. 


A Quick Review We have now shown the computation of each cash flow related to 
Allison Corporation’s investing activities. In Exhibit 13—1 we illustrated a complete statement 
of cash flows for the company. For your convenience, we again show the investing activities 
section of that statement, illustrating the information developed in the preceding paragraphs. 


Cash flows from investing activities: 


Purchases of marketable securities ..................0005- $ (65,000) 
Proceeds from sales of marketable securities............... 40,000 
EoOanSimade:tOIDOMmOWGIS eo oe nice ee ects see cent ee (17,000) 
Gollectionsioniloansiz22i asnsee 20422 fase Ses ace sem ae 12,000 
Purchases:of plantiassets <3 s2cceec econ ee enna ae ae (160,000) 
Proceeds from sales of plant assets ...............-.-00-- 75,000 

Net cash flows from investing activities...................... $(115,000) 


An important feature of the investing activities section of a statement of cash flows is that 
increases and decreases in cash from similar transactions are presented separately rather than 
being combined and netted against each other. For example, in this illustration the negative 
cash flow from purchasing marketable securities ($65,000) is shown separately from the posi- 
tive cash flow from the sales of marketable securities ($40,000) rather than netting the two to 
a single negative figure of $25,000 ($65,000 — $40,000). 


CASH FLOWS FROM FINANCING ACTIVITIES 


Cash flows from financing activities are determined by analyzing the debit and credit changes 
recorded during the period in the related liability and stockholders’ equity accounts. Cash flows 
from financing activities are more easily determined than those relating to investing activities, 
because financing activities seldom involve gains or losses.* Thus the debit or credit changes in 
the balance sheet accounts usually are equal to the amounts of the related cash flows. 

Credit changes in such accounts as Notes Payable and the accounts for long-term debt and 
paid-in capital usually indicate cash receipts; debit changes indicate cash payments. 


Short-Term Borrowing Transactions To illustrate, consider paragraph 10, which 
provides the information supporting the following cash flows: 


Proceeds from short-term! bOmowingi. 3... :e.aas222scsensGsccenesa beeen ae $45,000 
Payments toisettle chort-termidebtSic 2... cca © eee iene eects Secon cree (55,000) 


4 An early retirement of debt is an example of a financing transaction that may result in a gain or a loss. 
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Both the proceeds from short-term borrowing of $45,000 (a positive cash flow) and the 
payments to settle short-term debts of $55,000 (a negative cash flow) are presented in the 
statement of cash flows. Presenting both directions of the changes in cash, rather than com- 
bining the two and presenting a net amount of $10,000 ($55,000 — $45,000), is an important 
feature of the statement of cash flows. Presenting both positive and negative cash flows is 
referred to as presenting gross cash flows rather than presenting net cash flows. 

Is it possible to determine the proceeds of short-term borrowing transactions throughout the 
year without carefully reviewing each cash receipt? The answer is yes—the proceeds from short- 
term borrowing are equal to the sum of the credit entries in the short-term Notes Payable account. 
Payments to settle short-term debts are equal to the sum of the debit entries in this account. 


Proceeds from Issuing Bonds Payable and Capital Stock Paragraph 11 
states that Allison Corporation received cash of $100,000 by issuing bonds payable. This 
amount was determined by summing the credit entries in the Bonds Payable account. The 
Bonds Payable account included no debit entries during the year; thus, no bonds were retired. 

Paragraph 12 states that during the year Allison Corporation issued capital stock for 
$50,000. The proceeds from issuing stock are equal to the sum of the credit entries made in 
the Capital Stock and Additional Paid-in Capital accounts ($10,000 + $40,000). 


Cash Dividends Paid to Stockholders Paragraph 13 states that Allison Corpo- 
ration declared and paid cash dividends of $40,000 during the year. If dividends are both 
declared and paid during the same year, the cash payments are equal to the related debit 
entries in the Retained Earnings account. 

If the balance sheet includes a liability for dividends payable, the amounts debited to 
Retained Earnings represent dividends declared during the period, which may differ from the 
amount of dividends paid. To determine cash dividends paid, we adjust the amount of divi- 
dends declared by adding any decrease (or subtracting any increase) in the Dividends Payable 
account over the period. 


A Quick Review We have now shown the computation of each cash flow related to Alli- 
son Corporation’s financing activities. In Exhibit 13—1 we illustrated a complete statement of 
cash flows for the company. For your convenience, we again show the financing activities 
section of that statement, illustrating the information developed in the preceding paragraphs. 


Cash flows from financing activities: 


Proceeds from short-term borrowing.................+.-..5. $ 45,000 
Payments to settle short-term debts ...........-..--200+005- (55,000) 
Proceeds from issuing bonds payable....................... 100,000 
Proceeds fromissuingica pital Stock ayantcrancensteaeena <1 hemes 50,000 
Dividers; paul ers ea see ase ee eee ree sa es ene kaa (40,000) 
Net cash tlows fromifinancing/activities. .c.. onc encceeeeeedaumess $100,000 


RELATIONSHIP BETWEEN THE STATEMENT OF 
CASH FLOWS AND THE BALANCE SHEET 


The first asset appearing in the balance sheet is Cash and Cash Equivalents. The statement of 
cash flows explains in some detail the change in this asset from one balance sheet date to the 
next. The last three lines in the statement of cash flows illustrate this relationship, as shown in 
our Allison Corporation example: 


Net increase (decrease) in cash and cash equivalents.................-2.00- $35,000 
Cash and cash equivalents, beginning of year..............-...2-e eee eee 20,000 
Cashand cashiequivalents;;emdhon Valea: racks ne)actae seis ete etae seasegetye eter $55,000 


This is referred to as a reconciliation of the beginning and ending cash balances. 
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CASE IN POINT 


Successful companies sometimes experience reductions in cash. Often these reduc- 
tions are intentional in order to more productively use the company’s cash in differ- 
ent ways. For example, in the year ending June 30, 2009, Microsoft Corporation 
reported a decrease in cash in excess of $4 billion! Does 
this mean that the company was experiencing extreme 
financial difficulty? Not necessarily. That year, operations 
provided over $19 billion. The overall decline was due to 
approximately $7.5 billion being used in financing activi- 
ties, primarily for paying cash dividends to stockholders 
and purchasing treasury stock. In addition, the company 
used almost $16 billion in investing activities, primarily to 
purchase investments in other companies. In fact, that year the company did very 
well, with a net income of more than $14 billion. By comparison, the previous year 
resulted in a cash increase of $4,228 million. 

Lessons to be learned from this example are twofold. First, a decrease in cash does 
not necessarily signal financial problems, and second, a company’s cash position may 
change in ways very different from its net income. 


© ImagineChina via AP Images 


REPORTING OPERATING CASH FLOWS 
BY THE INDIRECT METHOD 


In determining cash flows from operating activities for Allison Corporation, we have fol- 
lowed what is commonly referred to as the direct method. To this point in our study of the 
statement of cash flows, we have emphasized the direct method because we consider it to be 
the more informative and more readily understood approach. The direct method is recom- 
mended by the FASB, although companies are permitted to use either the direct or indirect 
method. Before completing our Allison Corporation illustration of preparing a statement of 
cash flows, we first look more carefully at the indirect method. 

Exhibit 13-4 includes a comparison of the direct and indirect methods of determin- 
ing net cash provided by operating activities for Allison Corporation. The direct method 
is the same as discussed earlier in this chapter. The two methods are more similar than it 
may appear at first glance. Both methods are based on the same underlying information 
and they result in the same net cash flow amount—in Allison Corporation’s case, $50,000. 
Both methods convert information originally prepared on the accrual basis to information 
prepared on the cash basis. In Exhibit 13-4, accrual-based data appear in blue: cash flows 
are shown in red. 

To illustrate the similarity in the computations, look briefly at the formulas for computing 
the cash inflows and outflows shown under the direct method (pages 570-572). Each formula 
begins with an income statement amount and then adds or subtracts the change during the 
period in related balance sheet accounts. Now look at our illustration of the indirect method in 
Exhibit 13—4. Notice that this computation also focuses on the net changes during the period 
in balance sheet accounts. 

The difference between the two methods lies only in approach. However, the two 
approaches provide readers of the statement of cash flows with different types of information. 
The direct method informs these readers of the nature and dollar amounts of the specific cash 
inflows and outflows comprising the operating activities of the business. The indirect method, 
in contrast, explains why the net cash flows from operating activities differ from another mea- 
surement of performance—net income. 
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COMPARISON OF DIRECT 
AND INDIRECT METHODS 


Learning Objective 
Distinguish between the 
105 ‘direct and indirect methods 
of reporting operating cash 
flows. 


Learning Objective 
Explain why net income 
Log differs from net cash flows 
from operating activities. 
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Direct Method 


Cash flows from operating activities: 


CashireceivedifromicuStomelrs cree eit eee ees $ 870,000 
Interest and dividends received ...............--5+0e-eeeee 10,000 
Cash provided by operating activities ..................... $880,000 
Cash paid to suppliers and employees ................-.--. $(764,000) 
Interestipalclicrrs cca peeee ace ces trek ee three cot pee ets tee cgah amore (28,000) 
Incomeitaxes: paidliaz? -jia tek eet crue ee cote aura spear (38,000) 
Cash disbursed for operating activities .................... (830,000) 
Net cash provided by operating activities ..................... $ 50,000 


Indirect Method 


Netincome tae ye neceh net erg nen eee $ 65,000 
Add:\DepreciationiexpensS@iccakciwacccus a ancurtamacn were 40,000 
Decrease in accrued interest receivable .................. 1,000 
Increase in‘accounts payable: 222 2. scen.oes!eteeense ease 15,000 
Increase in accrued interest liabilities..................... 7,000 
Nonoperating loss on sales of marketable securities ........ 4,000 
ESV] 0) (Ole Pacer eect nau; etc terete Tae ee Gene errr on ee aS OF $132,000 
Less: Increase in accounts receivable. .............-.--+..---- $30,000 
Inerease:iniinventOny ..cess ec asnacnse sucka women aee see 10,000 
Increase in prepaid expenses ............-4.2-0-2+0+0es 3,000 
Decrease in accrued operating expenses payable .......... 6,000 
Decrease in accrued income taxes payable ............... 2,000 
Nonoperating gain on sales of plant assets ............... 31,000 82,000 
Net cash provided by operating activities ..................... $ 50,000 


RECONCILING NET INCOME WITH NET CASH FLOWS 


To further your understanding of the indirect method, we now discuss common adjustments 
required to reconcile net income with net cash flows from operating activities. The nature and 
dollar amounts of these adjustments are determined by an accountant using a worksheet or a 
computer program; they are not entered in the company’s accounting records. 


1. Adjusting for Noncash Expenses 
Depreciation is an example of a noncash expense—that is, depreciation expense reduces 
net income but does not require any cash outlay during the period. (The cash outflow 
related to depreciation resulted when the asset was purchased and was presented as an 
investing activity at that time—before any depreciation was ever recognized.) Deprecia- 
tion causes expenses on the accrual basis to exceed cash payments, and net income for the 
period is less than net cash flows. To reconcile net income with net cash flows, we add 
back to net income the amount of depreciation and any other noncash expenses. (Other 
noncash expenses included unfunded pension expense, amortization of intangible assets, 
depletion of natural resources, and amortization of bond discount.) 

2. Adjusting for Timing Differences 
Timing differences between elements of net income and net cash flows arise whenever 
revenue or expenses are recognized by debiting or crediting an account other than Cash. 
Changes over the period in the balances of these asset and liability accounts represent dif- 
ferences between the amount of revenue or expenses recognized in the income statement 
on the accrual basis and the net cash flows from operating activities. The balance sheet 
accounts that give rise to these timing differences include Accounts Receivable, Invento- 
ries, Prepaid Expenses, Accounts Payable, and Accrued Expenses Payable. 


3. Adjusting for Nonoperating Gains and Losses 


Nonoperating gains and losses include gains and losses from sales of investments, plant 
assets, and discontinued operations (which relate to investing activities); and gains and 
losses on early retirement of debt (which relate to financing activities). 


Preparing a Statement of Cash Flows 


In a statement of cash flows, cash flows are classified as operating activities, investing activi- 
ties, or financing activities. Nonoperating gains and losses, by definition, do not affect operating 
activities. However, these gains and losses do enter into the determination of net income. There- 
fore, in converting net income to net cash flows from operating activities, we add back any non- 
operating losses and deduct any nonoperating gains included in net income. The full cash effect 
of the transaction is then presented as an investing activity (for example, sale of a building) 
or as a financing activity (for example, retirement of debt) in the statement of cash flows. 


THE INDIRECT METHOD: A SUMMARY 


The adjustments to net income explained in our preceding discussion are summarized as follows: 


Net income 
Add: Depreciation 

Decrease in accounts receivable 

Decrease in inventories 

Decrease in prepaid expenses 

Increase in accounts payable 

Increase in accrued expenses payable 

Increase in deferred income taxes payable 

Nonoperating losses deducted in computing net income 
Deduct: Increase in accounts receivable 

Increase in inventories 

Increase in prepaid expenses 

Decrease in accounts payable 

Decrease in accrued expenses payable 

Decrease in deferred income taxes payable 

Nonoperating gains added in computing net income 
Net cash provided by (used in) operating activities 


INDIRECT METHOD MAY BE REQUIRED INA 
SUPPLEMENTARY SCHEDULE 


The FASB recommends use of the direct method in presenting net cash flows from operating 
activities. The majority of companies, however, elect to use the indirect method. One rea- 
son is that the FASB requires companies opting for the direct method to meet an additional 
reporting requirement. 

Companies using the direct method are required to provide a supplementary schedule 
showing the computation of net cash flows from operating activities by the indirect method. 
However, no supplementary computations are required of companies that present the indirect 
method computations in their cash flow statements because this same information is already 
presented in the body of the statement. 


THE STATEMENT OF CASH FLOWS: A SECOND LOOK 


We have now completed our explanation of Allison Corporation’s statement of cash flows. 
We have analyzed each type of cash flow by reconciling amounts included in the other two 
financial statements—the income statement and the balance sheet—to determine the amounts 
of individual operating, investing, and financing cash flows. In computing cash flows from 
operating activities, we began by using the direct method, in which major categories of both 
positive and negative cash flows were determined and presented. 

We also illustrated the indirect method to determine the amount of operating cash flows. 
Rather than adjusting each individual operating cash flow category for changes in balance 
sheet accounts, these same adjustments were made to net income. 

Exhibit 13-5 includes an expanded statement of cash flows for Allison Corporation. This 
statement uses the direct method for operating activities and includes two supplementary 
schedules. 

Supplementary Schedule A in Exhibit 13—5 illustrates the determination of net cash flows 
from operating activities by the indirect method. Supplementary Schedule B in Exhibit 13-5 
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Exhibit 13-5 ALLISON CORPORATION 


ALLISON CORPORATION STATEMENT OF CASH FLOWS 
(EXPANDED) STATEMENT FOR THE YEAR ENDED DECEMBER 31, 2011 


OF CASH FLOWS 


Cash flows from operating activities: 
Net cash provided by operating activities (see 


supplementany schedule:A)! . ci a aecn ee uececraen ce ace es Mente cnewee $ 50,000 
Cash flows from investing activities: 

Purchases of marketable securities .............-..-..-5- $ (65,000) 

Proceeds from sales of marketable securities .............. 40,000 

Eoansimadeitoibonrowersis sas ssa.) vee etme aie (17,000) 

Gollections’oniloans's2 22-0 saees see eames ess aee 12,000 

Cash paid to acquire plant assets (see 

Supplementatyzschedule:B) ivan waranty eer incey (160,000) 

Proceeds from sales of plant assets ...................... 75,000 
Neticashiisediininvestingractvitics paar rare rani e trey wren tce tty ee eee (115,000) 
Cash flows from financing activities: 

Proceeds from short-term borrowing ..................... $ 45,000 

Payments to settle short-term debts...................-.. (55,000) 

Proceeds from issuing bonds payable .................... 100,000 

Proceeds fromiissuing/capitallStock we .a.ssc cre ree 50,000 

Dividends: paid, 22205: saceactananc us nee ose ce aereemermes (40,000) 

Net cash provided by financing activities................--..02--.ee-eee 100,000 
Net'increase:(decrease)\inicash <..: 2000+ 6.c55asenesete eres neemenstees $ 35,000 
Cash and cashiequivalentsydan. 1;-20Iil see aesenene 7 ee naan oer 20,000 
Cashiandicashiequivalents, Dec.381) 2011 22225. ssces. ee ee sseme es sees $ 55,000 


Supplementary Schedule A: Net Cash Provided by Operating Activities 


Notice this supplementary Netincomesmriue crnrer a ern rater n gre nthe error en tere areata $ 65,000 
He iehealenb iets of Add: Bepreciauon heels mene Roe POIs 2 Sls a ee Bas Eo 40,000 
determining cash flows Decrease in accrued interest receivable ..............000 cesses 1,000 
from operations Inereaseiin;accounts payable: eens sasaaces sn ne oem ee ese ne 15,000 
IncreaseiinjacemediiiabilitieSicecmnc, tae ace ts an te eee nen 7,000 
Nonoperating loss on sales of marketable securities.................. 4,000 
SUBTOCE teen etecens fetercat oot sever ive ase oe seen oc rag ne a or Re $ 132,000 

Less: Increase in accounts receivable .................+-.-. $ 30,000 

IncreaSeliniinventony: : 2222.5 acscee esse eee neous ee: 10,000 

Increase in prepaid expenses.............-.-----+--- 3,000 

Decrease in accrued liabilities ...................2.+.-. 8,000 
Nonoperating gain on sales of plant assets.............. 31,000 82,000 
Net cash provided by operating activities ..................--.-2e- sees $ 50,000 

Supplementary Schedule B: Noncash Investing and Financing Activities 

Purchasesiof plantiaSSetsi:s) a2 ancman ena aa eee a Aa an nee een $ 200,000 
Less: Portion financed through issuance of long-term debt................. 40,000 
CashipaiditoacquireiplantiaSSetSs te er err ee eee eerie egret $ 160,000 


discloses any noncash aspects of the company’s investing and financing activities. This type 
of supplementary schedule is required whenever some aspects of the company’s investing and 
financing activities do not coincide with cash flows occurring within the current period. 

How would the statement of cash flows in Exhibit 13-5 differ if the indirect method were 
used? The information included in Supplementary Schedule A would be moved up into the 
“Cash flows from operating activities” section of the financial statement and would no longer 
be required as a supplemental disclosure. In fact, this is one reason for the popularity of the 
indirect method. Because the indirect method calculation is required to be disclosed if the 
direct method is used, many companies simply prefer to include the reconciliation of net 
income to net cash from operating activities in the body of the statement of cash flows and 
avoid the need for the supplemental disclosure of that same information. 


Preparing a Statement of Cash Flows 


The users of a statement of cash flows are particularly inter- 
ested in the net cash flows from operating activities. Is the 
amount large enough to provide for necessary replacements 
of plant assets and maturing liabilities? And if so, is there 
enough left for the current dividend to look secure—or even 
be increased? 


Net Cash Flow from (in thousands) 


Financial Analysis and Decision Making 
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Consider two competitors in the import craft supplies busi- 
ness, Gonzalez, Inc., and Alvarez Company. These companies 
have approximately the same size assets, liabilities, and sales. 
Selected information from their most recent statements of 
cash flows follows: 


Beginning Ending 
Cash Operating Investing Financing Cash 
Balance Activities Activities Activities Balance 
Gonzalez $150 $600 $(500) $400 $650 
Alvarez 150 50 500 (50) 650 


Which company is in the stronger cash flow position? 
Although both have the same beginning and ending cash 
balances ($150,000 and $650,000, respectively), Gonza- 
lez is in the stronger position because of its strong operat- 
ing cash flows of $600,000. Gonzalez has been able to invest 
$500,000 in operating assets, while financing only $400,000, 
and still has a $650,000 ending cash balance. Alvarez, on 
the other hand, has generated only a small amount of cash 
from operations ($50,000) and has sold assets to generate 
cash ($500,000) to support its ending cash balance. Whether 
Alvarez will be able to sustain its cash position over time, 
and be able to meet its recurring obligations in the future, is 
questionable. 

Even more important than net cash flows from operating 
activities in any one year is the trend in cash flows over a 
period of years—and the consistency of that trend from year 
to year. The best results are net cash flows from operating 
activities that increase each year by a substantial—but also 
predictable—percentage.° 


Free Cash Flow Many analysts compute an amount 
called free cash flow. Free cash flow represents the cash flow 


Net cash flows from operating activities .................... 


Less: Net cash used for acquiring plant assets 


(S160000— S75 O00iproceeds) 2224. 4ce eee ae eae 
Dividends Maids vier seeperetme es escacau soa wieneners ermine, seers 
Rreeicashillowsearncn ae rr ae re eee Oe nn 


available to management for discretionary purposes, after the 
company has met all of its basic obligations relating to busi- 
ness operations. The term free cash flow is widely cited within 
the business community. Different analysts compute this mea- 
sure in different ways. For example, are all expenditures for 
plant assets “basic obligations,’ or only those expenditures 
made to maintain the current level of productive capacity? 

One common method of computing free cash flow is to 
deduct from the net cash flows from operating activities 
net cash used to purchase plant assets and any dividends 
paid. This computation follows, using information from 
the Allison Corporation statement of cash flows shown 
earlier. 

This computation suggests that Allison Corporation did 
not generate enough cash from operations to meet its basic 
obligations. Thus, management had to raise cash from other 
sources. But, of course, an analyst always should look behind 
the numbers. For example, was Allison’s purchase of plant 
assets during the year a basic obligation, or did it represent a 
discretionary expansion of the business? 


ee $ 50,000 What’s left for 
discretionary purposes? 

.... $85,000 

ee 40,000 125,000 

ee $(75,000) 


> Percentage change is the dollar amount of change from one year to the next, expressed as a percentage 
of (divided by) the amount from the earlier of the two years. For example, if net cash provided by operating 
activities was $100,000 in the first year and $120,000 in the second year, the percentage increase is 


20 percent, computed as follows: ($120,000 — $100,000) + $100,000. 


(continued) 


YOUR TURN 


You are working for the same stock market research firm as in Chapter 12, but unlike your 
previous boss (who tended to focus on growth and relative value, both based on reported 
earnings), your new boss focuses primarily on free cash flow and dividends in choosing 
stocks. 

Your new boss is interested in stocks where free cash flow equals at least 50 percent 
of cash flow from operations. He also wants dividends to be 25 percent or more of cash 
flow from operations. You are considering the same stocks as before: Home Depot, Iniel, 
Coca-Cola, and Amazon. Your new boss provides you with the following information and 
asks you to recommend which stocks are consistent with his investment criteria. 


In Millions 
Cash Flow from Net Capital 
Company Operations (CFO) Expenditures Dividends 
Home Depot), «2.65 00scace Genes $ 5,125 $ 966 $1,525 
PEG cose che nigle nde Be eee ee oases 11,170 4,515 3,108 
Coca-Cola si54 0s eheckaa dees 8,186 1,993 3,800 
FAVIAZOU aoe s5:25 and dy ead ws wk Bleekied ws 3,293 373 —_— 


He also tells you that a potential new client is going to be calling you this afternoon. This 
potential client is an elderly widow who is quite wealthy, and she is curious as to why the 
relative levels of free cash flow and dividends are important metrics. She also doesn’t 
understand why all firms don’t pay dividends. Your boss tells you to answer this prospec- 
tive client’s questions. 


(See our comments on the Online Learning Center Web site.) 


Managing Cash Flows 


Management can do much to influence the cash flows of a particular period. In fact, it has a 
responsibility to manage cash flows. No business can afford to run out of cash and default on its 
obligations. Even being a few days late in meeting payrolls, or paying suppliers or creditors, can 
severely damage important business relationships. Thus, one of management’s most basic respon- 
sibilities is to ensure that the business has enough cash to meet its obligations as they come due. 


BUDGETING: THE PRIMARY CASH MANAGEMENT TOOL 


The primary tool used by management to anticipate and shape future cash flows is a cash 
budget. A cash budget is a forecast of future cash receipts and payments. This budget is not 
a financial statement and is not widely distributed to people outside of the organization. To 
managers, however, it is among the most useful of all accounting reports. 

In many ways, a cash budget is similar to a statement of cash flows. However, the budget 
shows the results expected in future periods, rather than those achieved in the past. Also, 
the cash budget is more detailed, usually showing expected cash flows month-by-month and 
separately for every department within the organization. 
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Managing Cash Flows 


Cash budgets serve many purposes. Among the most important are: 


e Encouraging managers to plan and coordinate the activities of their departments in advance. 

e Providing managers with advance notice of the resources at their disposal and the results 
they are expected to achieve. 

e Providing targets useful in evaluating departmental performance. 

e Providing advance warnings of potential cash shortages. 


WHAT PRIORITY SHOULD MANAGERS GIVE 
TO INCREASING NET CASH FLOWS? 


Creditors and investors look to a company’s cash flows to protect their investment and pro- 
vide future returns. Trends in key cash flows (such as from operations and free cash flow) 
affect a company’s credit rating, stock price, and access to additional investment capital. For 
these reasons, management is under constant pressure to improve the key measures of cash 
flow. Unfortunately, the pressure to report higher cash flows in the current period may con- 
flict with managers’ long-run responsibilities. 


Short-Term Results versus Long-Term Growth Often, short-term operating 
results can be improved at the expense of long-term growth. For example, reducing expenditures 
for developing new products will increase earnings and net cash flows in the current period. But 
over time, this strategy may lessen the company’s competitiveness and long-term profitability. 


One-Time Boosts to Cash Flows Some strategies can increase the net cash flows 
of the current period, but without having much effect on future cash flows. Such strategies 
include collecting receivables more quickly and reducing the size of inventory. 

Assume, for example, that a company offers 60-day terms to its credit customers. Thus 
credit sales made in January are collected in March, and credit sales made in February are 
collected in April. Notice that in each month, the company is collecting about one month’s 
amount of credit sales. 

Now assume that on March | the company changes its policies to allow only 30-day credit 
terms. In April, the company will collect two months of credit sales—those made in February 
(under the former 60-day terms) and those made in March (under the new 30-day terms). 

This significantly increases the cash received from customers for the month of April. But 
it does not signal higher cash flows for the months ahead. In May, the company will collect 
only those credit sales made in April. Thus it quickly returns to the pattern of collecting about 
one month’s credit sales in the current month. Shortening the collection period provided only 
a one-time boost in cash receipts. 

A similar one-time boost may be achieved by reducing the size of inventory. This reduces 
the need for purchasing merchandise, but only while inventory levels are falling. Once the 
company stabilizes the size of its inventory at the new and lower level, its monthly purchases 
must return to approximately the quantity of goods sold during the period. 


SOME STRATEGIES FOR PERMANENT 
IMPROVEMENTS IN CASH FLOW 


Several strategies may improve cash flows in both the short and long term. These are defer- 
ring income taxes, peak pricing, and developing an effective product mix. 


Deferring Income Taxes _Deferring income taxes means using accounting methods 
for income tax purposes that legally postpone the payment of income taxes. An example is 
using an accelerated depreciation method for income tax purposes. 

Deferring taxes may benefit a growing business every year. Thus, it is an effective and 
popular cash management strategy.° 


® The Modified Accelerated Cost Recovery System (MACRS) is an accelerated method widely used for income 
tax purposes. Deferred income taxes were discussed briefly in Chapter 10. The reason a growing business can 
benefit from deferred taxes every year is that each year it defers a greater amount than comes due from the past. 
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Learning Objective 
Discuss the likely effects 

of various business 

strategies on cash flows. 


584 


Chapter 13 Statement of Cash Flows 


Peak Pricin g Some businesses have more customers than they can handle—at least at 
certain times of the day or year. Examples of such businesses include popular restaurants, 
resort hotels, telephone companies, and providers of electricity. 

Peak pricing is a strategy of using sales prices both to increase revenue and to ration 
goods and services when total demand exceeds supply (or capacity). A higher price is charged 
during the peak periods of customer demand and a lower price during off-peak periods. Peak 
pricing has two related goals. First, it increases the seller’s revenue during the periods of 
greatest demand. Second, it shifts some of the demand to off-peak periods, 
when the business is better able to service additional customers. 

Peak pricing may make goods and services available to customers who 
otherwise could not afford them. Also, peak pricing may prevent systems, 
such as cellular telephones, from becoming so overloaded that they simply 
cannot function. Peak pricing is not always appropriate. For example, we 
would not expect hospitals or physicians to raise their prices during epidem- 
ics or natural disasters. The alternative to peak pricing is a single price all the 
time. 


Develop an Effective Product Mix Another tool for increas- 
ing revenue and cash receipts is the mix of products offered for sale. The 
dual purposes of an effective product mix are to (1) increase total sales and 
(2) increase gross margins (that is, the excess of the selling price over the cost 
of the product). 

Some products complement one another, meaning the customer who buys 
one product often may purchase the other. Common examples of complemen- 
tary products include french fries at a hamburger restaurant, snacks at a movie 


theater, and a car wash connected to a gas station. 


As discussed in this chapter, cash flow from operations is the 
subtotal on the statement of cash flows that is most closely 
scrutinized by financial statement readers. A large and grow- 
ing cash flow from operations is viewed positively for at least 
three reasons. First, companies pay bills with cash, not with 
earnings. Second, a company with significant cash flows from 
operations is better positioned to fund future growth with 
its own cash flows rather than having to borrow additional 
monies or issue more stock. Third, the quality of a compa- 
ny’s earnings is viewed as better if cash flow from operations 
closely matches reported net income. 

Although it may be difficult to manipulate cash flows 
from operations, it is not impossible, as the Securities and 
Exchange Commission (SEC) enforcement action involv- 
ing Dynergy, Inc., illustrates. Dynergy produces and deliv- 
ers energy, including natural gas, electricity, and coal, to 
customers throughout North America and Europe, and 
its shares are traded on the New York Stock Exchange. 
Dynergy entered into a structured transaction (hereafter 
referred to as Project Alpha) that resulted in Dynergy report- 
ing $300 million in cash flow from operations that should 
have been reported as cash flow from financing activities. 


A primary motivation for Dynergy’s involvement with Proj- 
ect Alpha was to bring cash flow from operations closer to 
reported net income. 

Project Alpha had a five-year term and worked as follows. 
Dynergy sponsored a special-purpose entity, ABG Supply, to 
sell Dynergy natural gas. In the first year of the five-year term 
of Project Alpha, ABG Supply sold Dynergy gas at below- 
market prices. Dynergy then sold this gas at a $300 million 
profit and reported the resulting cash flow in the operating 
activities portion of the statement of cash flows. In the remain- 
ing four years of Project Alpha’s life, Dynergy was obligated 
to buy gas from ABG Supply at above-market prices. These 
purchases at above-market prices would be sufficient to pay 
back the $300 million, plus interest. In substance, the original 
sale of gas to Dynergy in year 1 at $300 million below mar- 
ket prices represented a loan, and transactions in years 2 to 5 
would result in the loan being repaid with interest. As such, the 
$300 million cash flow in Year 1 should have been reported 
in the financing activities portion of the statement of cash 
flows—not in the operating activities portion of the statement. 

Three midlevel Dynergy tax executives were largely 
responsible for Project Alpha’s structure, and they 


(continued) 


participated in an active scheme to hide the details of the 
structure from Dynergy’s outside auditors. Two of these 
executives pled guilty to federal criminal charges and 
testified against the third executive. The third executive, 
Jamie Olis, was convicted of criminal charges and was 


sentence was reduced substantially on appeal). This case 
clearly illustrates the personal risk of violating securities 
laws, particularly when there is an active scheme to hide 
the true nature of transactions from auditors, investors, and 
other outside parties. 


sentenced to over 20 years in federal prison (although this 


Some complementary products are essential to satisfying the customer. (Would you be 
happy at a sports stadium that didn’t sell food?) Others increase sales by attracting customers 
who also purchase other types of merchandise. 

Some complementary products appear to be only incidental to the company’s main product 
lines. But, in reality, these incidental items may be the company’s most important products. 


A Worksheet for Preparing a Statement 


of Cash Flows 


Learning Objective 


A statement of cash flows is developed by systematically analyzing all changes in the 
Explain how a worksheet 


noncash balance sheet accounts. This process can be formalized and documented through 


: ‘ : ‘ may be helpful in 
the preparation of a specially designed worksheet. The worksheet also provides the aparhe pase of 09 
accountant with visual assurance that the changes in balance sheet accounts have been cash flows. 


fully explained. 
DATA FOR AN ILLUSTRATION 


We will illustrate the worksheet approach using the 2011 financial data of Auto Supply Co.’ 
Shown in Exhibit 13-6 are the balances in Auto’s balance sheet accounts at the beginning and 


AUTO SUPPLY CO. 
COMPARATIVE BALANCE SHEETS 


December 31, 


Exhibit 13-6 


AUTO SUPPLY CO. 
BALANCE SHEETS 


2010 2011 
Assets 
Cashin westerns sci sid seas see ea toree neh eens aan a SRL ark Glo $ 50,000 $ 45,000 
Marketable: Securities 2755 et Srccscne care eee seria oe eas eee 40,000 25,000 
Accounts;Receivable:. signees eo Sa crate eye ccs wera aerate 320,000 330,000 
IVE NORV Eesee Aemecey sto niu se nnuens eau an a mregnne mm nEA 240,000 235,000 Changes in the noncash 
; accounts are the key to 
Plant and Equipment (net of accumulated identifying cash flows 
epreciation) Sts accrue eecermteer eronseps ave en smoevecanteceeepmrsiecs 600,000 640,000 
HOtalS avec den scutes casita ene ety earn naie os keane Nonna enti A $1,250,000 $1,275,000 
Liabilities & Stockholders’ Equity 
Accounts! Payable sivas sc are reese cere eterna norm eres $ 150,000 $ 160,000 
AccruediExpenses |Payableta. sc. .c-ceec ers tone suresh yee aie 60,000 45,000 
Mortgage Note Payable (long-term)........................ =0= 70,000 
BondsiRayablex(duchint2020) resi rir iet cei rae 500,000 350,000 
(CEraiell Shovel < (NO [DEN WAMU) none conaenaanasdocanennaanace 160,000 160,000 
Retained#Eanningss sss cracteresucerc-cct servers ois eewiertu teen sates 380,000 490,000 
SOLAS sy acer ec eetacrerencrcua essere rte een crere oar ene eee Ueno $1,250,000 $1,275,000 


7 Our example involving Allison Corporation was quite comprehensive. Therefore, a worksheet for Allison Cor- 
poration would be too long and detailed for use as an introductory illustration of a worksheet for the statement 
of cash flows. 
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Step 1: Explain the 
changes in retained 
earnings 
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end of 2011. (Notice in this illustration that the account balances at the end of the current year 
appear in the right-hand column. This format also is used in the worksheet.) 


Additional Information The following information also is used in the preparation of 
the worksheet. (Accrual-based measurements appear in blue, cash flows in red.) 


1. Net income for the year amounted to $250,000. Cash dividends of $140,000 were declared 
and paid. 
2. Auto’s only noncash expense was depreciation, which totaled $60,000. 


3. Marketable securities costing $15,000 were sold for $35,000 cash, resulting in a $20,000 
nonoperating gain. 


4. The company purchased plant assets for $100,000, making a $30,000 cash down pay- 
ment and issuing a $70,000 mortgage note payable for the balance of the purchase price. 


THE WORKSHEET 


Auto Supply Co. reports cash flows from operating activities by the indirect method.’ A 
worksheet for preparing a statement of cash flows appears in Exhibit 13-7. 

To set up the worksheet, the company’s balance sheet accounts are listed in the top portion 
of the worksheet, with the beginning balances in the first column and the year-end balances in 
the last (right-hand) column. (For purposes of illustration, we have shown these accounts and 
account balances in black.) 

The two middle columns are used to (1) explain the changes in each balance sheet account 
over the year and (2) indicate how each change affected cash. 


Entries in the Two Middle Columns The entries in the top portion of the work- 
sheet summarize the transactions recorded in the account over the year. (Because these entries 
summarize transactions recorded on the accrual basis, they are shown in blue.) 

For each summary entry in the top portion of the worksheet, we make an offsetting entry 
(in the opposite column) in the bottom portion of the worksheet indicating the cash effects of 
the transactions. These cash effects are classified as operating, investing, or financing activi- 
ties and are explained with a descriptive caption. (Entries representing the cash effects of 
transactions and the related descriptive captions appear in red.) 

Entries in the two middle columns may be made in any sequence, but we recommend the 
following approach: 


1. Explain the change in the Retained Earnings account. 

2. Account for depreciation expense (and any other noncash expenses). 

3. Account for timing differences between net income and cash flows from operating activities. 
4 


. Explain any remaining changes in balance sheet accounts other than Cash. (Hint: Changes 
in asset accounts represent investing activities; changes in liability and equity accounts 
represent financing activities.) 


5. Compute and record the net increase or decrease in cash. 


Using this approach, we next explain the entries in our illustrated worksheet. 


ENTRY 


1. Auto’s net income explains a $250,000 credit to the Retained Earnings account. In the 
bottom portion of the working paper, an offsetting entry is made in the Sources column 
and is classified as an operating activity.” 


2. Cash dividends of $140,000 caused a debit to the Retained Earnings account during 
2011. The offsetting entry falls into the Uses column; payments of dividends are classi- 
fied as a financing activity. 


8 If the worksheet utilizes the direct method, numerous subclassifications are required within the operating 
activities section. Such worksheets are illustrated in more advanced accounting courses. 

° When the indirect method is used, net income serves as the starting point for computing net cash flows from 
operating activities. 


A Worksheet for Preparing a Statement of Cash Flows 


AUTO SUPPLY CO. 


WORKSHEET FOR A STATEMENT OF CASH FLOWS 
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Exhibit 13-7 


WORKSHEET FORA 
STATEMENT OF CASH 
FLOWS 


Up here we summarize the 
changes in each noncash 


account 


Down here we identify and 
classify the related cash 


effects of these changes 


Cash provided by 


operations— 
$280,000 


Cash provided 
by investing 


activities— 
$5,000 


Cash used in 
financing 


FOR THE YEAR ENDED DECEMBER 31, 2011 
Effects of Transactions 
Balance sheet effects: Beginning Debit Credit Ending 
Balance Changes Changes Balance 
Assets 
Cash and Cash Equivalents....... 50,000 (x) 5,000 45,000 
Marketable Securities ............ 40,000 (8) 15,000 25,000 
Accounts Receivable ............ 320,000} (4) 10,000 330,000 
INVeENtONyseeereccsn acter coetesercretea eee 240,000 (5) 5,000 235,000 
Plant and Equipment (net of 
accumulated depreciation) .... 600,000} (9) 100,000) (3) 60,000 640,000 
MotalSteees sericea ee 1,250,000 1,275,000 
Liabilities & Stockholders’ Equity 
Accounts Payable............... 150,000 (6) 10,000 160,000 
Accrued Expenses Payable....... 60,000} (7) 15,000 45,000 
Mortgage Note Payable.......... —0- (9) 70,000 70,000 
Bonds: Pavyablewerjemacien ea acese 500,000] (10) 150,000 350,000 
CapitaliStocki errant 160,000 160,000 
Retained Earnings .............. 380,000! (2) 140,000 (1) 250,000 490,000 
MOtals Set wee orice een ane 1,250,000 415,000 415,000 | 1,275,000 
Cash effects: Sources Uses 
Operating activities: 
NetINCOMGy veces cnounetna rs state ete (1) 250,000 
Depreciation expense..................-. (3) 60,000 
Increase in accounts receivable............ (4) 10,000 
Decrease in inventory.................+5- (5) 5,000 
Increase in accounts payable.............. (6) 10,000 
Decrease in accrued expenses 
Payables. anes te crassa te ance rte seen oaths (7) 15,000 
Gain on sales of marketable 
SOCUNINES tne entcrn eer Wayne ey teeta ees (8) 20,000 
Investing activities: 
Proceeds from sales of | 
marketable securities .................. (8) 35,000 
Cash paid to acquire plant | 
ASSIS ers cereerry etree cny Steen ences Sasi (9) 30,000 
Financing activities: 
Dividends paldeterere er reat ree ree (2) 140,000 
Payments to retire bonds payable .......... (10) 150,000 i 
SUbtotalSieceaerccsy ety eens cr ern ee 360,000 365,000 J 
Net decrease incash .............-.-.2--5 (x) 5,000 
MOtalSiae crs crey eee eee ee eae ye 365,000 365,000 


With these first two entries, we have explained how Auto’s Retained Earnings account 
increased during 2011 from $380,000 to $490,000. 


3. Auto’s only noncash expense was depreciation. In the top portion of the work- 
sheet, depreciation explains a $60,000 credit (decrease) in Plant and Equipment 
(which includes the Accumulated Depreciation accounts). The offsetting entry in the 


activities— 
$290,000 


Step 2: Account for 
noncash expenses 
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Step 3: Account for timing 
differences 


Step 4: Explain any 
remaining changes in 
noncash accounts 


Exhibit 13-8 


AUTO SUPPLY CO. 
STATEMENT OF CASH 
FLOWS 


Compare the content of 
this statement with the 


worksheet in Exhibit 13-7 


Chapter 13 Statement of Cash Flows 


bottom of the worksheet is placed in the Sources column. We have explained that depre- 
ciation is not really a source of cash, but that it is added back to net income as a step in 
computing the cash flows from operating activities. 


. Fluctuations in current assets and current liabilities create timing differences between 


net income and the net cash flows from operating activities. In the top portion of the 
worksheet, entries (4) through (7) summarize the changes in these current asset and cur- 
rent liability accounts. In the bottom portion, they show how these changes affect the 
computation of cash flows from operating activities. 


. In 2011, Auto sold marketable securities with a cost of $15,000 for $35,000 cash, 


resulting in a $20,000 nonoperating gain. In the top portion of the worksheet, the entry 
explains the $15,000 credit change in the Marketable Securities account. In the bot- 
tom portion, it reports cash proceeds of $35,000. The difference? The $20,000 nonop- 
erating gain, which is removed from the Operating Activities section of the worksheet 
and included instead within the amount reported as “Proceeds from sales of marketable 
securities” in the Investing Activities category. 

Auto purchased $100,000 in plant assets, paying $30,000 cash and issuing a $70,000 
note payable. These events explain a $100,000 debit in Plant and Equipment and 
the $70,000 credit change in Mortgage Note Payable; they involved a cash outlay of 
$30,000, which is classified as an investing activity. (The $70,000 financed by issuance 
of a note payable is a noncash investing and financing activity.) 


AUTO SUPPLY CO. 


STATEMENT OF CASH FLOWS 
FOR THE YEAR ENDED DECEMBER 31, 2011 


Cash flows from operating activities: 


NeTINCOMGtsea ter acne eee one ereien arena ens $ 250,000 
Add» Depreciation:expensey? - sc, <eusersises tints cesar nl 60,000 
Decrease umilttventony: ax. reccctatanerwram cease meets 5,000 
Increase in accounts payable.....................-- 10,000 
SUBIOTAM ee creer eee ee rere eens Se i eee ee eG $ 325,000 
Less: Increase in accounts receivable .................-.. $ 10,000 
Decrease in accrued expenses payable .............. 15,000 
Gain on sales of marketable securities ............... 20,000 45,000 
Net cash provided by operating activities ................... $ 280,000 
Cash flows from investing activities: 
Proceeds from sales of marketable securities............... $ 35,000 
Cash paid to acquire plant assets (see 
supplementary schedule below) .................-.-.-. (30,000) 
Net cash provided by investing activities .................... 5,000 
Cash flows from financing activities: 
Dividendsipaldseccescsrcseys ce iseee seers in a eee on scenctor $ (140,000) 
Payments to retire bonds payable ....................... (150,000) 
Net cash used for financing activities ...............-..-..-. (290,000) 
Netdecreaseiinicashttary cn. nsees eer tas ron acne Oro: $ (5,000) 
Cash and cash equivalents, Jan. 1,2011................-..- 50,000 
Cash and cash equivalents, Dec. 31,2011 .................. $ 45,000 


Supplementary Schedule: Noncash Investing and Financing Activities 


Purchasesiofiplant.assets: ya ace setae tection oar ene rts $ 100,000 
Less: Portion financed through issuance of 

long=termicebt aise curse 8 oe eer Sis Weeious es ae tater aster 70,000 
Cashipaiditotacquireiplamt, asSetsancy ee sneer ee $ 30,000 


Concluding Remarks 


10. The $150,000 debit change in Auto’s Bonds Payable account indicates that this amount 
of the liability has been repaid—that is, $150,000 in bonds has been retired. This is 
included in the financing activities category. 


At this point, we should check to determine that our entries in the two middle columns 
fully explain the differences between the beginning and ending balance of each noncash bal- 
ance sheet account. If the top portion of the worksheet explains the changes in every noncash 
account, the bottom section should include all of the cash flows for the year. 


(x) We now total the Sources (cash increases) and Uses (cash decreases) columns in the 
bottom portion of the worksheet. The difference between these column subtotals 
represents the net increase or decrease in cash. In our example, the Sources col- 
umn totals $360,000, while the Uses column totals $365,000, indicating a $5,000 
decrease in cash over the period. Notice that this is exactly the amount by which 
Cash decreased during 2011: $50,000 — $45,000 = $5,000. Our last entry, labeled 
(x), explains the credit change in the Cash account at the top of the worksheet and 
brings the bottom of the worksheet into balance. 


The formal statement of cash flows, reporting the cash flows from operating activities by 
the indirect method, can be prepared directly from the bottom portion of this worksheet. In 
Exhibit 13-8, amounts appearing in accrual-based accounting records are shown in blue; cash 
flows appear in red. 


Concluding Remarks 


In this chapter, we have discussed the importance of cash flow information for investors and 
creditors and how that information is arranged and presented in the statement of cash flows. 
We delayed in-depth coverage of this important topic to this point because of the importance 
of understanding accounting for assets, liabilities, and stockholders’ equity as a forerunner to 
understanding how cash flow information differs from accrual accounting information. 

As stated earlier, companies have an option of presenting cash flow from operations infor- 
mation by either the direct or the indirect method. Although we have presented both in this 
chapter, our emphasis has been on the direct method despite the fact that most companies 
employ the indirect method in their financial reporting. We have done this for two reasons. 
First, we believe the direct method is more readily understood by students and others who are 
learning for the first time how cash-based and accrual-based information relate. Second, and 
perhaps more important, investors appear to generally favor the direct method, as evidenced 
by the following quote from the former chief accountant of the Securities and Exchange Com- 
mission, speaking to a group of certified public accountants: 


I’ve heard many investors express a strong preference for use of the direct method of prepar- 
ing the statement of cash flows. It’s widely understood and believed by many to be a more 
informative presentation. We are not requiring a change, but it is an action you could con- 
sider to promote transparency given the importance to investors of cash flow information.'° 


In the next chapter, we take a broader look at financial statement analysis, including how 
information about cash flows is combined with information from the other financial state- 
ments, to better understand a company’s financial activities. Managers and investors alike 
must look beyond short-term changes in earnings and cash flows from one period to the next. 
They must consider factors that cause these changes and how they may affect future opera- 
tions. Throughout this text, we have introduced simple financial analysis techniques that are 
useful in analyzing a company. In Chapter 14, we bring those techniques together into a com- 
prehensive model for analyzing financial statements in a way that assists informed decision 
makers in understanding a company’s business activities and in anticipating the long-term 
effects of business strategies. 


'0 Donald T. Nicolaisen in a speech entitled, “Remarks before the 2003 Thirty-First AICPA National 
Conference on Current SEC Developments,” December 11, 2003. 


Step 5: Compute and 
record the net change 
in cash 
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END-OF-CHAPTER REVIEW 


Explain the purposes and uses of a statement of 
101 cash flows. The primary purpose of a statement of 
cash flows is to provide information about the cash 
receipts and cash payments of the entity and how they relate to 
the entity’s operating, investing, and financing activities. Readers 
of financial statements use this information to assess the liquidity 
of a business and to evaluate its ability to generate positive cash 
flows in future periods, pay dividends, and finance growth. 


Describe how cash transactions are classified ina 

102 statement of cash flows. Cash flows are classified as 

(1) operating activities, (2) investing activities, or 

(3) financing activities. Receipts and payments of interest are 
classified as operating activities. 


Compute the major cash flows relating to operating 

403 activities. The major operating cash flows are (1) cash 
received from customers, (2) cash paid to suppliers and 
employees, (3) interest and dividends received, (4) interest paid, 
and (5) income taxes paid. These cash flows are computed by 
converting the income statement amounts for revenue, cost of 
goods sold, and expenses from the accrual basis to the cash basis. 
This is done by adjusting the income statement amounts for 
changes occurring over the period in related balance sheet accounts. 


Compute the cash flows relating to investing and 

104 financing activities. Cash flows from investing and 

financing activities are determined by examining the 

entries in the related asset and liability accounts, along with any 

related gains or losses shown in the income statement. Debit 

entries in asset accounts represent purchases of assets (an investing 

activity). Credit entries in asset accounts represent the cost of 

assets sold. The amount of these credit entries must be adjusted by 
any gains or losses recognized on these sales transactions. 

Debit entries to liability accounts represent repayment of 
debt, while credit entries represent borrowing. Both types of 
transactions are classified as financing activities. Other financ- 
ing activities include the issuance of stock (indicated by credits 
to the paid-in capital accounts) and payment of dividends (indi- 
cated by a debit change in the Retained Earnings account). 


Distinguish between the direct and indirect 

L05 methods of reporting operating cash flows. The 
direct and indirect methods are alternative formats for 
reporting net cash flows from operating activities. The direct 
method shows the specific cash inflows and outflows comprising 
the operating activities of the business. By the indirect method, 
the computation begins with accrual-based net income and then 
makes adjustments necessary to arrive at net cash flows from 
operating activities. Both methods result in the same dollar 
amount of net cash flows from operating activities. When the 
direct method is used, the indirect method must also be disclosed. 


Explain why net income differs from net cash 
L06 flows from operating activities. Net income differs 
from net operating cash flows for several reasons. One 
reason is noncash expenses, such as depreciation and the 
amortization of intangible assets. These expenses, which require 
no cash outlays when they are recognized, reduce net income but 
do not require cash payments. Another reason is the many timing 
differences existing between the recognition of revenue and 
expense and the occurrence of the underlying cash flows. Finally, 
nonoperating gains and losses enter into the determination of net 
income, but the related cash flows are classified as investing or 
financing activities, not operating activities. 


Compute net cash flows from operating activities 
L07_ _ using the indirect method. The indirect method uses 
net income (as reported in the income statement) as the 
starting point in the computation of net cash flows from 
operating activities. Adjustments to net income necessary to 
arrive at net cash flows from operating activities are described in 
three categories: noncash expenses, timing differences, and 
nonoperating gains and losses. Adjustments reconcile net 
income (accrual basis) to net cash flows from operating 
activities. Specific adjustments from each category are illustrated 
in the summary analysis of the indirect method on page 579. 


Discuss the likely effects of various business 

L08 strategies on cash flows. It is difficult to predict the 

extent to which a business strategy will affect cash 

flows. However, an informed decision maker should understand 

the direction in which a strategy is likely to affect cash flows— 
both in the short term and over a longer term. 


Explain how a worksheet may be helpful in 
109 preparing a statement of cash flows. A worksheet 
can be used to analyze the changes in balance sheet 
accounts other than Cash and, thereby, determine the related 
cash flows. In the top portion of the worksheet, entries are made 
summarizing the changes in each noncash account. In the bottom 
half, offsetting entries are made to represent the cash effects of 
the transactions summarized in the top portion. The entries in 
the bottom half of the worksheet are classified into the same 
categories as in a statement of cash flows—operating, investing, 
and financing. The statement of cash flows then is prepared 
from the data in the bottom portion of the worksheet. 


Key Terms Introduced or 


Emphasized in Chapter 13 


accrual basis (p. 567) A method of summarizing operating 
results in terms of revenue earned and expenses incurred, rather 
than cash receipts or cash payments. 


Demonstration Problem 


cash basis (p. 570) The practice of summarizing operating 
results in terms of cash receipts and cash payments, rather than 
revenue earned or expenses incurred. 


cash budget (p. 582) A detailed forecast of expected future 
cash receipts, usually organized department by department and 
month by month for the coming year. 


cash equivalents (p. 567) Highly liquid short-term invest- 
ments, such as Treasury bills, money market funds, and com- 
mercial paper. For purposes of preparing a statement of cash 
flows, money held in cash equivalents is considered the same as 
cash. Thus transfers between a bank account and cash equiva- 
lents are not considered receipts or disbursements of cash. 


cash flows (p. 564) A term describing both cash receipts 
(inflows) and cash payments (outflows). 


complementary products(p. 584) Products that “fit 
together”—that tie in with a company’s other products. As a 
result, customers attracted to one product may also purchase 
others. 


financing activities (p. 564) Transactions such as borrowing, 
repaying borrowed amounts, raising equity capital, or making 
distributions to owners. The cash effects of these transactions 
are reported in the financing activities section of the statement of 
cash flows. Noncash aspects of these transactions are disclosed 
in a supplementary schedule. 
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free cash flow (p. 581) The portion of the annual net cash 
flows from operating activities that remains available for discre- 
tionary purposes after the basic obligations of the business have 
been met. Can be computed in several different ways. 


investing activities (p. 564) Transactions involving acquisi- 
tions or sales of investments or plant assets and making or col- 
lecting loans. The cash aspects of these transactions are shown 
in the investing activities section of the statement of cash flows. 
Noncash aspects of these transactions are disclosed in a supple- 
mentary schedule to this financial statement. 


operating activities (p. 564) Transactions entering into the 
determination of net income, with the exception of gains and 
losses relating to financing or investing activities. The category 
includes such transactions as selling goods or services, earn- 
ing investment income, and incurring costs and expenses, such 
as payments to suppliers and employees, interest, and income 
taxes. The cash effects of these transactions are reflected in the 
operating activities section of the statement of cash flows. 


peak pricing (p. 584) The strategy of charging a higher price 
during periods of high demand, and a lower price during peri- 
ods of slack demand. Intended to both maximize revenue and 
shift excess demand to periods in which it can be more easily 
accommodated. 


product mix (p. 584) The variety and relative quantities of 
goods and services that a company offers for sale. 


Demonstration Problem 


You are the chief accountant for Electro Products, Inc. Your assistant has prepared an income state- 
ment for the current year and has developed the following additional information by analyzing 
changes in the company’s balance sheet accounts. 


ELECTRO PRODUCTS, INC. 
INCOME STATEMENT 


FOR THE YEAR ENDED DECEMBER 31, 2011 


Revenue: 
Net sales 
Interest income 


Gain on sales of marketable securities 
Total revenue and gains 


Costs and expenses: 
Cost of goods sold 


Operating expenses (including depreciation 


of $700,000) 


Interest expense....... 
Income tax expense .... 
Loss on sales of plant assets ............. 0000 e eee eee 

Total costs, expenses, and losses 


Net income 


His eines Qe hate weed oP deme Pea ES $9,500,000 

ee ee ee ee eee 320,000 

sop iideaiiea DE ao eed Nee AAanedtne aed Glenn Gdn 70,000 

Bache ha Obe abe Adie die edud gle wn bdotele a Peles $9,890,000 
Ui d Ren ani bd hla vdueoed deed det $4,860,000 
oe bed rendctd Biel A beS i guit'eoded dence At ithe 3,740,000 
so ety eot Bae atlgu in taise oat ts af aes degeastesgs opie 270,000 
bth arbi Groth Gta hdeosi eee 300,000 
90,000 

ee eee 9,260,000 


$ 630,000 
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Changes in the company’s balance sheet accounts over the year are summarized as follows: 
1. Accounts Receivable decreased by $85,000. 
2. Accrued Interest Receivable increased by $15,000. 


3. Inventory decreased by $280,000, and Accounts Payable to suppliers of merchandise 
decreased by $240,000. 


4. Short-term prepayments of operating expenses decreased by $18,000, and accrued liabilities 
for operating expenses increased by $35,000. 


5. The liability for Accrued Interest Payable decreased by $16,000 during the year. 
6. The liability for Accrued Income Taxes Payable increased by $25,000 during the year. 


7. The following schedule summarizes the total debit and credit entries during the year in other 
balance sheet accounts: 


Debit Credit 

Entries Entries 

Marketable Securities..... 0.0.0... cece eee $ 120,000 $ 210,000 
Notes Receivable (cash loans made to others) ............... 250,000 190,000 
Plant Assets (see paragraph 8) .....................-.00.. 3,800,000 360,000 
Notes Payable (short-term borrowing) ................-.-.-. 620,000 740,000 
Bonds: Payables. isc cciacaccaeacadiieSagues aunareseaichae icndcs 1,100,000 
Capital Stock. t...4 ¢445.08 42st ede deed be be ee ee 50,000 
Additional Paid-in Capital (from issuance of stock).............. 840,000 
Retained Earnings (see paragraph 9) ...................... 320,000 630,000 


8. The $360,000 in credit entries to the Plant Assets account is net of any debits to accumulated 
depreciation when plant assets were retired. Thus, the $360,000 in credit entries represents the 
book value of all plant assets sold or retired during the year. 


9. The $320,000 debit to Retained Earnings represents dividends declared and paid during the 
year. The $630,000 credit entry represents the net income for the year. 


10. All investing and financing activities were cash transactions. 


11. Cash and cash equivalents amounted to $448,000 at the beginning of the year and to $330,000 
at year-end. 


Instructions 


You are to prepare a statement of cash flows for the current year, following the format illustrated 
in Exhibit 13-1. Cash flows from operating activities are to be determined by the direct method. 
Place brackets around dollar amounts representing cash outlays. Show separately your computa- 
tions of the following amounts: 


Cash received from customers. 

Interest received. 

Cash paid to suppliers and employees. 
Interest paid. 

Income taxes paid. 

Proceeds from sales of marketable securities. 
Proceeds from sales of plant assets. 


Sm mo eo fF 2 


Proceeds from issuing capital stock. 
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Solution to the Demonstration Problem 


ELECTRO PRODUCTS, INC. 
STATEMENT OF CASH FLOWS 


FOR THE YEAR ENDED DECEMBER 31, 2011 


Cash flows from operating activities: 


Cash received from customers (a)...............-.-.-. $ 9,585,000 
Interest received (b)........... 2... e eee eee eee eee 305,000 
Cash provided by operating activities................. $9,890,000 
Cash paid to suppliers and employees (c)............... $(7,807,000) 
Interest paid (d) ¢:-co0ksG chee eer gord eto need eedeades (286,000) 
Income taxes paid (e)..... 0.2... 0.2 cee (275,000) 
Cash disbursed for operating activities................ (8,368,000) 
Net cash provided by operating activities.................. $1,522,000 
Cash flows from investing activities: 
Purchases of marketable securities .................... $ (120,000) 
Proceeds from sales of marketable 
Securities (f) 2. tec caer es Seetoe Sada tead a ee Geis 280,000 
Loans made to borrowers. ............-.0 0000 e eee eee (250,000) 
Collections ON lOANS isis oak waco wed eae Lee ora eS 190,000 
Cash paid to acquire plant assets..................000. (3,800,000) 
Proceeds from sales of plant assets (g)................. 270,000 
Net cash used for investing activities..................... (3,430,000) 


Cash flows from financing activities: 


Proceeds from short-term borrowing ................... $ 740,000 

Payments to settle short-term debts.................0.. (620,000) 

Proceeds from issuing bonds payable .................. 1,100,000 

Proceeds from issuing capital stock (h) ................. 890,000 

Dividends paid «26 s.nsc.% eacis ceed ncie ea hea eaneeees (320,000) 
Net cash provided by financing activities.................. 1,790,000 
Net increase (decrease) incash .............-.0-0000 00s $ (118,000) 
Cash and cash equivalents, Jan. 1,2011 ................. 448,000 
Cash and cash equivalents, Dec. 31,2011 ................. $ 330,000 


Supporting computations: 


a. Cash received from customers: 


Net'sales) 2 sii acemgas swe ventbradsa cise enteaadiaw ded epee iad $9,500,000 

Add: Decrease in accounts receivable ............. 0.00 eee eee ee 85,000 

Cash received from customers .......... 0.0 eee $9,585,000 
b. Interest received: 

Interest INCOME eig.sciics a oF 66 eadeieieuers oe 6 Hem Bececeieu eb w sale H Baueceiece B 5) $ 320,000 

Less: Increase in accrued interest receivable ..................0005 15,000 

Interest received 2... eee ne eee eens $ 305,000 


c. Cash paid to suppliers and employees: 
Cash paid for purchases of merchandise: 


Cost'of: GOOdS SOD ai54 snc. per eiawd oP idee ead ha eee OY $4,860,000 
Less: Decrease in inventory ............ 00.0. e eee eee eee eee 280,000 

Net purchases si4¢.+ 2) feoiesdivdtapheniiie din eddteraiage $4,580,000 
Add: Decrease in accounts payable to suppliers.................... 240,000 


Cash paid for purchases of merchandise .................0.0-005: $4,820,000 
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ELECTRO PRODUCTS, INC. (continued) 


STATEMENT OF CASH FLOWS 
FOR THE YEAR ENDED DECEMBER 31, 2011 


Cash paid for operating expenses: 


Operating expenses ......... 0... tees $3,740,000 
Less: Depreciation (a “noncash” expense) .............. $700,000 
Decrease in prepayments .............000 00 eee eee 18,000 
Increase in accrued liabilities for 
operating expenses .................002.0-00000- 35,000 753,000 
Cash paid for operating expenses ........... 000: c eee eee $2,987,000 
Cash paid to suppliers and employees 
($4,820,000 + $2,987,000) ...... 2.0... ects $7,807,000 
d. Interest paid: 
Interest expense: <:..oc4-cPe anne eae eA eee kar eed e See $ 270,000 
Add: Decrease in accrued interest payable ........................ 16,000 
Interest paid... eet $ 286,000 
e. Income taxes paid: 
Income tax expense ......... 02. eee eet $ 300,000 
Less: Increase in accrued income taxes payable ................... 25,000 
Income taxes paid... 1... ee eet tenes $ 275,000 
f. Proceeds from sales of marketable securities: 
Cost of marketable securities sold (credit entries to the 
Marketable Securities account) ............. 0.000.000 eee eee eee $ 210,000 
Add: Gain reported on sales of marketable securities ................ 70,000 
Proceeds from sales of marketable securities ...................... $ 280,000 
g-. Proceeds from sales of plant assets: 
Book value of plant assets sold (paragraph 8) ...................0.. $ 360,000 
Less: Loss reported on sales of plant assets ....................... 90,000 
Proceeds from sales of plant assets .....................0 00.0000. $ 270,000 
h. Proceeds from issuing capital stock: 
Amounts credited to the Capital Stock account ..............-..00-5 $ 50,000 
Add: Amounts credited to Additional Paid-in Capital account........... 840,000 
Proceeds from issuing capital stock ...................0.0.0.0005, $ 890,000 


Self-Test Questions 


The answers to these questions appear on page 618. 


1. The statement of cash flows is designed to assist users in 
assessing each of the following, except: 


a. The ability of a company to remain liquid. 

b. The major sources of cash receipts during the period. 

c. The company’s profitability. 2 
d 


The reasons why net cash flows from operating activi- 
ties differ from net income. 


2. Which of the following is not included in the statement of 
cash flows, or in a supplementary schedule accompanying 
the statement of cash flows? 


a. Disclosure of investing or financing activities that did 
not involve cash. 


b. A reconciliation of net income to net cash flows from 
operating activities. 

c. Disclosure of the amount of cash invested in money 
market funds during the accounting period. 

d. The amount of cash and cash equivalents owned by the 
business at the end of the accounting period. 


. Cash flows are grouped in the statement of cash flows into 


the following major categories: 


a. Operating activities, investing activities, and financing 
activities. 


b. Cash receipts, cash disbursements, and noncash activities. 
c. Direct cash flows and indirect cash flows. 


d. Operating activities, investing activities, and collecting 
activities. 
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4. The following is a list of various cash payments and cash 
receipts: 


year reported a loss on sale of land in the amount of $25,000. 
All transactions involving the Land account were cash trans- 
actions. These transactions would be shown in the statement 
of cash flows as: 


Cash paid to suppliers and employees........ $420,000 

Dividends paid ...........0. 0.0 eee eee ees 18,000 a. $320,000 cash provided by investing activities, and 
Interest paid 12.000 $210,000 cash disbursed for investing activities. 
Purchases of plant assets ................. 45,000 b. $185,000 cash provided by investing activities, and 
infereet and dividends viecawed 17.000 $320,000 cash disbursed for investing activities. 
Payments to settle short-term bank loans ..... 29,000 c. $235,000 cash provided by investing activities, and 
incorié faxesioatd es $320,000 cash disbursed for investing activities. 
@ucitescanad einen eee ace 60 yee d. $210,000 cash provided by investing activities, and 


Based only on the above items, net cash flows from operat- 
ing activities are: 


$320,000 cash disbursed for investing activities. 
Which of the following business strategies is most likely to 
increase the net cash flows of a software developer in the 
short run but reduce them over a longer term? 


a. $138,000 a. Develop software that is more costly to create but easier 
b. $91,000 to update and improve. 

c. $120,000 b. Lower the price of existing versions of products as cus- 
d. $163,000 tomer demand begins to fall. 


5. During the current year, two transactions were recorded in 


the Land account of Duke Industries. One involved a debit 
of $320,000 to the Land account; the second was a $210,000 
credit to the Land account. Duke’s income statement for the 


c. Reduce expenditures for the purpose of developing new 
products. 


d. Purchase the building in which the business operates 
(assume the company currently rents this location). 


MID Maa DISCUSSION Questions 


. Briefly state the purposes of a statement of cash flows. 


2. Does a statement of cash flows or an income statement best mea- 


sure the profitability of a financially sound business? Explain. 


. Give two examples of cash receipts and two examples of cash 
payments that fit into each of the following classifications: 


a. Operating activities. 
b. Investing activities. 
c. Financing activities. 


. Why are payments and receipts of interest classified as oper- 
ating activities rather than as financing or investing activities? 


. In the long run, is it more important for a business to have 
positive cash flows from its operating activities, investing 
activities, or financing activities? Why? 

. Of the three types of business activities summarized in a 
statement of cash flows, which type is least likely to show 
positive net cash flows in a successful, growing business? 
Explain your reasoning. 


. Identify three factors that may cause net income to differ 
from net cash flows from operating activities. 


. Briefly explain the difference between the direct and indi- 
rect methods of computing net cash flows from operating 
activities. Which method results in higher net cash flows? 


. Moss, Inc., acquired land by issuing $665,000 of capital 
stock. No cash changed hands in this transaction. Will the 
transaction be disclosed in the company’s statement of cash 
flows? Explain. 


10. 


11. 


12. 


13. 


14. 


15. 


The only transaction recorded in the plant assets account of 
Pompei Company in the current year was a $220,000 credit 
to the Land account. Assuming that this credit resulted from 
a cash transaction, does this entry indicate a cash receipt or a 
cash payment? Should this $220,000 appear in the statement 
of cash flows, or is some adjustment necessary? 


During the current year, the following credit entries were 
posted to the paid-in capital accounts of Crawford Shipyards: 


$12,000,000 
43,500,000 


Capital Stock 
Additional Paid-in Capital............ 


Explain the type of cash transaction that probably caused 
these credit changes, and illustrate the presentation of this 
transaction in a statement of cash flows. 


At the beginning of the current year, Callifax Corporation 
had dividends payable of $1,500,000. During the current 
year, the company declared cash dividends of $4,300,000, 
of which $900,000 appeared as a liability at year-end. Deter- 
mine the amount of cash dividends paid during this year. 


Define the term free cash flow. Explain the significance of 
this measurement to (1) short-term creditors, (2) long-term 
creditors, (3) stockholders, and (4) management. 


Explain the concept of peak pricing and provide an example 
from your own experience. 


Explain why speeding up the collection of accounts receiv- 
able provides only a one-time increase in cash receipts. 
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Brief Exercises 


Olympic, Inc., had the following positive and negative cash flows during the current year: 


Positive cash flows: 


Received from Customers: sic cec ds sean d eee od eee wae $240,000 

Interestand dividends: 2.446c5% neeccd dash eee he da aoe eee aad 50,000 

Sale of plantiassets: icii4 cadets iebsk a iadaee eh gess einkaneedgbaee be 330,000 
Negative cash flows: 

Paid to suppliers and employees .............. 0.000002 eee eee ee $127,000 

Purchase of investments ............ 0000 e eee eee eae 45,000 

Purchase of treasury stock ......... 0... cece eee eens 36,000 


Determine the amount of cash provided by or used for operating activities by the direct method. 


Garagiola Company had net income in the current year of $430,000. Depreciation expense for the 
year totaled $67,000. During the year the company experienced an increase in accounts receivable 
(all from sales to customers) of $35,000 and an increase in accounts payable (all to suppliers) of 
$56,000. Compute the amount of cash provided by or used for operating activities by the indirect 
method. 


Georgia Products Co. had the following positive cash flows during the current year: received cash 
from customers of $750,000; received bank loans of $35,000; and received cash from the sale of 
common stock of $145,000. During the same year, cash was paid out to purchase inventory for 
$335,000, to employees for $230,000, and for the purchase of plant assets of $190,000. Calculate 
the amount of cash provided by or used for operating activities by the direct method. 


Patterson Company reported net income for the current year of $666,000. During the year the 
company’s accounts receivable increased by $50,000, inventory decreased by $23,000, accounts 
payable decreased by $55,000, and accrued expenses payable increased by $14,000. Determine the 
amount of cash provided by or used for operating activities by the indirect method. 


Old Alabama Company purchased investments for $45,000 and plant assets for $127,000 dur- 
ing the current year, during which it also sold plant assets for $66,000, at a gain of $6,000. The 
company also purchased treasury stock for $78,000 and sold a new issue of common stock for 
$523,000. Determine the amount of cash provided by or used for investing activities for the year. 


Texas, Inc., sold common stock for $560,000 and preferred stock for $36,000 during the cur- 
rent year. In addition, the company purchased treasury stock for $35,000 and paid dividends on 
common and preferred stock for $24,000. Determine the amount of cash provided by or used for 
financing activities during the year. 


Dane, Inc., reported cost of goods sold of $100,100 during the current year. Following are the 
beginning and ending balances of merchandise inventory and accounts payable for the year: 


Beginning Ending 


$35,000 $43,000 
23,000 30,000 


Merchandise inventory .............. 00.2 ee eee eee eee 
ACCOUNTS 'PAYVADIC i venaicicise ghaide ee cian lauh ace nop dee eaucualeace @ eae 


Determine the amount of cash payments for purchases during the year. 
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Lo2 BRIEF Tyler, Inc.’s cash balance at December 31, 2011, the end of its financial reporting year, was 
EXERCISE 13.8 $155,000. During 2011, cash provided by operations was $145,000, cash used in investing activi- 
Determining Beginning __ ties was $67,000, and cash provided by financing activities was $10,000. Calculate the amount of 
Cash Balance Tyler’s beginning cash balance at January 1, 2011. 

LO6 BRIEF Zephre Company reported net income for the year of $56,000. Depreciation expense for the year 
EXERCISE 13.9 was $12,000. During the year, accounts receivable increased by $4,000, inventory decreased by 
Reconciling Net $6,000, accounts payable increased by $3,000, and accrued expenses payable decreased by $2,000. 
Income to Cash from Reconcile the amount of net income to the amount of cash provided by or used for operating 
Operations activities. 

102 BRIEF Watson, Inc., had a cash balance at the beginning of the year of $89,000. During the year, the 
EXERCISE 13.10 following cash flows occurred: 


Preparing Statement 
of Cash Flows 


From operating activities. ....... 0.0.0... eee $136,000 
From investing activities ....... 0.0.0... cee eee (56,000) 
From financing activities... 0.0.0.0... 0... eee (34,000) 


Prepare an abbreviated statement of cash flows, including a reconciliation of the beginning and 
ending cash balances for the year. 


Exercises ma connect 
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101 EXERCISE 13.1 Wallace Company’s statement of cash flows for the current year is summarized as follows: 


Using a Statement 
of Cash Flows 


fis Cash provided by operating activities .................0. 0.0 cece eee eee $200,000 
Cash used in investing activities .............. 0.0.2 eee eee eee (120,000) 
Cash provided by financing activities..................... 0.000.000.0200. 88,000 
Increase in cash during the year ............. 0.000.002 $168,000 
Cash balance, beginning of the year ................. 000.000. 0 eee eee ee 75,000 
Cash balance, end of the year... 1.2... 2c tees $243,000 
a. Briefly explain what is included in each of the first three categories listed (i.e., the cash from 
operating, investing, and financing activities categories). 
b. On the basis of the limited information presented above, describe the company’s change in 
cash position during the year and your interpretation of the strength of the company’s current 
(end-of-year) cash position. 
L01. EXERCISE 13.2 Auto Supply Company’s 2011 statement of cash flows appears in Exhibit 13—8. Study the state- 
Using a Statement ment and respond to the following questions: 
Log Of Cash Flows a. What was the company’s free cash flow in 2011? 
b. What were the major sources and uses of cash from financing activities during 2011? Did the 
LOB net effect of financing activities result in an increase or a decrease in cash during the year? 


c. What happened to the total amount of cash and cash equivalents during the year? Assuming 
2011 was a typical year, is the firm in a position to continue its dividend payments in the 
future? Explain. 
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L02 


EXERCISE 13.3 


Computing Cash 
Flows 


EXERCISE 13.4 


Comparing Net Sales 
and Cash Receipts 


EXERCISE 13.5 
Computing Cash 
Paid for Purchases 
of Merchandise 


EXERCISE 13.6 
Reporting Lending 
Activities and Interest 
Revenue 


EXERCISE 13.7 


Format of a Statement 
of Cash Flows 


Chapter 13 Statement of Cash Flows 


d. Look at the reconciliation of net income to net cash provided by operating activities, and 
explain the following: 


1. Net loss (gain) from the sale of marketable securities. 


2. Increase in accounts receivable. 


An analysis of the Marketable Securities control account of Prosper Products, Inc., shows the 
following entries during the year: 


Balan Jami Wee deducted dk deduce cine sh bettered dh avacane hr detepaiea dice acacia avsied he enor ee $ 290,000 
DebIRS MISS i... er. oe eeu pce ee ess say ac Se aevduds ar wths andl a: Widntdiedua de ar eA ar alae bieaddeane se oaoees 125,000 
Credit:@ntties: «...25°2 esnyletios & athe Me aaa 4 Ane Ad Eamon dx Gene Deca ees (140,000) 
Balan: DGC 2G re. sc:ccicd tease ucid avhcend Heakedcrca thaws cid ached Miakodatca dow va 8, Marth edod eau Beaks $ 275,000 


In addition, the company’s income statement includes a $35,000 loss on sales of marketable 
securities. None of the company’s marketable securities is considered a cash equivalent. 
Compute the amounts that should appear in the statement of cash flows as: 


a. Purchases of marketable securities. 


b. Proceeds from sales of marketable securities. 


During the current year, Tachnic, Inc., made cash sales of $285,000 and credit sales of $460,000. 
During the year, accounts receivable decreased by $32,000. 


a. Compute for the current year the amounts of: 
1. Net sales reported as revenue in the income statement. 
2. Cash received from collecting accounts receivable. 
3. Cash received from customers. 


b. Write a brief statement explaining why cash received from customers differs from the amount 
of net sales. 


The general ledger of MPX, Inc., provides the following information relating to purchases of 
merchandise: 


End of Beginning 

Year of Year 

IMVOMIONY ye xs ccescs accede aaron dete dha eon Be bee ok ee eal $820,000 $780,000 
Accounts payable to merchandise suppliers .................. 430,000 500,000 


The company’s cost of goods sold during the year was $2,975,000. Compute the amount of cash 
payments made during the year to suppliers of merchandise. 


During the current year, Maine Savings and Loan Association made new loans of $15 million. In 
addition, the company collected $36 million from borrowers, of which $30 million was interest 
revenue. Explain how these cash flows will appear in the company’s statement of cash flows, indi- 
cating the classification and the dollar amount of each cash flow. 


The accounting staff of Wyoming Outfitters, Inc., has assembled the following information for the 
year ended December 31, 2011: 
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Cash and cash equivalents, Jan. 1.........0 0.00. eee eee $ 35,800 
Cash and cash equivalents, Dec. 31.1.1... 0... 0. eee 74,800 
Cash paid to acquire plant assets ......... 00.0.0... eee eee eee eee 21,000 
Proceeds from short-term borrowing ............. 00. c eee eee eee eee eee 10,000 
Loans made'to: DOrmoWers! s.icccsts ood da deeded ad eden bales bad doeabe dls 5,000 
Collections on loans (excluding interest) .............0.0.0. 0. cece eee eee. 4,000 
Interest and dividends received ............ 0.0.0 eee ees 27,000 
Cash received from CUSIOMErS wives a ed ewes ca ee eee ea ees 795,000 
Proceeds from sales of plantassets ......... 0.0.0 cee eee ee 9,000 
DIVIGEMAS: DENG Fe ya.t5 4.5, Scsid Sade anayena id Beg sinc ds Bodh aneelsvanyghbe b Mey ara Badt aualgnseel Soy tyke Babb 55,000 
Cash paid to suppliers and employees ................0 00. cece eee eee 635,000 
IIMLST ESE PANG Sos ctgden aednere ae snaneua naate amtrdoe Geo aaheitss sea, “enbvaad we baa leap oe, antudea a aaa 19,000 
INCOME TAXES’ PAld vo. cc cone eed ee ER EE ee or be ORE ok we deed 71,000 


Using this information, prepare a statement of cash flows. Include a proper heading for the finan- 
cial statement, and classify the given information into the categories of operating activities, invest- 
ing activities, and financing activities. Determine net cash flows from operating activities by the 
direct method. Place brackets around the dollar amounts of all cash disbursements. 


108 EXERCISE 13.8 Indicate how you would expect the following strategies to affect the company’s net cash flows 
Effects of Business from operating activities (1) in the near future and (2) in later periods (after the strategy’s long- 
Strategies term effects have “taken hold”). Fully explain your reasoning. 


a. A successful pharmaceutical company substantially reduces its expenditures for research and 
development. 


b. A restaurant that previously sold only for cash adopts a policy of accepting bank credit cards, 
such as Visa and MasterCard. 


c. A manufacturing company reduces by 50 percent the size of its inventories of raw materials 
(assume no change in inventory storage costs). 


d. Through tax planning, a rapidly growing real estate developer is able to defer significant 
amounts of income taxes. 


e. Arapidly growing software company announces that it will stop paying cash dividends for the 
foreseeable future and will instead distribute stock dividends. 


106 EXERCISE 13.9 An analysis of the annual financial statements of Conner Corporation reveals the following: 

An Analysis of a. The company had a $5 million extraordinary loss from insurance proceeds received due to a 
197. Possible Reconciling tornado that destroyed a factory building. 

Peis b. Depreciation for the year amounted to $8 million. 


During the year, $2 million in cash was transferred from the company’s checking account into 
a money market fund. 


Accounts receivable from customers increased by $4 million over the year. 
Cash received from customers during the year amounted to $167 million. 
Prepaid expenses decreased by $1 million over the year. 


gp & & 


Dividends declared during the year amounted to $7 million; dividends paid during the year 
amounted to $6 million. 


h. Accounts payable (to suppliers of merchandise) increased by $2.5 million during the year. 


i. The liability for accrued income taxes payable amounted to $5 million at the beginning of the 
year and $3 million at year-end. 


In the computation of net cash flows from operating activities by the indirect method, explain 
whether each of the above items should be added to net income, deducted from net income, or 
omitted from the computation. Briefly explain your reasons for each answer. 
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07 EXERCISE 13.10 The following data are taken from the income statement and balance sheet of Keaner Machinery, Inc.: 
Computation of Net 
Cash Flows from Dec. 31, Jan. 1, 
Operating Activities — 2011 2011 


Indirect Method Income statement: 


NEU IMGOME soi 20d satensnctterem, dinate std caienans de gous hs eectyet Arakenaig le aeeeinsncth $385,000 
Depreciation Expense........... 02.0.2. eee eee eee eee 125,000 
Amortization of Intangible Assets .....................-.00.-. 40,000 
Gain on Sale of Plant Assets ............. 00000 cee eee eee 90,000 
Loss on Sale of Investments ............00 000: ee eee 35,000 


Balance sheet: 


Accounts Receivable........ 00... cece eect eee $335,000 $380,000 
I VGRLONY eran tsencts a ctentinss auth oraransievatentan ee. cate snenaeedadennin ath reyes 503,000 575,000 
Prepaid Expenses.......... 0.0... cece eee eee eee 22,000 10,000 
Accounts Payable (to merchandise suppliers) ................. 379,000 410,000 
Accrued Expenses Payable .......................00-000-. 180,000 155,000 


Using this information, prepare a partial statement of cash flows for the year ended December 31, 
2011, showing the computation of net cash flows from operating activities by the indirect method. 


L02 EXERCISE 13.11 Among the transactions of Beeler, Inc., were the following: 
Classifying Cash a. Made payments on accounts payable to merchandise suppliers. 
Flows 


b. Paid the principal amount of a note payable to First Bank. 
c. Paid interest charges relating to a note payable to First Bank. 
d 


. Issued bonds payable for cash; management plans to use this cash in the near future to expand 
manufacturing and warehouse capabilities. 


e. Paid salaries to employees in the finance department. 

f. Collected an account receivable from a customer. 

g. Transferred cash from the general bank account into a money market fund. 
h 


Used the cash received in d, above, to purchase land and a building suitable for a manufactur- 
ing facility. 


he 
. 


Made a year-end adjusting entry to recognize depreciation expense. 

At year-end, purchased for cash an insurance policy covering the next 12 months. 

Paid the quarterly dividend on preferred stock. 

Paid the semiannual interest on bonds payable. 

Received a quarterly dividend from an investment in the preferred stock of another corporation. 


Sold for cash an investment in the preferred stock of another corporation. 


SS Se ge one 


Received cash upon the maturity of an investment in cash equivalents. (Ignore interest.) 


Instructions 

Most of the preceding transactions should be included among the activities summarized in a statement 
of cash flows. For each transaction that should be included in this statement, indicate whether the 
transaction should be classified as an operating activity, an investing activity, or a financing activity. 
If the transaction should not be included in the current year’s statement of cash flows, briefly explain 
why not. (Assume that net cash flows from operating activities are determined by the direct method.) 


102 EXERCISE 13.12 Among the transactions of Marvel Manufacturing were the following: 
Classifying Cash 1. Made payments on accounts payable to office suppliers. 
Flows 


2. Paid the principal amount of a mortgage to Seventh Bank. 
3. Paid interest charges relating to a mortgage to Seventh Bank. 
4 


. Issued preferred stock for cash; management plans to use this cash in the near future to pur- 
chase another company. 
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Paid salaries to employees in the finance department. 

Collected an account receivable from a customer. 

Transferred cash from the general bank account into a money market fund. 
Used the cash received in 4, above, to purchase Moran Manufacturing Co. 


SS £2 Se 


Made a year-end adjusting entry to recognize amortization expense. 

10. At year-end, purchased for cash an advertising spot on a local radio station for the next eight 
months. 

11. Paid the annual dividend on preferred stock. 

12. Paid the semiannual interest on bonds payable. 

13. Received a semiannual dividend from an investment in the common stock of another corporation. 

14. Sold for cash an investment in the common stock of another corporation. 

15. Received cash upon the maturity of an investment in cash equivalents. (Ignore interest.) 


Instructions 

Most of the preceding transactions should be included among the activities summarized in a statement 
of cash flows. For each transaction that should be included in this statement, indicate whether the 
transaction should be classified as an operating activity, an investing activity, or a financing activity. 
If the transaction should not be included in the current year’s statement of cash flows, briefly explain 
why not. (Assume that net cash flows from operating activities are determined by the direct method.) 


104 EXERCISE 13.13 Wofford Company provides the following information related to its investing and financing activi- 
Cash Flows from ties for the current year: 
Investing Activities 
Cash receipts: 


SaleiOf COMMON:STOCK: e.g. cle. sist seees eed dua dip: ara sup ln alee deat ip ene duh ane Blbus ac the $250,000 
Sale of equipment (at $34,000 loss) ..... 0... eee eee 156,000 
Sale of land (at $50,000 gain) ....... 2.0... cece eee 160,000 
Cash payments: 
Purchase of Cquipment 2.2 iece ces eter tyne cee AER wee eed eee aes $178,000 
Purchase: of treasury Stock ...i2.005 saan taco t es ce bana aaa eae em 45,000 
Retirement of debt: 2ccciceaases ieeden neki teehee Ran a ea eee 36,500 
Dividends on preferred and common stock ..........0-... 0.00.00 eee eee eee 75,000 


a. Calculate the net amount of cash provided by or used for investing activities for the year. 

b. What impact, if any, do the following facts have on your calculation? (1) Equipment was sold 
at a loss, and (2) land was sold at a gain. 

c. Briefly explain your decision to exclude any of the items listed above if they were not included 
in your calculation in part a. 


L044. EXERCISE 13.14 Shepherd Industries had the following cash flows by major categories during the current year: 

Cash Flows from 

Financing Activities Cash provided by: 
Receipts from CustOMels 2. cece ccntawnee Coe Ape tee eaow ade $560,000 
Sale Of DONS :.sd-ryawh eee ae ened elt Maas adaee eA 400,000 
Sale of treasury StOCk:: wi cccee eek eee eae ee ede ee ewe RD ee eS 34,000 
Interest and dividends received ........... 00... eee eee 56,000 
Sale of equipment (at a $56,000 loss)... 0... eee eee eee 236,000 

Cash used for: 

Payments to: employees: 25.22 his cone So a eta decay cede BEE eed $135,000 
Payments to purchase inventory .......... 0... e ccc eee eee eee eee 190,000 
Dividends:6n:cOmmMON: StOCK . 44 sews breeders note wee oiwadas dead 60,000 
Purchase:of treasury Stock woos .cccseepen dened eho nteedes eee Ee Peek ee 20,000 


INtEreSt'OXpeNSe: ivi cad vessiedet se eiard ar yew he ede nd yada a CoS 78,000 
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a. Calculate the net amount of cash provided by or used for financing activities for the year. 
b. Briefly justify why you excluded any of the above items in your calculation in part a. 
c. Briefly explain your treatment of interest expense in your calculation in part a. 


L01. EXERCISE 13.15 Statements of cash flow for Home Depot, Inc., for 2009, 2008, and 2007 are included in Appendix 
Home Depot, Inc. A of this text. 
t92 Using a Statement a. Focus on the information for 2009 (year ending January 31, 2010). How does net earnings 
of Cash Flows compare with net cash provided by or used in operations, and what accounts for the primary 
SS difference between the two amounts? 
RWS b. What are the major uses of cash, other than operations, and how have these varied over the 
Os 


three-year period presented? 

c. Cash flows from both investing and financing activities have been mostly negative for all 
three years presented. Considering Home Depot’s overall cash flows, including its cash flows 
from operations, would you say that this leads to a negative interpretation of Home Depot’s 
cash position at January 31, 2010? Why or why not? 

d. Calculate the amount of free cash flow for each of 2007, 2008, and 2009, and comment briefly 
on your conclusion concerning this information. 


Problem Set A fa connect 
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102 PROBLEM 13.1A The accounting staff of Harris Company has assembled the following information for the year 
Format of a Statement ended December Bil6 DO Ne 


‘hrouah GF Cash Flows 

104 Gash Sal@S: «oo 6 ace nalts ecto see oe eles een wd Sob auaR CS are wee actuals wok $ 800,000 
Credit sales: i: 24. 2hee tie icie hit aan bh ctd beh ie bled Se aed 2,500,000 
Collections on accounts receivable ............ 00.0.0. 0 eee eee eee 2,200,000 

Cash transferred from the money market fund to the general bank 
ACCOUME ss, ao iorg aH deheynva ant hid dw Ke avantubuarata, wine & as Seachlebin dan teanhoad ay wea leyd erates 250,000 
Interest and dividends received ............ 0.00002 cece eee 100,000 
Purchases (all on account) ......... 0.0.00. e eee eee 1,800,000 
Payments on accounts payable to merchandise suppliers.................. 1,500,000 
Cash payments for operating expenses. ................ 0000000002 eee 1,050,000 
Interest paid :-..2c2:.nddemeid st aha dete Seta ikadpdeeade ad aed peas 180,000 
Incometaxes: paid secs io cte wre eeds ib Shea eek be eae ate ee 95,000 
Loans: made to: borrowers... once seereae a ve ene ade eae eaG ware 500,000 
Collections on loans (excluding receipts of interest) ...................0.. 260,000 
Cash paid to acquire plant assets ............... 00.00.0000 00 0000-2 ee 3,100,000 
Book value of plant assets sold ........... 00.0.2 e eee eee eee ee 660,000 
Loss on sales of plant assets .......... 000.0000 80,000 
Proceeds from issuing bonds payable ................. 0.000. e eee ee eee 2,500,000 
DiVIGENAS PalGl 2 ea. Bansicus 4 cee ook a'ae sacaneed draenei ws a a hded Grane Gabe arabes teu Santas 120,000 
Cash and cash equivalents, Jan. 1........... 000 cece 489,000 

Instructions 


Prepare a statement of cash flows in the format illustrated in Exhibit 13-1. Place brackets around 
amounts representing cash outflows. Use the direct method of reporting cash flows from operating 
activities. 

Some of the items above will be listed in your statement without change. However, you will have 
to combine certain given information to compute the amounts of (1) collections from customers, 
(2) cash paid to suppliers and employees, and (3) proceeds from sales of plant assets. (Hint: Not 
every item listed is used in preparing a statement of cash flows.) 


104 PROBLEM 13.2A 


Reporting Investing An analysis of the income statement and the balance sheet accounts of Headrick, Inc., at December 31, 
Activities 2011, provides the following information: 


Problem Set A 603 


Income statement items: 
Gain on Sale of Marketable Securities .........0.0.0 000.0 $ 42,000 
Loss on Sales of Plant AssetS ... 0.0.0.0... 00 eee eens 33,000 


Analysis of balance sheet accounts: 
Marketable Securities account: 


DebiiientieSs: .:senc cates ba eee ge Aa eeea eee aes bak ee ae RE $ 75,000 

Credit CnthieS ys ic eee as ether ead eeeAS eee Ror aEea SST Lee teas 90,000 
Notes Receivable account: 

DOD it CSS) sic: sae ce ley cea cc uated Sets ns Seay deci abed Sts hua dap vel foaled ley acd Romer s 210,000 

Credit: CMtneS yo vise sa, cde ae Oats Fb Rin oh Ge tae Bee howe Soesehaeest eh acdnentin 162,000 
Plant and Equipment accounts: 

Debit entries to plant asset accounts .............0.0 00.0.0 c eee eee eee 196,000 

Credit entries to plant asset accounts................ 0.000000 e eee eee 120,000 

Debit entries to accumulated depreciation accounts ..................... 75,000 


Additional Information 


1. Except as noted in 4 below, payments and proceeds relating to investing transactions were 
made in cash. 


2. The marketable securities are not cash equivalents. 


oS 


All notes receivable relate to cash loans made to borrowers, not to receivables from customers. 


4. Purchases of new equipment during the year ($196,000) were financed by paying $60,000 in 
cash and issuing a long-term note payable for $136,000. 


5. Debits to the accumulated depreciation accounts are made whenever depreciable plant assets are 
retired. Thus, the book value of plant assets retired during the year was $45,000 ($120,000 — 
$75,000). 


Instructions 


a. Prepare the investing activities section of a statement of cash flows. Show supporting compu- 
tations for the amounts of (1) proceeds from sales of marketable securities and (2) proceeds 
from sales of plant assets. Place brackets around numbers representing cash outflows. 

b. Prepare the supporting schedule that should accompany the statement of cash flows in order to 
disclose the noncash aspects of the company’s investing and financing activities. 

c. Assume that Headrick’s management expects approximately the same amount of cash to be 
used for investing activities next year. In general terms, explain how the company might gen- 
erate cash for this purpose. 


104 PROBLEM 13.3A An analysis of the income statement and the balance sheet accounts of Hayes Export Co. at 
Reporting Investing December 31, 2011 provides the following information: 
Activities 
Income statement items: 
Gain on Sale of Plant Assets ............ 000.000 $ 12,000 
Loss on Sales of Marketable Securities .......... 0.0.00. cece eee 16,000 


Analysis of balance sheet accounts: 
Marketable Securities account: 


Debit GINS: 5 s.cescnicn Bt ego Aiede by sd Bode Syleptiee ke Ws ek cB alls os Da Bad So a $ 78,000 

Credit:enttieS oi cec sex ioe ela wowed ede at ehe ese ee dddigheeec eed 62,000 
Notes Receivable account: 

Debit entries: <.44..c¢ie reese ink bee ee eetats aaa nete ta kde eds 55,000 

CreditenthieS:.20:44< ecdanee da horwd cae ee Se hao oleae bee Gee tee 60,000 
Plant and Equipment accounts: 

Debit entries to plant asset accounts ............ 000 cece eee 150,000 

Credit entries to plant asset accounts ................ 0000000000022 140,000 


Debit entries to accumulated depreciation accounts ..................... 100,000 
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PROBLEM 13.4A 
Reporting Operating 
Cash Flows by the 
Direct Method 
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Additional Information 


1. 


im) 


Except as noted in 4 below, payments and proceeds relating to investing transactions were 
made in cash. 


. The marketable securities are not cash equivalents. 
. All notes receivable relate to cash loans made to borrowers, not to receivables from customers. 


. Purchases of new equipment during the year ($150,000) were financed by paying $50,000 in 


cash and issuing a long-term note payable for $100,000. 


. Debits to the accumulated depreciation accounts are made whenever depreciable plant assets 


are sold or retired. Thus, the book value of plant assets sold or retired during the year was 
$40,000 ($140,000 — $100,000). 


Instructions 
a. 


Prepare the investing activities section of a statement of cash flows. Show supporting compu- 
tations for the amounts of (1) proceeds from sales of marketable securities and (2) proceeds 
from sales of plant assets. Place brackets around amounts representing cash outflows. 


Prepare the supplementary schedule that should accompany the statement of cash flows in 
order to disclose the noncash aspects of the company’s investing and financing activities. 
Does management have more control or Jess control over the timing and amount of cash out- 
lays for investing activities than for operating activities? Explain. 


The following income statement and selected balance sheet account data are available for Treece, 
Inc., at December 31, 2011: 


TREECE, INC. 


INCOME STATEMENT 
FOR THE YEAR ENDED DECEMBER 31, 2011 


Revenue: 
NetSaleS: saccuipda iiicd oa kutapee eed o Sateen aod eee kts $2,850,000 
DividendlincOMe ss.i.-00:2 ered sea er eesa ee ea ee was 104,000 
Interest INCOME «6.5 .:0:2 asda 2a ek pod eerad Bbw ad deed aoe 70,000 
Gain on sales of marketable securities ................... 4,000 
Total revenue and gains......................0-200-- $3,028,000 
Costs and expenses: 
Cost of goods Sold... nitcc evade ieee eha ena te he eee tes $1,550,000 
Operating expenses ............. 2... eee eee eee 980,000 
Interest expense ......... 0. eee eee 185,000 
Income tax expense ......... 0.0... eee 90,000 
Total costs and expenses .................2.2.0-2000- 2,805,000 
NGLINGCOME:: ia ic.c02 pecantes ces Seed euee eee Ded aueS $ 223,000 
End of Beginning 
Year of Year 
Selected account balances: 
Accounts:receivable:.....2 ccs da wud dae thee € nd ee $ 650,000 $ 720,000 
Accrued interest receivable .....................0-00055 9,000 6,000 
INVENtONES: iisc4 se tend Sa Vad adele Gea wae etaes 800,000 765,000 
Short-term prepayments ................0.2 00. e eee eee 20,000 15,000 
Accounts payable (merchandise suppliers) ................ 570,000 562,000 
Accrued operating expenses payable .................... 65,000 94,000 
Accrued interest payable ....................-0.0..00-. 21,000 12,000 


Accrued income taxes payable.........................-. 22,000 35,000 


Problem Set A 


L066 PROBLEM 13.5A 
Reporting Operating 

107 Cash Flows by the 
Indirect Method 


L022 PROBLEM 13.6A 

Preparing a Statement 

of Cash Flows: A 

L094. Comprehensive 
Problem without a 
Worksheet 
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Additional Information 


1. Dividend revenue is recognized on the cash basis. All other income statement amounts are 
recognized on the accrual basis. 


2. Operating expenses include depreciation expense of $115,000. 


Instructions 


a. Prepare a partial statement of cash flows, including only the operating activities section of the 
statement and using the direct method. Place brackets around numbers representing cash pay- 
ments. Show supporting computations for the following: 


Cash received from customers 
Interest and dividends received 
Cash paid to suppliers and employees 


ca Nee 


Interest paid 
5. Income taxes paid 


b. Management of Treece, Inc., is exploring ways to increase the cash flows from operations. 
One way that cash flows could be increased is through more aggressive collection of receiv- 
ables. Assuming that management has already taken all the steps possible to increase rev- 
enue and reduce expenses, describe two other ways that cash flows from operations could be 
increased. 


Using the information presented in Problem 13.4A, prepare a partial statement of cash flows for 
the current year, showing the computation of net cash flows from operating activities by the indi- 
rect method. Explain why the decline in accounts receivable over the year was added to net income 
in computing the cash flows from operating activities. 


You are the controller for 21st Century Technologies. Your staff has prepared an income statement 
for the current year and has developed the following additional information by analyzing changes 
in the company’s balance sheet accounts. 


21st CENTURY TECHNOLOGIES 
INCOME STATEMENT 


FOR THE YEAR ENDED DECEMBER 31, 2011 


Revenue: 
Net:Sal@Sijcs con 2emturk cnn amend bet cette ted Bee tee me $3,200,000 
Interest revenue .. 0... 0... ee eens 40,000 
Gain on sales of marketable securities .................0.. 34,000 
Total revenue and gains....................2-2.0000- $3,274,000 


Costs and expenses: 
Cost of goods Sold ..... 0... cece eee eee $1,620,000 
Operating expenses (including depreciation 
069150;000) i.cicevh ns icone d bs wade edaghee ea nede 1,240,000 
Interest expense... 1.0.2... eee eee eee 42,000 
Income tax expense .......... eee eee ee 100,000 
Loss on sales of plant assets .................2.0000005- 12,000 
Total costs, expenses, and losses ..................0.. 3,014,000 
Net INCOME ..-6-4 edeae ta diee Biedeas ea ee epee ated $ 260,000 


Additional Information 
1. Accounts receivable increased by $60,000. 


2. Accrued interest receivable decreased by $2,000. 
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3. Inventory decreased by $60,000, and accounts payable to suppliers of merchandise decreased 
by $16,000. 
4. Short-term prepayments of operating expenses increased by $6,000, and accrued liabilities for 
operating expenses decreased by $8,000. 
5. The liability for accrued interest payable increased by $4,000 during the year. 
6. The liability for accrued income taxes payable decreased by $14,000 during the year. 
7. The following schedule summarizes the total debit and credit entries during the year in other 
balance sheet accounts: 
Debit Credit 
Entries Entries 
Marketable Securities .... 2.0... 0... cece $ 60,000 $ 38,000 
Notes Receivable (cash loans made to borrowers) ............... 44,000 28,000 
Plant Assets (see paragraph 8) ................... 00.002 500,000 36,000 
Notes Payable (short-term borrowing) ..........-...-...-00000- 92,000 82,000 
Capital Stok: occ jede0dee bee a be te ce eee exe Garda ded ee 20,000 
Additional Paid-in Capital—Capital Stock ...................... 160,000 
Retained Earnings (see paragraph 9) ..................0.000.0. 120,000 260,000 
8. The $36,000 in credit entries to the Plant Assets account is net of any debits to Accumulated 
Depreciation when plant assets were retired. Thus, the $36,000 in credit entries represents the 
book value of all plant assets sold or retired during the year. 
9. The $120,000 debit to Retained Earnings represents dividends declared and paid during the 
year. The $260,000 credit entry represents the net income shown in the income statement. 
10. All investing and financing activities were cash transactions. 
11. Cash and cash equivalents amounted to $244,000 at the beginning of the year and to $164,000 


at year-end. 


Instructions 


a. 


Prepare a statement of cash flows for the current year. Use the direct method of reporting cash 
flows from operating activities. Place brackets around dollar amounts representing cash out- 
flows. Show separately your computations of the following amounts: 


1. Cash received from customers 

Interest received 

Cash paid to suppliers and employees 
Interest paid 

Income taxes paid 

Proceeds from sales of marketable securities 


Proceeds from sales of plant assets 


fo SS Ew pS es 


Proceeds from issuing capital stock 
Explain the primary reason why: 


1. The amount of cash provided by operating activities was substantially greater than the 
company’s net income. 


2. There was a net decrease in cash over the year, despite the substantial amount of cash 
provided by operating activities. 


As 21st Century’s controller, you think that through more efficient cash management, the 
company could have held the increase in accounts receivable for the year to $10,000, with- 
out affecting net income. Explain how holding down the growth in receivables affects cash. 
Compute the effect that limiting the growth in receivables to $10,000 would have had on the 
company’s net increase or decrease in cash (and cash equivalents) for the year. 
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Satellite 2010 was founded in 2010 to apply a new technology for efficiently transmitting closed- 
circuit (cable) television signals without the need for an in-ground cable. The company earned a 
profit of $115,000 in 2010, its first year of operations, even though it was serving only a small 
test market. In 2011, the company began dramatically expanding its customer base. Management 
expects both sales and net income to more than triple in each of the next five years. 

Comparative balance sheets at the end of 2010 and 2011, the company’s first two years of 
operations, follow. (Notice that the balances at the end of the current year appear in the right-hand 
column.) 


Additional Information 


The following information regarding the company’s operations in 2011 is available in either the 
company’s income statement or its accounting records: 


1. Net income for the year was $440,000. The company has never paid a dividend. 
2. Depreciation for the year amounted to $147,000. 


3. During the year the company purchased plant assets costing $2,200,000, for which it paid 
$1,850,000 in cash and financed $350,000 by issuing a long-term note payable. (Much of the 
cash used in these purchases was provided by short-term borrowing, as described below.) 


4. In 2011, Satellite 2010 borrowed $1,450,000 against a $6 million line of credit with a local 
bank. In its balance sheet, the resulting obligations are reported as notes payable (short-term). 


5. Additional shares of capital stock (no par value) were issued to investors for $500,000 cash. 


SATELLITE 2010 
COMPARATIVE BALANCE SHEETS 


December 31, 


2010 2011 
Assets 
Cash and cash equivalents..............0000200 cece $ 80,000 $ 37,000 
Accounts receivable... 2.2.0.0... 0. eee es 100,000 850,000 
Plant and equipment (net of accumulated 
GEPlEClAtiON) ects sls ckea th eee i a eae eae audaees eats eae 600,000 2,653,000 

TotdlS...5.0240 aeieebivaeinedbadepeeis debe erg ed oes $780,000 $3,540,000 
Liabilities & Stockholders’ Equity 
Notes payable (short-term)... 0... 0... eee ee $ -O-— $1,450,000 
Accounts payable. .......... 0.0.02 eee 30,000 63,000 
Accrued expenses payable....................000000000- 45,000 32,000 
Notes payable (long-term) ..................2.0000-00000, 390,000 740,000 
Capital stock (no par value) ..............002.00.00000000. 200,000 700,000 
Retained earnings ............ 0... eee eee ees 115,000 555,000 

T0tdlSicscekedeee sia ator eR aeeae een eens edie $780,000 $3,540,000 


Instructions 


a. Prepare a worksheet for a statement of cash flows, following the general format illustrated in 
Exhibit 13-7. (Note: If this problem is completed as a group assignment, each member of the 
group should be prepared to explain in class all entries in the worksheet, as well as the group’s 
conclusions in parts ¢ and d.) 

b. Prepare a formal statement of cash flows for 2011, including a supplementary schedule of 
noncash investing and financing activities. (Follow the format illustrated in Exhibit 13-8. 
Cash provided by operating activities is to be presented by the indirect method.) 


c. Briefly explain how operating activities can be a net use of cash when the company is operat- 
ing so profitably. 


d. Because of the expected rapid growth, management forecasts that operating activities will be 
an even greater use of cash in the year 2012 than in 2011. If this forecast is correct, does Satel- 
lite 2010 appear to be heading toward illiquidity? Explain. 
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Loi PROBLEM 13.8A Miracle Tool, Inc., sells a single product (a combination screwdriver, pliers, hammer, and crescent 
Prepare and Analyze wrench) exclusively through television advertising. The comparative income statements and bal- 
*reush =~ Statement of Cash ance sheets are for the past two years. 
199 «Flows; Involves Additi ' 
Preparation of a itional Information 
Worksheet The following information regarding the company’s operations in 2011 is available from the com- 


pany’s accounting records: 


Be eXeel 1. Early in the year the company declared and paid a $4,000 cash dividend. 
a 


2. During the year marketable securities costing $15,000 were sold for $14,000 cash, resulting in 
a $1,000 nonoperating loss. 

3. The company purchased plant assets for $20,000, paying $2,000 in cash and issuing a note 
payable for the $18,000 balance. 

4. During the year the company repaid a $10,000 note payable, but incurred an additional 
$18,000 in long-term debt as described in 3. 

5. The owners invested $15,000 cash in the business as a condition of the new loans described in 
paragraph 4. 


MIRACLE TOOL, INC. 


COMPARATIVE INCOME STATEMENT 
FOR THE YEARS ENDED DECEMBER 31, 2010 AND 2011 


2010 2011 

SGIOS ! ce suit nicuel ne tteteinheae duc snatelacGn ern secs aoc uentianstteey 2 bese @ ements ec $500,000 $350,000 
Less: Cost of goods sold ............. 0.0.0. e eee eee eee 200,000 140,000 
Gross profit on sales .... 0.0... eects $300,000 $210,000 
Less: Operating expenses (including depreciation 

of $34,000 in 2010 and $35,000 in 2011)................. 260,000 243,000 

Loss on sale of marketable securities ................... —0- 1,000 
Net income (loSS) ..... 0.0... cece cette eee $ 40,000 ($ 34,000) 


MIRACLE TOOL, INC. 
COMPARATIVE BALANCE SHEETS 


December 31, 


2010 2011 
Assets 
Cash and cash equivalents ......... 0.0.0 eens $ 10,000 $ 60,000 
Marketable securities .......... 0.0.00. eee eee 20,000 5,000 
Accounts receivable. ......... 0.0... eee ees 40,000 23,000 
ITIVENLORY sensed conics Sood sete eee GA lane Eeeiodo ny Sho ee Re Bans 120,000 122,000 
Plant and equipment (net of accumulated 
depreciation) is i..ccdsdenwaweedaiugs eee katiedlads 300,000 285,000 

TOAIS, «. 2 scones s sce 2 A waded ga on et eam euhee aera ache suena $490,000 $495,000 
Liabilities & Stockholders’ Equity 
Accounts payablesé..cccveee sad i ee edi ebsemedakelaug ee ime a $ 50,000 $ 73,000 
Accrued expenses payable ............ 0.000002 eee eee ee 17,000 14,000 
Note payable. coc. i ko eh eehh eee ena daneideias dhe bette ded 245,000 253,000 
Capital stock (no par value)... 2.0.0.0... eee eee eee 120,000 135,000 
Retained earnings .......... 02... eee ee eee es 58,000 20,000 


WOUANS 4. soar actin ieee, pangs, ayaestedene jp ends, © eayausies rants gs encom B ayavareea hi $490,000 $495,000 
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Instructions 


a. Prepare a worksheet for a statement of cash flows, following the general format illustrated in 
Exhibit 13-7. (Note: If this problem is completed as a group assignment, each member of the 
group should be prepared to explain in class all entries in the worksheet, as well as the group’s 
conclusions in parts c, d, and e.) 

b. Prepare a formal statement of cash flows for 2011, including a supplementary schedule of 
noncash investing and financing activities. (Use the format illustrated in Exhibit 13-8. Cash 
provided by operating activities is to be presented by the indirect method.) 

c. Explain how Miracle Tool, Inc., achieved positive cash flows from operating activities, despite 
incurring a net loss for the year. 

d. Does the company’s financial position appear to be improving or deteriorating? Explain. 

e. Does Miracle Tool, Inc., appear to be a company whose operations are growing or contract- 
ing? Explain. 

f. Assume that management agrees with your conclusions in parts c, d, and e. What decisions 
should be made and what actions (if any) should be taken? Explain. 


Problem Set B 


lo2 PROBLEM 13.1B The accounting staff of Best Company has assembled the following information for the year ended 
Format of a Statement December 31, 2011: 


through of Cash Flows 
104 Cash Sales cae eie2 descecene id =, Sicandiap is wens de CARRIE ein Benne day eee le peue din Sonne ae $ 230,000 
Creditsales 2 ctcvites he iedehve wee behedeia eee ee biwde de e44Se cite 3,450,000 
Collections on accounts receivable .............. 000.0000. eee eee eee 2,810,000 
Cash transferred from the money market fund to the general bank 
AC COUN nd snd dina. dared Ses, dod cbe do aye leaded epee, ap asd. ayeeule atlande hy 2, Shape decoy dua untyeloneter’, Ave adebrdo 200,000 
Interest and dividends received ............ 0... eee ees 40,000 
Purchases (all on account)......... 2.0.0... cece 1,822,000 
Payments on accounts payable to merchandise suppliers.................. 1,220,000 
Cash payments for operating expenses................0 000000002 930,000 
Interest Paid) dxdt hast awe cana bab oaee kan wea eae deme 130,000 
Income taxes paid .2:..¢4issed deed tencag eens Wa Pewee ee OR He See ae ee 65,000 
Loans: made to: bOrrowel S: «.icvircidaaaenae scan ee ioe Geeala eee de oy tobe 690,000 
Collections on loans (excluding receipts of interest) ...................0.. 300,000 
Cash paid to acquire plant assets ............... 000.0002. cee eee ee 1,700,000 
Book value of plant assets sold ......... 0.0.0... 0 cece eee eee 520,000 
Loss on sales of plant assets .......... 0.0... cece eee eee 30,000 
Proceeds from issuing bonds payable ................ 000000022 e eee 2,000,000 
DIVIDGMAS! DANG i herp citeob nse, ads eudsdaveaern, gudad ade angulatiabeetrn andedcd a angugonyelialbrnne dadeReses 250,000 
Cash and cash equivalents, Jan. 1.......... 0000 eee ene 115,000 
Instructions 
Prepare a statement of cash flows in the format illustrated in Exhibit 13-1. Place brackets around 
amounts representing cash outflows. Use the direct method of reporting cash flows from operating 
activities. 
Some of the items above will be listed in your statement without change. However, you will have 
to combine certain given information to compute the amounts of (1) collections from customers, 
(2) cash paid to suppliers and employees, and (3) proceeds from sales of plant assets. (Hint: Not 
every item listed above is used in preparing a statement of cash flows.) 
L044 PROBLEM 13.2B An analysis of the income statement and the balance sheet accounts of Schmatah Fashions at 
Reporting Investing December 31, 2011, provides the following information: 


Activities 
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Income statement items: 
Gain on Sales of Marketable Securities ..........0 0.0.0.0. ccc eee $ 15,000 
Loss on Sales of Plant Assets .......0.0.0.000 00 0c cece eee eee eee eee 10,000 


Analysis of balance sheet accounts: 
Marketable Securities account: 


Debitentties: i. cciwucces secre Arwen ead eee wad 4 65,000 

Credit entrieS iic6 eivka sah eaea ied eee Cade whe acade eee md ee 74,000 
Notes Receivable account: 

Debit entti€S os... 06 cd bhaed teat cadiva wad tae ae eae tee ae alee aias 175,000 

Credit-entrieS ...4 ccveie ks ee belie aa bed pede e a Hab ed Dee 50,000 
Plant and Equipment accounts: 

Debit entries to plant asset accounts ..............0.0 00.00 e eee eee 220,000 

Credit entries to plant asset accounts .............0.0.0 000000002008 150,000 

Debit entries to accumulated depreciation accounts .................... 60,000 


Additional Information 
Except as noted in 4, payments and proceeds relating to investing transactions were made in cash. 
. The marketable securities are not cash equivalents. 


All notes receivable relate to cash loans made to borrowers, not to receivables from customers. 


BwN 


. Purchases of new equipment during the year ($220,000) were financed by paying $70,000 in 
cash and issuing a long-term note payable for $150,000. 


5. Debits to the accumulated depreciation accounts are made whenever depreciable plant assets are 
retired. Thus, the book value of plant assets retired during the year was $90,000 ($150,000 — 
$60,000). 


Instructions 


a. Prepare the investing activities section of a statement of cash flows. Show supporting compu- 
tations for the amounts of (1) proceeds from sales and marketable securities and (2) proceeds 
from sales from plant assets. Place brackets around numbers representing cash outflows. 

b. Prepare the supporting schedule that should accompany the statement of cash flows in order to 
disclose the noncash aspects of the company’s investing and financing activities. 

c. Assume that Schmatah Fashions’s management expects approximately the same amount of 
cash to be used for investing activities next year. In general terms, explain how the company 
might generate cash for this purpose. 


104 PROBLEM 13.3B An analysis of the income statement and the balance sheet accounts of RPZ Imports at December 
Reporting Investing 31, 2011, provides the following information: 
Activities 


Income statement items: 
Gain on Sales of Plant AssetS ........0.0 0.0000 ccc eens $ 6,000 
Loss on Sales of Marketable Securities ... 2... 0... ee 8,000 


Analysis of balance sheet accounts: 
Marketable Securities account: 


DebitientrieSs cc. caceke daha Oe ada Ree ea Hie aed Oe hea halted a8 ake 59,000 

Credit CntrieS : cee ieatuwod Serres eS tee ieee Sew ee Dea eae 60,000 
Notes Receivable account: 

BSD CAUSS: saz ee eziccissed & e aneadintidsqedveh aay e & & sec d doeedvhaei dS ai kya duds aoc ayes Byala 40,000 

Credit 6ntrieS: .cccucce.en bo dcdeeee bee ee edo uee does oageume dae g 31,000 
Plant and Equipment accounts: 

Debit entries to plant asset accounts ............... 0.020 e eee eee eee 140,000 

Credit entries to plant asset accounts .................0 000000002 eee 100,000 


Debit entries to accumulated depreciation accounts .................... 75,000 
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Additional Information 


i 


oa 


Except as noted in 4, payments and proceeds relating to investing transactions were made in 
cash. 


The marketable securities are not cash equivalents. 
All notes receivable relate to cash loans made to borrowers, not to receivables from customers. 


Purchases of new equipment during the year ($140,000) were financed by paying $50,000 in 
cash and issuing a long-term note payable for $90,000. 

Debits to the accumulated depreciation accounts are made whenever depreciable plant assets are 
retired. Thus, the book value of plant assets sold or retired during the year was $25,000 ($100,000 — 
$75,000). 


Instructions 
a. 


Prepare the investing activities section of a statement of cash flows. Show supporting compu- 
tations for the amounts of (1) proceeds from sales and marketable securities and (2) proceeds 
from sales from plant assets. Place brackets around numbers representing cash outflows. 


Prepare the supplementary schedule that should accompany the statement of cash flows in 
order to disclose the noncash aspects of the company’s investing and financing activities. 
Does management have more control or Jess control over the timing and amount of cash out- 
lays for investing activities than for operating activities? Explain. 


The following income statement and selected balance sheet account data are available for Royce 
Interiors, Inc., at December 31, 2011: 


ROYCE INTERIORS, INC. 


INCOME STATEMENT 
FOR THE YEAR ENDED DECEMBER 31, 2011 


Revenue: 
NetSales! irae ane ced ctaitin tea ty crane data ahived et) anpedatanind $2,600,000 
Dividend income :.....22: 60.20.00. se edness oe eee eee 55,000 
Interest INCOM. cac4 cesta Caras eee eee oe ae 40,000 
Gain on sales of marketable securities .................-. 3,000 
Total revenue and gains................. 00... e eee eee $2,698,000 
Costs and expenses: 
Cost of goods Sold p.cc cca pcde oe pete beeen peed eee $1,300,000 
Operating expenses ............ 0... cece eee eee 300,000 
Interest expense.......... 0... eee te eee 60,000 
Income tax expense ....... 2.2... ee 110,000 
Total costs and expenseS ...........-0. 000 e eee eee $1,770,000 
NGLINCOMEs 2 sxuiccan cacao beeen Sees beet es Chas $ 928,000 


End of Beginning 


Year of Year 
Selected account balances: 
Accounts receivable ......... 0... cee eee eee eee eee $ 450,000 $ 440,000 
Accrued interest receivable ....................-...00-. 7,000 3,000 
WAVEMOMOS aso.) cee oe sermeiterielgice ance 2) asatah Wa adansip dh mw diese ar Bbadeucints 575,000 550,000 
Short-term prepayments ..............0 00.0000 eee eee 9,000 8,000 
Accounts payable (merchandise suppliers) ................ 415,000 410,000 
Accrued operating expenses payable .................... 86,000 90,000 
Accrued interest payable ....................-0..-000-. 10,000 8,000 


Accrued income taxes payable .....................04-. 20,000 22,000 
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Additional Information 


1. Dividend revenue is recognized on the cash basis. All other income statement amounts are 
recognized on the accrual basis. 


2. Operating expenses include depreciation expense of $49,000. 


Instructions 


a. Prepare a partial statement of cash flows, including only the operating activities section of the 
statement and using the direct method. Place brackets around numbers representing cash pay- 
ments. Show supporting computations for the following: 


Cash received from customers 
Interest and dividends received 

Cash paid to suppliers and employees 
Interest paid 


Cpe Co 


Income taxes paid 


b. Management of Royce Interiors, Inc., is exploring ways to increase the cash flows from opera- 
tions. One way that cash flows could be increased is through more aggressive collection of 
receivables. Assuming that management has already taken all the steps possible to increase 
revenue and reduce expenses, describe two other ways that cash flows from operations could 
be increased. 


L066 PROBLEM 13.5B Using the information presented in Problem 13.4B, prepare a partial statement of cash flows for 
Reporting Operating the current year, showing the computation of net cash flows from operating activities using the 
197 Cash Flows by the indirect method. Explain why the increase in accounts receivable over the year was subtracted 
Indirect Method from net income in computing the cash flows from operating activities. 
L022 PROBLEM 13.6B You are the controller for Foxboro Technologies. Your staff has prepared an income statement for 
Preparing a Statement _ the current year and has developed the following additional information by analyzing changes in 
ne ot Cash Flewenk the company’s balance sheet accounts. 


04. Comprehensive 
Problem without a 
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LO8 FOXBORO TECHNOLOGIES 


INCOME STATEMENT 
FOR THE YEAR ENDED DECEMBER 31, 2011 


Revenue: 
INGtSAle@S) echce.5-5 seid cue eue Bh tnadid heephebrtuene Ptrd & tek gue eee $3,400,000 
INtEFESTINGOME: so ciscgeid sdndcs sav a cud s 4, Bagh @ daoddsoh «, Se Sleebes va 60,000 
Gain on sales of marketable securities ................... 25,000 
Total revenue and gains.......................-000-. $3,485,000 


Costs and expenses: 
Cost of goods sold ..............0 00: c cece cece eee eee $1,500,000 


Operating expenses (including depreciation 
Of $75:000). acieccs sit, a0, s coeehabeid ce wate dS Se ee eee ate 900,000 


Interest. expenses s.i0cc c2vwsdid savin nieesligeavaen eraes 27,000 
Income tax expense ...... 0.2... eee eee 115,000 
Loss on sales of plant assets .............0.....0.0.004. 8,000 
Total costs, expenses, and losses...................-. 2,550,000 
NG t-IMCOMES 5 depute etd teccasceceen dae ata d wliaean ® dees wodibohtecka gece eeeldnv a: $ 935,000 
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Additional Information 
1. Accounts receivable increased by $60,000. 
2. Accrued interest receivable decreased by $5,000. 


3. Inventory decreased by $30,000, and accounts payable to suppliers of merchandise decreased 
by $22,000. 


4. Short-term prepayments of operating expenses increased by $8,000, and accrued liabilities for 
operating expenses decreased by $9,000. 


5. The liability for accrued interest payable increased by $4,000 during the year. 
6. The liability for accrued income taxes payable decreased by $10,000 during the year. 


7. The following schedule summarizes the total debit and credit entries during the year in other 
balance sheet accounts: 


Debit Credit 

Entries Entries 

Marketable: SecuritiéS. ¢2.0c:sceseus4 west emieraw awe eam nese $ 50,000 $ 40,000 
Notes Receivable (cash loans made to borrowers) ............... 30,000 27,000 
Plant Assets (see paragraph 8) .................. eee eee eee 350,000 30,000 
Notes Payable (short-term borrowing) ................-...-000- 70,000 56,000 
Capital’St0ck 24.445. .aiew fh otnuiati va Yad et eared aed edeeedn 60,000 
Additional Paid-in Capital—Capital Stock ...................... 100,000 
Retained Earnings (see paragraph 9) ..................000000. 300,000 935,000 


8. The $30,000 in credit entries to the Plant Assets account is net of any debits to Accumulated 
Depreciation when plant assets were retired. Thus the $30,000 in credit entries represents the 
book value of all plant assets sold or retired during the year. 


9. The $300,000 debit to Retained Earnings represents dividends declared and paid during the 
year. The $935,000 credit entry represents the net income shown in the income statement. 


10. All investing and financing activities were cash transactions. 

11. Cash and cash equivalents amount to $20,000 at the beginning of the year and to $473,000 at 
year-end. 

Instructions 


a. Prepare a statement of cash flows for the current year. Use the direct method of reporting cash 
flows from operating activities. Place brackets around dollar amounts representing cash out- 
flows. Show separately your computations of the following amounts: 


1. Cash received from customers 

Interest received 

Cash paid to suppliers and employees 
Interest paid 

Income taxes paid 

Proceeds from sales of marketable securities 
Proceeds from sales of plant assets 


SIAR wD 


. Proceeds from issuing capital stock 
b. Explain why cash paid to suppliers is so much higher than cost of goods sold. 


Does the fact that Foxboro’s cash flows from both investing and financing activities are nega- 
tive indicate that the company is in a weak cash position? 


L01 PROBLEM 13.7B LGIN was founded in 2010 to apply a new technology for the Internet. The company earned a 

Prepare and Analyze profit of $190,000 in 2010, its first year of operations. Management expects both sales and net 
ae Ciaicmant er Gach income to more than double in each of the next four years. 

Log «Flows Comparative balance sheets at the end of 2010 and 2011, the company’s first two years of 


operations, appear below. (Notice that the balances at the end of the current year appear in the 
right-hand column.) 
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LGIN 
COMPARATIVE BALANCE SHEETS 


December 31, 


2010 2011 
Assets 
Cash and cash equivalents ..............0.0000 cece eee ee $ 45,000 $ 42,000 
Accounts receivable. ......... 00.20. eee eee 15,000 880,000 
Plant and equipment (net of accumulated 
SPECIATION) sg esd oso ai alas Gd the tee @ aud Biddgle ace Bio ass doe. aimee 680,000 3,140,000 

TOtaIS 2-3, cdc fon doe ae Ba ome hela ee aid Gk eee dod $740,000 $4,062,000 
Liabilities and Stockholders’ Equity 
Notes payable (short-term)... 0.00.00... 0c cece eee eee $ 0 $1,490,000 
Accounts payable........ 00... eee eee 45,000 82,000 
Accrued expenses payable ......... 0.0.0.0... 0002 eee eee 55,000 38,000 
Notes payable (long-term) ................-..... 00-00-0000: 200,000 785,000 
Capital stock (no par value)... 6.2.2... eee 250,000 915,000 
Retained :6amingS: 2. cie esc aed bem dad en aa been ed owe 190,000 752,000 

WOtalS:: 22 2vh cone drei el hee beak ghee ei ee $740,000 $4,062,000 


Additional Information 


The following information regarding the company’s operations in 2011 is available in either the 
company’s income statement or its accounting records: 


1. Net income for the year was $562,000. The company has never paid a dividend. 
2. Depreciation for the year amounted to $125,000. 


3. During the year the company purchased plant assets costing $2,585,000, for which it paid 
$2,000,000 in cash and financed $585,000 by issuing a long-term note payable. (Much 
of the cash used in these purchases was provided by short-term borrowing, as described 
below.) 


4. In 2011, LGIN borrowed $1,490,000 against a $5 million line of credit with a local bank. In its 
balance sheet, the resulting obligations are reported as notes payable (short-term). 


5. Additional shares of capital stock (no par value) were issued to investors for $665,000 cash. 


Instructions 


a. Prepare a formal statement of cash flows for 2011, including a supplementary schedule of 
noncash investing and financing activities. (Follow the format illustrated in Exhibit 13-8. 
Cash provided by operating activities is to be presented by the indirect method.) 


b. Briefly explain how operating activities can be a net use of cash when the company is operat- 
ing so profitably. 

c. Because of the expected rapid growth, management forecasts that operating activities will 
include an even greater use of cash in the year 2012 than in 2011. If this forecast is correct, 
does LGIN appear to be heading toward insolvency? Explain. 


Loi PROBLEM 13.8B Extra-Ordinaire, Inc., sells a single product (Pulsa) exclusively through newspaper advertising. 


Prepare and Analyze The comparative income statements and balance sheets are for the past two years. 


through Statement of Cash 


109 Flows; Involves 
Preparation of a 


Worksheet 


Problem Set B 
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EXTRA-ORDINAIRE, INC. 


COMPARATIVE INCOME STATEMENT 
FOR THE YEARS ENDED DECEMBER 31, 2010 AND 2011 


2010 2011 

Sales: 64.cchaden des at ie doen dae 8 en een tetad gene ca Sens $640,000 $410,000 
Less: Cost of goods:SOld 2 unc ccc eden died Sarees abae ee ae wed 310,000 190,000 
Gross’ profit on: Sales: ..i.0¢0ccwexe dee siues peeee es ea ae ea 330,000 220,000 
Less: Operating expenses (including depreciation of 

$28,000 in 2010 and $29,000 in 2011)...............005- 260,000 250,000 

Loss on sale of marketable securities ................... 0 4,000 
Net income (loss) ..........0000 0c e eee eens $ 70,000 $ (34,000) 


EXTRA-ORDINAIRE, INC. 
COMPARATIVE BALANCE SHEETS 


December 31, 


2010 2011 

Assets 
Cash and cash equivalents ..............000 000 e cece eee eee $ 22,000 $ 60,000 
Marketable securities .......... 0.0.0... eee eee eee ee 27,000 12,000 
Accounts receivable iiii4 ocen sed eed aca tawenedna ad 4s koe obaes 40,000 35,000 
INVENTION cccad ccagtsenadevca ntti cat cana home Ree Pato des 120,000 128,000 
Plant and equipment (net of accumulated depreciation) ........... 250,000 241,000 

TOtalS s4 bbe e midwest ete Based daw ha eee Relaihe oheb a ech es $459,000 $476,000 
Liabilities & Stockholders’ Equity 
Accounts payable.......... 0.0... eee ee 50,000 70,000 
Accrued expenses payable ................ 0.0000. e eee eee 16,000 14,000 
Notes payable. i: iccc.0tabewd dotetiaddenke bide eee bbe 235,000 237,000 
Capital stock (no par value)... 2.2.0... eee eee 108,000 143,000 
Retained earnings ........... 0... eee ee ee 50,000 12,000 

TOtal Sis, jascet esos Aas aati pct, doses a aed odauctin sess, tone raaneancuster pies, baste acer ats $459,000 $476,000 


Additional Information 


The following information regarding the company’s operations in 2011 is available from the com- 
pany’s accounting records: 


1. Early in the year the company declared and paid a $4,000 cash dividend. 


2. During the year marketable securities costing $15,000 were sold for $11,000 cash, resulting in 
a $4,000 nonoperating loss. 


3. The company purchased plant assets for $20,000, paying $8,000 in cash and issuing a note 
payable for the $12,000 balance. 


4. During the year the company repaid a $10,000 note payable, but incurred an additional 
$12,000 in long-term debt as described in 3, above. 


5. The owners invested $35,000 cash in the business as a condition of the new loans described in 
paragraphs 3 and 4, above. 


Instructions 
a. Prepare a worksheet for a statement of cash flows, following the example shown in Exhibit 13-7. 


b. Prepare a formal statement of cash flows for 2011, including a supplementary schedule of 
noncash investing and financing activities. (Use the format illustrated in Exhibit 13-8. Cash 
provided by operating activities is to be presented by the indirect method.) 


c. Explain how Extra-Ordinaire, Inc., achieved positive cash flows from operating activities, 
despite incurring a net loss for the year. 
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d. Does the company’s financial position appear to be improving or deteriorating? Explain. 

e. Does Extra-Ordinaire, Inc., appear to be a company whose operations are growing or contracting? 
Explain. 

f. Assume that management agrees with your conclusions in parts c, d, and e. What decisions 
should be made and what actions (if any) should be taken? Explain. 


Critical Thinking Cases 


loi CASE 13.1 This case is based on the statement of cash flows for Allison Corporation, illustrated in 
Prother look at Exhibit 13-1. Use this statement to evaluate the company’s ability to continue paying the current 
level of dividends—$40,000 per year. The following information also is available: 


Allison Corporation 
1. The net cash flows from operating activities shown in the statement are relatively normal for 
Allison Corporation. Net cash flows from operating activities have not varied by more than a 

few thousand dollars in any of the past three years. 


2. The net outflow for investing activities was unusually high, because the company modernized 
its production facilities during the year. The normal investing cash outflow is about $45,000 
per year, the amount required to replace existing plant assets as they are retired. Over the long 
run, marketable securities transactions and lending transactions have a very small impact on 
Allison’s net cash flows from investing activities. 


3. The net cash flows from financing activities were unusually large in the current year because 
of the issuance of bonds payable and capital stock. These securities were issued to finance the 
modernization of the production facilities. In a typical year, financing activities include only 
short-term borrowing transactions and payments of dividends. 


Instructions 


a. Solely on the basis of the company’s past performance, do you believe that the $40,000 annual 
dividend payments are secure? That is, does the company appear able to pay this amount in divi- 
dends every year without straining its cash position? Do you think it more likely that Allison 
Corporation will increase or decrease the amount of dividends that it pays? Explain fully. 


b. Should any of the unusual events appearing in the statement of cash flows for the current year 
affect your analysis of the company’s ability to pay future dividends? Explain. 


LO1. CASE 13.2 Individuals generally do not prepare statements of cash flows concerning their personal activities. 
Cash Budgeting for But they do engage in cash budgeting—if not on paper, then at least in their heads. 
log You as a Student Assume it is December 29—a Monday. While you are in school, you share a small apartment 


with another student and work part-time, both near your school to minimize expenses. In two days 
your rent for January, $200, will be due. You now have $140 in the bank; every Friday you receive 
a paycheck for $100. You probably see the problem. And it probably doesn’t look too serious; you 
can find a way to deal with it. That’s what budgeting is all about. 

Let’s take this example a step further. In addition to the facts given above, your weekly cash 
payments include meals, $30; entertainment, $20; and gasoline, $10. 


Instructions 
a. Using the following cash budget, compute your cash balance at the end of weeks 2, 3, and 4. 


Week 
1 2 3 4 
Beginning cash balance ........... 0... e eee eee ee $140 $(20) $ ? $ ? 
Expected cash receipts ............... 00.2. eee eee 100 100 100 100 
Less: Expected cash outlays: 
Monthly: rent sess cease evans FeSu nee (200) 
Meals icf sos Gat en Sen a he aat eawenaawnaes (30) 
Entertainment iccsca seis eerie e ees Ghee Res (20) 
Gasoline 62 cecieshage peda eee ea kab e ae eee (10) 
Ending cash balance: .s...3240000:eenei a babe pees $ (20) $ ? $ ? §$ ? 


b. Evaluate your financial situation. 


Critical Thinking Cases 


Lo1 CASE 13.3 
Lookin’ Good? 


LO4 


LO8 


Los CASE 13.4 
Peak Pricing 
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It is late summer and General Wheels, Inc., an auto manufacturer, is facing a financial crisis. A 
large issue of bonds payable will mature next March, and the company must issue stock or new 
bonds to raise the money to retire this debt. Unfortunately, profits and cash flows have been 
declining over recent years. Management fears that if cash flows and profits do not improve in 
the current year, the company will not be able to raise the capital needed to replace the maturing 
bonds. Therefore, members of management have made the following proposals to improve the 
cash flows and profitability that will be reported in the financial statements dated this coming 
December 31. 


1. Switch from the LIFO method to the FIFO method of valuing inventories. Management esti- 
mates that the FIFO method will result in a lower cost of goods sold but in higher income 
taxes for the current year. However, the additional income taxes will not actually be paid until 
early next year. 


2. Switch from the 150 percent declining-balance method of depreciation to the straight-line 
method and lengthen the useful lives over which assets are depreciated. (These changes would 
be made only for financial reporting purposes, not for income tax purposes.) 


3. Pressure dealers to increase their inventories—in short, to buy more cars. (The dealerships are 
independently owned; thus dealers are the customers to whom General Wheels sells automo- 
biles.) Management estimates that this strategy could increase sales for the current year by 
5 percent. However, any additional sales in the current year would be almost entirely offset by 
fewer sales in the following year. 


4. Require dealers to pay for purchases more quickly. Currently, dealers must pay for purchases 
of autos within 60 days. Management is considering reducing this period to 30 days. 

5. Pass up cash discounts offered by suppliers for prompt payment (that is, 2/10, n/30), and do 
not pay any bills until the final due date. 

6. Borrow at current short-term interest rates (about 10 percent) and use the proceeds to pay off 
long-term debt bearing an interest rate of 13 percent. 


7. Substitute stock dividends for the cash dividends currently paid on capital stock. 


Instructions 


a. Prepare a schedule with four columns. The first column is to be headed “Proposals” and is to 
contain the paragraph numbers of the seven proposals listed above. The next three columns 
are to be headed with the following financial statement captions: (1) “Net Income,” (2) “Net 
Cash Flows from Operating Activities,’ and (3) “Cash.” 

For each of the seven proposals in the left-hand column, indicate whether you expect 
the proposal to “Increase,” “Decrease,” or have “No Effect” in the current year on each of 
the financial statement captions listed in the next three columns. (Note: Only a few months 
remain in the current year. Therefore, you are to determine the short-term effects of these 
proposals.) 


b. For each of the seven proposals, write a short paragraph explaining the reasoning behind your 
answers to part a. 


“Peak pricing is unfair. It makes goods and services available only to the wealthy and prices the 
average person out of the market.” 


Instructions 
a. Comment on the extent to which you agree or disagree with the preceding statement. 
b. What is the alternative to peak pricing? 
c. Explain how peak pricing might be applied by: 
1. A hotel in Palm Springs, California. (Palm Springs is a winter resort in southern California 


with wonderful golf facilities. In the summer months, however, temperatures are well 
over 100 degrees and the tourist business slows dramatically.) 


2. Movie theaters. 


d. Both in general terms and using specific examples, describe the conditions (if any) under 
which you might regard peak pricing as unethical. 
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through 


L04 


CASE 13.5 


Improving the 
Statement of Cash 
Flows 


INTERNET 
CASE 13.6 
Comparing Cash Flow 
Information from Two 
Companies 


Chapter 13 Statement of Cash Flows 


The Securities and Exchange Commission (SEC) is an important governmental organization that 
exists primarily for the protection of the interests of investors in the U.S. securities markets. The 
SEC provides a wealth of information through its Web site, www.sec.gov. 


Instructions 


a. Access the SEC’s Web site at the above address. Generally review the site to become familiar 
with the types of information provided. 


b. Enter the section of the Web site identified as “About the SEC,” then proceed to the section on 
“Commissioners.” Within that section, maneuver around until you are able to access speeches 
made by the SEC and its staff. 


c. Locate the following speech given by Scott A. Taub, former Deputy Chief Accountant, Office 
of the Chief Accountant of the SEC, in the second quarter of 2004: “Remarks at the Univer- 
sity of Southern California, Leventhal School of Accounting, SEC and Financial Reporting 
Conference.” 


d. Peruse that entire speech, and then read carefully Mr. Taub’s conclusion. Write a paragraph 
that captures what Mr. Taub had to say about how financial reporting could be improved in 
general, and how he specifically believes the statement of cash flows could be improved. 


In the long run, a company must generate positive net cash flows from operating activities to 
survive. A business that has negative cash flows from operations will not be able to raise cash 
indefinitely from other sources and will eventually cease existing. Many creditors and stockhold- 
ers are reluctant to invest in companies that do not generate positive cash flows from operations. 
However, some investors will invest in companies with negative cash flows from operations due 
to an optimistic future outlook for the company. Thus, investors have invested millions of dollars 
in Internet companies that have negative cash flows from operations. 


Instructions 


a. Visit Coca-Cola’s Internet site (www.coke.com) and select “Investors.” Under “Financial 
Information,” select the most recent SEC 10K filing or annual report. View the Consolidated 
Statements of Cash Flows. 

b. Visit Amazon.com’s Internet site (www.amazon.com) and select “Investor Relations” at the 
bottom of the page, then click “SEC Filings.” Select the most recent SEC 10K filing or annual 
report and view the Cash Flow Statement. 

c. Compare the Net Cash Provided by Operating Activities for each company. Which company 
has higher Net Cash Provided by Operating Activities? Speculate why one company has much 
higher Net Cash Provided by Operating Activities than the other. 

d. What type of company may have Negative Net Cash Provided from Operating Activities? 


e. What type of company may have large Positive Net Cash Provided from Operating Activities? 
Internet sites are time and date sensitive. It is the purpose of these exercises to have you explore 


the Internet. You may need to use the Yahoo! search engine http://www.yahoo.com (or another 
favorite search engine) to find a company’s current Web address. 


Answers to Self-Test Questions 


I. c 2. C ab 4. d ($601,000 — $420,000 — $12,000 + $17,000 — $23,000) 
Sp |) 6. Cc 


Financial Statement Analysis 
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Learning Objective 


AFTER STUDYING THIS CHAPTER, YOU SHOULD BE ABLE TO: 


L01 


L02 


LO 


LO4 


L05 


LOG 


L07 


LO8 


Explain the uses of dollar and percentage changes, trend percentages, component percentages, 
and ratios. 


Discuss the quality of a company’s earnings, assets, and working capital. 


Explain the nature and purpose of classifications in financial statements. 


Prepare a Classified balance sheet and compute widely used measures of liquidity 
and credit risk. 


Prepare a multiple-step and a single-step income statement and compute widely used measures 
of profitability. 

Put a company’s net income into perspective by relating it to sales, assets, and stockholders’ 
equity. 

Compute the ratios widely used in financial statement analysis and explain the significance 

of each. 


Analyze financial statements from the viewpoints of common stockholders, creditors, 
and others. 


Johnson & Johnson is the world’s most comprehensive and_ broadly 
based manufacturer of health care products and related services. In 2009 
it had over $50 billion in sales. Other measures of Johnson & Johnson’s size 
include the facts that it has over $94 billion in assets and conducts business 
in virtually all countries of the world. 

How does one get a handle on the financial performance of a huge 
company such as Johnson & Johnson? Financial statements, including the 
balance sheet, income statement, and statement of cash flows, provide 
a wealth of information that is helpful in performing this significant task. 
Financial statement analysis involves taking key items from these financial 
statements and gleaning as much useful information as possible from them. 
For example, we can determine that the amount of Johnson & Johnson’s 
2009 net income ($12,266 million) represented a return of approximately 
13 percent on the total assets used to generate that income. Is a return on 
assets of 13 percent satisfactory or unsatisfactory? This is a difficult question 
to answer. To make this judgment we would need more information than we 
have at this point. For example, we would like to know the trend in various 
financial measures for Johnson & Johnson for several years. We would also 
like to know comparative information about other companies with similar 
operating characteristics (i.e., in the same industry). We will study all of this 
and more in this chapter as we look at the interesting and challenging subject 


of financial statement analysis. 
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Financial measures are used often to evaluate corporate performance. As a result, the Secu- 
rities and Exchange Commission, the Financial Accounting Standards Board, the finan- 
cial press, and the accounting profession are committed to high-quality financial reporting. 
Throughout this text, we emphasize the importance of integrity in financial reporting as a 
means of protecting the interests of investors and creditors. This chapter explores financial 
statement analysis in depth, building on the introductory sections of this important subject in 
preceding chapters. 

Our discussion of financial statement analysis is presented in three sections. First, we con- 
sider general tools of analysis that emphasize comparing information about enterprises with 
relevant benchmarks. Second, we consider measures of liquidity and credit risk, followed by 
a consideration of profitability. Third, we present and discuss a comprehensive illustration in 
which we analyze a company’s financial statements from the perspective of three important 
users of information—common stockholders, long-term creditors, and short-term creditors. 
Throughout this chapter, we draw on information that was covered in earlier chapters and we 
use new information that is presented here for the first time. 


FINANCIAL STATEMENTS ARE DESIGNED FOR ANALYSIS 


In today’s global economy, investment capital is always on the move. Through organized cap- 
ital markets such as the New York Stock Exchange, investors each day shift billions of invest- 
ment dollars among different companies, industries, and nations. Capital flows to those areas 
in which investors expect to earn the greatest returns with the least risk. How do investors 
forecast risk and potential returns? One of the most important ways is by analyzing account- 
ing information for a specific company in the context of its unique industry setting. 

The goal of accounting information is to provide economic decision makers with useful 
information. The financial statements generated through the accounting process are designed 
to assist users in identifying key relationships and trends. The financial statements of most 
publicly owned companies are classified and are presented in comparative form. Often, the 
word consolidated appears in the headings of the statements. Users of financial statements 
should have a clear understanding of these terms. 

Most business organizations prepare classified financial statements, meaning that items 
with certain characteristics are placed together in a group, or classification. The purpose of 
these classifications is to develop useful subtotals that will assist users of the statements in 
their analyses. These classifications and subtotals are standardized throughout most of Ameri- 
can business, a practice that assists decision makers in comparing the financial statements of 
different companies. An example of a classified financial statement is a balance sheet that 
separates assets and liabilities into current and noncurrent categories. 

In comparative financial statements, the financial statement amounts for 


several time periods appear side by side in vertical columns. This assists inves- 
tors in identifying and evaluating significant changes and trends. 

Most large corporations own other companies through which they conduct 
some of their business activities. A corporation that owns other businesses is 
the parent company, and the owned companies are called divisions or sub- 
sidiaries. For example, PepsiCo, which makes Pepsi-Cola, also owns and 
operates the companies that make Frito-Lay, Quaker Foods, Gatorade, and 
Tropicana products. In essence, these subsidiaries are part of the organization 
generally known as PepsiCo. Consolidated financial statements present the 
financial position and operating results of the parent company and its subsid- 
iaries as if they were a single business organization. 


For Example... At this point, take a brief look at the financial state- 
ments of Home Depot, Inc., which appear in Appendix A at the end of the 
text. These financial statements illustrate all of the concepts discussed; they 
are classified and presented in comparative form, and they describe a con- 
solidated business entity. These financial statements also have been audited by 


© AP Photo/Steven Senne 


KPMG LLP, an international public accounting firm. 


Tools of Analysis 


Tools of Analysis 


Significant changes in financial data are easier to see when financial statement amounts for 
two or more years are placed side by side in adjacent columns. Such a statement is called a 
comparative financial statement. The amounts for the most recent year are usually placed in 
the left-hand money column, closest to the words that describe the item. The balance sheet, 
income statement, and statement of cash flows are often prepared in the form of comparative 
statements. A highly condensed comparative income statement covering three years is shown 
in Exhibit 14-1. 


BENSON CORPORATION 
COMPARATIVE INCOME STATEMENT 


FOR THE YEARS ENDED DECEMBER 31, 2011, 2010, 2009 
(IN THOUSANDS OF DOLLARS) 


2011 2010 2009 


Netisales 2 rans neicsorcese vce nceten mete) ates rae ase eran tunynah eh omer RE eA $600 $500 $400 
Gostiokgoods soldliec aia ater cisescve sores ssec on eree nue ntors ae mene geet 370 300 235 
GrOSS: Prolityc ees s re erent accuses Seder nese ee eee eee ay epee $230 $200 $165 
EXPENSES: craig tr acusie cra: muceitany eedaeewciWeken cece aes eiiacee cep stay. e Cea Gettanrae 194 160 WS 
INT=\itlavetolpaletinrakpea estweres enero cect lemme ere Mee rl aq ene ere, cy oroeer ta ene $36 $40 $50 


Comparative statements place important financial information in a context that is useful 
for gaining better understanding. For example, knowing that Benson Corporation had sales 
of $600,000 in 2011 after years in which sales were $500,000 (2010) and $400,000 (2009) is 
helpful in understanding Benson’s sales trend. 

Few figures in a financial statement are highly significant in and of themselves. It is their 
relationship to other quantities or the amount and direction of change that is important. 
Analysis is largely a matter of establishing significant relationships and identifying changes 
and trends. Four widely used analytical techniques are (1) dollar and percentage changes, 
(2) trend percentages, (3) component percentages, and (4) ratios. 


DOLLAR AND PERCENTAGE CHANGES 


The dollar amount of change from year to year is significant, and expressing the change in 
percentage terms adds perspective. For example, if sales this year have increased by $100,000, 
the fact that this is an increase of 10 percent over last year’s sales of $1 million puts it in a 
different perspective than if it represented a 1 percent increase over sales of $10 million for 
the prior year. 

The dollar amount of any change is the difference between the amount for a comparison 
year and the amount for a base year. The percentage change is computed by dividing the 
amount of the dollar change between years by the amount for the base year. This is illus- 
trated in the following tabulation, using data from the comparative income statement shown 
in Exhibit 14-1. 


Increase or (Decrease) 


In Thousands 2011 over 2010 over 
2 
Year Year Year cdl og 
2011 2010 2009 Amount % Amount % 
Netsalessesasecrrecne eres $600 $500 $400 $100 20% $100 25% 


Netincome ............. 36 40 50 (4) (10) (10) (20) 
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Exhibit 14-1 


COMPARATIVE INCOME 
STATEMENT 


Learning Objective 


Explain the uses of dollar 
and percentage changes, 
trend percentages, 
component percentages, 
and ratios. 


Dollar and percentage 
changes 


L01 


Z 
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Although net sales increased $100,000 in both 2010 and 2011, the percentage change dif- 
fers because of the change in the base from 2009 to 2010. These calculations present no prob- 
lems when the figures for the base year are positive amounts. If a negative amount or a zero 
amount appears in the base year, however, a percentage change cannot be computed. Thus, 
if Benson Corporation had incurred a net loss in 2010, the percentage change in net income 
from 2010 to 2011 could not have been calculated. 


Evaluating Percentage Changes in Sales and Earnings Computing the 
percentage changes in sales, gross profit, and net income from one year to the next gives 
insight into a company’s rate of growth. If a company is experiencing growth in its economic 
activities, sales and earnings should increase at more than the rate of inflation. Assume, for 
example, that a company’s sales increase by 6 percent while the general price level rises by 
10 percent. The entire increase in the dollar amount of sales may be explained by inflation, 
rather than by an increase in sales volume (the number of units sold). In fact, the company 
may well have sold fewer goods than in the preceding year. 

In measuring the dollar or percentage change in quarterly sales or earnings, it is customary 
to compare the results of the current quarter with those of the same quarter in the preceding 
year. Use of the same quarter of the preceding year as the base period prevents our analysis 
from being distorted by seasonal fluctuations in business activity. 


Percentages Become Misleading When the Base Is Small Percentage 
changes may create a misleading impression when the dollar amount used as a base is unusu- 
ally small. Occasionally we hear a television newscaster say that a company’s profits have 
increased by a very large percentage, such as 900 percent. The initial impression created by 
such a statement is that the company’s profits must now be excessively large. But assume, for 
example, that a company had net income of $100,000 in its first year, that in the second year 
net income drops to $10,000, and that in the third year net income returns to the $100,000 
level. In this third year, net income has increased by $90,000, representing a 900 percent 
increase over the profits of the second year. What needs to be added to the news commentary 
is that this 900 percent increase in profits in the third year follows a very small profit in the 
second year and exactly offsets the 90 percent decline in profits in the second year. 


TREND PERCENTAGES 


The changes in financial statement items from a base year to following years are often 
expressed as trend percentages to show the extent and direction of change. Two steps are 
necessary to compute trend percentages. First, a base year is selected and each item in the 
financial statements for the base year is given a weight of 100 percent. The second step is to 
express each item in the financial statements for following years as a percentage of its base- 
year amount. This computation consists of dividing an item such as sales in the years after the 
base year by the amount of sales in the base year. 

For example, assume that 2006 is selected as the base year and that sales in the base year 
amounted to $300,000, as shown in the following table. The trend percentages for sales are 
computed by dividing the sales amount of each following year by $300,000. Also shown in 
the illustration are the yearly amounts of net income. The trend percentages for net income 
are computed by dividing the net income amount for each following year by the base-year 
amount of $15,000. 


Dollar Amounts 2011 2010 2009 2008 2007 2006 
SaleS yes receacg: $450,000 $360,000 $330,000 $321,000 $312,000 $300,000 
Netincome....... 22,950 14,550 21,450 19,200 15,600 15,000 
Trend Percentages 2011 2010 2009 2008 2007 2006 
Sales Gis jeutesme sere 150% 120% 110% 107% 104% 100% 


Netincome........ 153 97 143 128 104 100 


Tools of Analysis 


These trend percentages indicate a modest growth in sales in the early years and acceler- 
ated growth in 2010 and 2011. Net income also shows an increasing growth trend with the 
exception of the year 2010, when net income declined despite a solid increase in sales. The 
problem was overcome in 2011 with a sharp rise in net income. Overall the trend percentages 
give a picture of a profitable, growing enterprise. 


COMPONENT PERCENTAGES 


Component percentages indicate the relative size of each item included in a total. For exam- 
ple, each item in a balance sheet could be expressed as a percentage of total assets. This 
shows quickly the relative importance of each type of asset as well as the relative amount of 
financing obtained from current creditors, long-term creditors, and stockholders. By comput- 
ing component percentages for several successive balance sheets, we can see which items are 
increasing in importance and which are becoming less significant. 

Another application of component percentages is to express all items in an income state- 
ment as a percentage of net sales. Such a statement is called a common size income statement. 
See the condensed income statement in dollars and in common size form in Exhibit 14—2. 


Income Statement 


Component 
Dollars Percentages 
2011 2010 2011 2010 
Netsalesnycccs Seb ysce cus tore aeons $1,000,000 $600,000 100.0% 100.0% 
Cosi @i Gooch Selle .acascacnpognnancunne 700,000 360,000 70.0 60.0 
Expenses (including income 
TAXES ieee inna eleactotaeetce en races 250,000 180,000 25.0 30.0 
Netincome:cer eae gucci eee neces $ 50,000 $ 60,000 5.0% 10.0% 


Looking only at the component percentages, we see that the increase in cost of goods sold 
(60 percent to 70 percent) was only partially offset by the decrease in expenses as a percent- 
age of net sales, causing net income to decrease from 10 percent to 5 percent of net sales. 


RATIOS 


A ratio is a simple mathematical expression of the relationship of one item to another. Every 
percentage may be viewed as a ratio—that is, one number expressed as a percentage of another. 
Ratios may be stated in several ways. To illustrate, let us consider the current ratio, which 
expresses the relationship between a company’s most liquid assets (current) and its liabilities 
that require payment soon (current). If current assets are $240,000 and current liabilities are 
$80,000, we may say either that the current ratio is 3 to 1 (which is written as 3:1) or that 
current assets are 300 percent of current liabilities. Either statement correctly summarizes the 
relationship—that is, that current assets are three times as large as current liabilities. 

Ratios are particularly important in understanding financial statements because they permit 
us to compare information from one financial statement with information from another finan- 
cial statement. For example, we might compare net income (taken from the income statement) 
with total assets (taken from the balance sheet) to see how effectively management is using 
available resources to earn a profit. For a ratio to be useful, however, the two amounts being com- 
pared must be logically related. In subsequent sections of this chapter, we will make extensive 
use of ratios to better demonstrate important dimensions of an enterprise’s financial activities. 


STANDARDS OF COMPARISON 


In using dollar and percentage changes, trend percentages, component percentages, and ratios, 
financial analysts constantly search for some standard of comparison against which to judge 
whether the relationships they have found are favorable or unfavorable. Two such standards 


Exhibit 14-2 


COMPONENT 
PERCENTAGES 


Are the year-to-date 
changes favorable? 
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are (1) the past performance of the company and (2) the performance of other companies in 
the same industry. For internal management purposes, another important comparison is with 
expected or budgeted numbers. 


Past Performance of the Com pany Comparing financial information for a cur- 
rent period with similar information for prior years affords some basis for judging whether 
the condition of the business is improving or worsening. This comparison of data over time 
is sometimes called horizontal analysis, to express the idea of reviewing data for a number of 
consecutive periods. It is distinguished from vertical, or static, analysis, which refers to the 
review of the financial information within a single accounting period. 

In addition to determining whether the situation is improving or becoming worse, horizon- 
tal analysis may aid in making estimates of future prospects. Because changes may reverse 
their direction at any time, however, projecting past trends into the future always involves risk. 

A weakness of horizontal analysis is that comparison with the past does not afford any 
basis for evaluation in absolute terms. The fact that net income was 2 percent of sales last 
year and is 3 percent of sales this year indicates improvement, but if there is evidence that net 
income should be 7 percent of sales, the record for both years is unfavorable. 


Indu stry Standards The limitations of horizontal analysis may be overcome to some 
extent by finding appropriate benchmarks against which to measure a particular company’s 
performance. The benchmarks used by most analysts are the performance of comparable 
companies and the average performance of several companies in the same industry.! 

Assume, for example, that the revenue of Alpha Airlines drops by 8 percent during the current 
year. If the revenue for the airlines industry had dropped an average of 15 percent during this year, 
Alpha’s 8 percent decline might be viewed as a favorable performance. As another example, 
assume that Omega Co. earns a net income equal to 3 percent of net sales. This would be sub- 
standard if Omega were a pharmaceutical company, but it would be satisfactory performance if 
it were a retail grocery chain because of the difference in earnings expected in the two industries. 

When we compare a given company with its competitors or with industry averages, our 
conclusions are valid only if the companies in question are comparable. Because of the large 
number of diversified companies formed in recent years, the term industry is difficult to 
define, and even companies that fall roughly within the same industry may not be comparable 
in many respects. For example, one company may engage only in the marketing of oil prod- 
ucts; another may be a fully integrated producer from the well to the gas pump; yet both are 
said to be in the oil industry. 


QUALITY OF EARNINGS 


Profits are the lifeblood of a business entity. No entity can survive indefinitely and accomplish 
its other goals unless it is profitable. Continuous losses drain assets from the business, con- 
sume owners’ equity, and leave the company at the mercy of creditors. In assessing the pros- 
pects of a company, we are interested not only in the total amount of earnings but also in the 
rate of earnings on sales, on total assets, and on owners’ equity. In addition, we must look 
at the stability and source of earnings. An erratic earnings performance over a period of years, 
for example, is less desirable than a steady level of earnings. A history of increasing earnings 
is preferable to a flat earnings record. 

A breakdown of sales and earnings by major product lines may be useful in evaluating 
the future performance of a company. Publicly owned companies include with their finan- 
cial statements supplementary schedules showing sales and profits by product line and by 
geographical area. These schedules assist financial analysts in forecasting the effect on the 
company of changes in consumer demand for particular types of products. 


' Industry data are available from a number of sources. For example, Robert Morris Associates publishes 
Annual Statement Studies, which includes data from many thousands of annual reports, grouped into 
several hundred industry classifications. Industry classifications are subdivided further by company size. 
Dun & Bradstreet, Inc., annually publishes Key Business Ratios for more than 800 lines of business. 


Measures of Liquidity and Credit Risk 


Financial analysts often express the opinion that the earnings of one company are of higher 
quality than the earnings of other similar companies. This concept of quality of earnings 
arises because each company’s management can choose from a variety of accounting prin- 
ciples and methods, all of which are considered generally acceptable. A company’s manage- 
ment often is under pressure to report rising earnings or to meet previously stated earnings 
projections, and accounting policies may be tailored toward these objectives. We have already 
pointed out the impact on current reported earnings of the choice between the LIFO and FIFO 
methods of inventory valuation and the choice of depreciation policies. In judging the quality 
of earnings, the financial analyst should consider whether the accounting principles and meth- 
ods selected by management lead to a conservative measurement of earnings (high quality) or 
tend to inflate reported earnings (low quality). 


QUALITY OF ASSETS AND THE RELATIVE AMOUNT OF DEBT 


Although a satisfactory level of earnings may be a good indication of the company’s long-run 
ability to pay its debts and dividends, we must also look at the composition of assets, their 
condition and liquidity, the timing of repayment of liabilities, and the total amount of debt 
outstanding. A company may be profitable and yet be unable to pay its liabilities on time; 
sales and earnings may appear satisfactory, but plant and equipment may be deteriorating 
because of poor maintenance policies; valuable patents may be expiring; substantial losses 
may be imminent due to slow-moving inventories and past-due receivables. Companies with 
large amounts of debt often are vulnerable to increases in interest rates and are particularly 
vulnerable to declines in profitability and operating cash flows. 


Measures of Liquidity and Credit Risk 


Liquidity refers to a company’s ability to meet its continuing obligations as they arise. For 
example, a company that has borrowed money must make interest and principal payments to 
a financial institution. A company that has purchased its inventory and other necessities on 
credit may be required to pay the seller within 30 days of the purchase date. Transactions like 
these require a company to maintain a close watch on its liquidity. 

We emphasize throughout this text the importance to investors, creditors, and other users 
of financial statements of information that permits them to assess the amount, timing, and 
uncertainty of future cash flows from the enterprise to them. As a result, analyzing an enter- 
prise’s liquidity and its credit risk is very important and is a natural place for us to start our 
study of analyzing financial statements. 

In this section we learn about ways to assess liquidity, starting with the classified bal- 
ance sheet and then looking at a number of ratios commonly used to glean information about 
liquidity from the financial statements. 


A CLASSIFIED BALANCE SHEET 


In a classified balance sheet, assets usually are presented in three groups: (1) current assets, 
(2) plant and equipment, and (3) other assets. Liabilities are classified into two categories: 
(1) current liabilities and (2) long-term or noncurrent liabilities. A classified balance sheet for 
Computer City appears in Exhibit 14-3. 

The classifications current assets and current liabilities are especially useful in evaluating 
a company’s liquidity. 


Current Assets Current assets represent relatively liquid resources. This category 
includes cash, investments in marketable securities, receivables, inventories, and prepaid 
expenses. To qualify as a current asset, an asset must already be cash or must be capable of 
being converted into cash or used up within a relatively short period of time, without interfer- 
ing with normal business operations. 

Current assets are tied to an enterprise’s operating cycle. Most companies have several 
operating cycles within a year. This means that they take cash and purchase inventory, sell the 
inventory, and collect the receivable in cash several times within a year. For these companies, 
the time period used to identify current assets is one year, so any asset that is expected to be 
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Exhibit 14-3 COMPUTER CITY 
COMPUTER CITY BALANCE SHEET 
CLASSIFIED BALANCE DECEMBER 31, 2011 
SHEET Assets 
Current assets: 
KES I>) 0 Fie er ae ee Se eee eer Ree ECE ee ne eee er ene een Cone $ 30,000 
Marketable’securitieS sisc2 cn ance se son ween wh ade eee aene we ee 11,000 
Notes receivable t.-cof scr aaa aeseecenee me: enea sev sces vase scres ersner inva an eesenaeera me nenn acts 5,000 
ACCOUMISIreCeiVable ares oie aa tuectesn pine ercie tresate tanya n ue er stetoretnaun eer 60,000 
WAVSNNTORY ee scenes ctruan auteanney ate ater csuuee sucuemeny ste cepe ta sr eutuerieitanng ats ahi Sutaanee sucess elses 70,000 
RrepaidiexpenSes sxc tat Scesesvvees catne cn eit a meese een enn ste etasonraeee en enn eres 4,000 
sROtAlCUMFEMMASSCIS ea yercias: cq. oasson ns ruc eteantedsueesncnar ts ruse uedelsasiencncm melee) seaes $180,000 
Plant and equipment: 
LEAN eeaiesiatecare ce cazeebeusnctaayayeessse: austeoeutyaunicageseaaeate $151,000 
Buildin gies sree neues eiecnc ivan tenet cnn remany sects treraere $120,000 
Less: Accumulated depreciation ................. 9,000 111,000 
Sales Fixtures and equipment.................... $ 45,000 
Less: Accumulated depreciation ................. 27,000 18,000 
Learning Objective Total plant and equipment..................... 280,000 
Prepare a classified balance Other assets: 
104 sheet and compute widely ee : 
used measures of liquidity [Leimel nelle! ts e) TUNIS loUlllef As) SID) oo cca ooecceagncceesandveacucooasaaad 170,000 
and credit risk. Geof eee Coke) ter eereemrsetecie ee eceprertene eee ie clis tsee rhirten rt ecerorececteney mente ameeceree car irne peers $630,000 


Liabilities & Stockholders’ Equity 
Current liabilities: 


Notesipayablel(dueliniGamonths) ee memee cee reer $ 10,000 
(ACCOUMSIDAVADIGY eva astcattasusuatensa ar ledtuel phased naiesce eect dru skieaecs tnatsnce etree sheen 62,000 
Incomeitaxes payable recs cn aro acum antes sceetapaty onatrecsicr- manera ay wens 13,000 
Salesitaxesi payables jan cc iune ss cane aveenceyeieabe wessse sn munuensesnuchy ba eanieaeeay orate 3,000 
Accrued‘expenses payable 2c ievncc acct nniegechnne a niienmnenesueuece vem temr ane 8,000 
Unearned revenue and customer deposits ..................-.-.+2-2--- 4,000 
Totakicurrentiliabilitiesrreuecsras mc ceases arcana encerareer eet wstaberesr neta ewan $100,000 
Long-term liabilities: 
MOY AiG FeXele) ore WWElotS) (CIE) I) TO WEEIES) oo cana nnnoocoanseuancnoacaguadgangen 110,000 
MOtallliabilitioscs secs eeen eters etn ere eee ae ree see ete ree $210,000 
Stockholders’ equity: 
Capital stock (15,000 shares issued and outstanding) ........... $150,000 
Retainedsearningsies ss, sess ta tisiss wont acne eon cee e weuren eR mys 270,000 
otalistockholderssequityaaeeseye tier aet terrae nett nee 420,000 
Total liabilities & stockholders’ equity.......................... $630,000 


converted into cash within one year is classified as a current asset in the enterprise’s balance 
sheet. Some enterprises, however, have relatively long operating cycles. For example, a com- 
pany that constructs very large items (for example, airplanes or ships) may have a production 
period that extends well beyond one year. In these cases, the length of the company’s operat- 
ing cycle is used to define those assets that are classified as current. While most current assets 
are expected to be converted into cash, we also include as current assets those that will be used 
up or consumed during the year or operating cycle, if longer. For example, prepaid expenses 
are classified as current assets on the basis that their having been paid in advance preserves 
cash that otherwise would have to be paid in the current period. Combining these ideas, 


Measures of Liquidity and Credit Risk 


we can define current assets as assets that are already cash, or are expected to be converted 
into cash or used up within the next year or operating cycle, whichever is longer. 

In a balance sheet, current assets are listed in order of liquidity. (The closer an asset is to 
becoming cash, the greater its liquidity.) Thus cash always is listed first among the current 
assets, usually followed by investments in marketable securities, receivables, inventory, and 
prepaid expenses, in that order. 


Current Liabilities Current liabilities are existing obligations that are expected to 
be paid by using the enterprise’s current assets. Among the most common current liabilities 
are notes payable (due within one year), accounts payable, unearned revenue, and accrued 
expenses, such as income taxes payable, salaries payable, or interest payable. In the balance 
sheet, notes payable usually are listed first, followed by accounts payable; other types of cur- 
rent liabilities may be listed in any sequence. 

The relationship between current assets and current liabilities is as important as the total 
dollar amount in either category. Current liabilities must be paid in the near future, and the 
cash to pay these liabilities is expected to come from current assets. Thus, decision makers 
evaluating the liquidity of a business often compare the relative amounts of current assets and 
current liabilities, whereas an evaluation of long-term credit risk requires a comparison of 
total assets to total liabilities. 

We will now use Computer City’s classified balance sheet to examine some widely applied 
measures of short-term liquidity and long-term credit risk. 


WORKING CAPITAL 


Working capital is a measurement sometimes used to express the relationship between cur- 
rent assets and current liabilities. Working capital is the excess of current assets over current 
liabilities. Computer City’s working capital is $80,000, computed as follows: 


GurrentaSSetsmrcsmren ese cise cee eee eee re easton ae eee ERE R ET Ry ne $180,000 
Less @ unnemtiliabilities se: sessrccscwen ces ces oces eee acres ose etere re eeleves wie = pease never esas 100,000 
Working capitals a.ris.c cn cit oases cee eee ecm aah meets erumeiin 6a. $ 80,000 


Recall that current assets are expected to convert into cash (or be used up) within a rela- 
tively short period of time, and that current liabilities require a prompt cash payment. Thus, 
working capital measures a company’s potential excess sources of cash over its upcoming 
uses of cash. 

The amount of working capital that a company needs to satisfy its liabilities as they come 
due varies with the size of the organization and the nature of its business activities. An analyst 
familiar with the nature of a company’s operations usually can determine from the amount of 
working capital whether the company is in a sound financial position or is heading for finan- 
cial difficulties. 


CURRENT RATIO 


A widely used measure of short-term debt-paying ability is the current ratio. This ratio is 
computed by dividing total current assets by total current liabilities. 

In the illustrated balance sheet of Computer City, current assets amount to $180,000 
and current liabilities total $100,000. Therefore, Computer City’s current ratio is /.8 to 1, 
computed as follows: 


GUIENtaASSEIS arecw-wem prea es crce eer pen eee th cyte eee rane gmat oh oye eke se eee ys oer eae $180,000 
Cmemtilia bilities wee ese mene aay wien isc eeeerar ne eects reo pr ae Rie Avayeei ween $100,000 
Gurrent:ratio (Si180;000'\ 1S OOOO) va access ses 4 eee ces eee nee sees iESito1 


A current ratio of 1.8 to 1 means that the company’s current assets are 1.8 times as large as its 
current liabilities. 


Working capital varies by 
industry and company size 


A widely used measure 
of liquidity 
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The higher the current ratio, the more liquid the company appears to be. Historically, some 
bankers and other short-term creditors have believed that a company should have a current ratio 
of 2 to | or higher to qualify as a good credit risk. Such rules of thumb are questionable, however, 
because many successful businesses have current ratios of less than 2 to | because their receiv- 
ables and inventory convert into cash quickly relative to the amount and timing of their payables. 
Likewise, it is possible for financially weak businesses to have high current ratios as a result of 
slow turnover in receivables and inventory. In other words, care must be taken in interpreting 
all ratios, including the current ratio, to ensure that inappropriate conclusions are not reached 
as a result of superficial analysis. Confirming the information communicated via one ratio by 
looking at other financial measures is often a good way to help ensure a valid interpretation. 


QUICK RATIO 


Inventory and prepaid expenses are the least liquid of the current assets. In a business with 
a long operating cycle, it may take several months to convert inventory into cash. Therefore, 
some short-term creditors prefer the quick ratio (sometimes called the acid-test ratio) to the 
current ratio as a measure of short-term liquidity. 

The quick ratio compares only the most liquid current assets—called quick assets—with 
current liabilities. Quick assets include cash, marketable securities, and receivables—the cur- 
rent assets that can be converted most quickly into cash. Computer City’s quick ratio is 1.06 to 1, 
computed as follows: 


Quick assets (cash, marketable securities, and receivables).................. $106,000 
Curnrentiliabilitics te searerseecwr rest peruon toe hace cer ae ere a cnecaaeesn aera es ate $100,000 
Quick ratio SOG O00F SOO OOO license mre ere ee eee ee ern reece 1.06 to 1 


Quick ratios are especially useful in evaluating the liquidity of companies that have inven- 
tories of slow-moving merchandise (such as real estate) or inventories that have become 
excessive in size. 


DEBT RATIO 


If a business fails and must be liquidated, the claims of creditors take priority over those of 
the owners. But if the business has a great deal of debt, there may not be enough assets even 
to make full payment to all creditors. 

A basic measure of the safety of creditors’ claims is the debt ratio, which states total 
liabilities as a percentage of total assets. A company’s debt ratio is computed by dividing total 
liabilities by total assets, as shown below for Computer City: 


TUMove= lll Fale) | [hits essevneerere censcstenen sees tpretcren tae rater teem ry Cenc PR ena tis NEM earn en mnt $210,000 
MMOtAIFASSEtS iawn cere ep irate ere tree ce eo Ped RUMBA esl CR MER Ce: Se AE OC TR $630,000 
Debtiratio:($2110:000= S680: 000)katecans certs a oe cea een ee er ences 334%3% 


The debt ratio is not a measure of short-term liquidity. Rather, it is a measure of creditors’ 
long-term risk. The smaller the portion of total assets financed by creditors, the smaller the 
risk that the business may become unable to pay its debts. From the creditors’ point of view, 
the lower the debt ratio, the safer their position. 

Many financially sound American companies traditionally have maintained debt ratios 
under 50 percent. But again, the financial analyst must be familiar with industry characteris- 
tics. Banks, for example, may have very high debt ratios—often over 90 percent. 


EVALUATING FINANCIAL RATIOS 


We caution users of financial statements against placing too much emphasis on rules of thumb, 
such as a current ratio should be at least 2 to 1, a quick ratio should be at least I to 1, or a debt 
ratio should be under 50 percent. To interpret any financial ratio properly, the decision maker 
must first understand the characteristics of the company and the industry in which it operates. 


Measures of Liquidity and Credit Risk 


Retailers, for example, tend to have higher current ratios than do wholesalers or manufac- 
turing companies. Service-type businesses—which have no inventory—generally have lower 
current ratios than merchandising or manufacturing companies. Large businesses with good 
credit ratings and reliable sources of cash receipts are able to operate with lower current ratios 
than are small companies whose continuous inflow of cash may be less predictable. 

Although a high current ratio is one indication of strong debt-paying ability, an extremely 
high ratio—say, 4 or 5 to 1—may indicate that too much of the company’s resources are tied 
up in current assets. In maintaining such a highly liquid position, the company may be using 
its financial resources inefficiently and not earning the return that could be earned if the assets 
were invested in a more productive way. 


Standards for Com parison Financial analysts generally use two criteria in evaluat- 
ing the reasonableness of a financial ratio. One criterion is the trend in the ratio over a period 
of years. By reviewing this trend, analysts are able to determine whether a company’s perfor- 
mance or financial position is improving or deteriorating. Second, analysts often compare a 
company’s financial ratios with those of similar companies and with industrywide averages. 
These comparisons assist analysts in evaluating a particular ratio in light of the company’s 
current business environment. 


Annual Re ports Publicly owned corporations issue annual reports that provide a 
great deal of information about the company. For example, annual reports include compara- 
tive financial statements that have been audited by a firm of independent public accountants. 
They also include 5- or 10-year summaries of key financial data and management’s discus- 
sion and analysis of the company’s operating results, liquidity, and financial position. This is 
where management identifies and discusses favorable and unfavorable trends and events that 
may affect the company in the future. 

Annual reports are mailed directly to all stockholders of the corporation. They are also 
available to the public either through the Internet, in libraries, or by writing or calling the 
stockholder relations department of the corporation. 


Industry Information Financial information about entire industries is available through 
financial publications (such as Dun & Bradstreet, Inc.) and through online databases (such as 
Media General Financial Services). Such information allows investors and creditors to compare 
the financial health of an individual company with the industry in which that company operates. 


Usefulness and Limitations of Financial Ratios A financial ratio expresses 
the relationship of one amount to another. Most users of financial statements find that certain 
ratios assist them in quickly evaluating the financial position, profitability, and future pros- 
pects of a business. A comparison of key ratios for several successive years usually indicates 
whether the business is becoming stronger or weaker. Ratios also provide a way to compare 
quickly the financial strength and profitability of different companies. 

Users of financial statements should recognize, however, that ratios have several limi- 
tations. For example, management may enter into year-end transactions that temporarily 
improve key ratios—a process called window dressing. 


INTERNATIONAL 


Two issues confront accountants analyzing international companies. First, there is great 
variation in accounting measurement, disclosure, and audit quality across countries. 
Second, obtaining the information necessary to conduct cross-border accounting analy- 
ses is frequently difficult and sometimes not possible. Financial reporting in China is a 
case in point. Until recent years China did not have active stock markets requiring finan- 
cial reporting. In addition, there was no external auditing in forms that would be familiar to 
Westerners. Dealing with these differences is one of the primary objectives of establishing 
international financial accounting standards. 
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To illustrate, the December 31, 2011, balance sheet of Computer City (Exhibit 14—3) 
includes current assets of $180,000 and current liabilities of $100,000, indicating a current 
ratio of 7.8 to 1. What would happen if, shortly before year-end, management used $20,000 
of the company’s cash to pay accounts payable that are not due until January 2012? This 
transaction would reduce current assets to $160,000 ($180,000 — $20,000) and current liabil- 
ities to $80,000 ($100,000 — $20,000), resulting in an increase in the current ratio to a more 
impressive 2 to 1 ($160,000 + $80,000). Is the company really better off as a result of hav- 
ing simply paid $20,000 of liabilities a few days early? The answer is probably no, although 
looking only at the current ratio one might think it is stronger after paying the $20,000 than 
before. Such steps to improve the company’s appearance in its financial statements are com- 
mon and, within reason, are a natural part of financial reporting. The astute reader of financial 
statements needs to be aware of this, however, and should look for instances where there is 
evidence that steps have been taken to artificially improve a company’s appearance. Usually 
this can be done by looking at multiple financial measures rather than focusing on a single 
financial measure. 

Financial statement ratios contain the same limitations as do the dollar amounts used in 
financial statements. For example, some assets are reported at historical cost rather than cur- 
rent market value. Also, financial statement ratios express only financial relationships. They 
give no indication of a company’s progress in achieving nonfinancial goals, such as improv- 
ing customer satisfaction or worker productivity. A thorough analysis of investment opportu- 
nities involves more than merely computing and comparing financial ratios. 


LIQUIDITY, CREDIT RISK, AND THE LAW 


Accountants view a business entity as separate from the other economic activities of its own- 
ers, regardless of how the business is organized. The law, however, draws an important dis- 
tinction between corporations and unincorporated business organizations. Users of financial 
statements should understand this legal distinction, as it may affect both creditors and owners. 

Under the law, the owners of unincorporated businesses (sole proprietorships and partner- 
ships) are personally liable for any and all debts of the business organization. Therefore, cred- 
itors of unincorporated businesses often base their lending decisions on the financial position 
of the owners, rather than the financial strength of the business entity.” 

If a business is organized as a corporation, however, the owners (stockholders) are not 
personally responsible for the liabilities of the business. Creditors may look only to the busi- 
ness entity in seeking payment of their claims. Therefore, the liquidity of the business entity 
becomes much more important if the business is organized as a corporation. 


Small Corporations and Loan Guarantees Small corporations often do not 
have sufficient financial resources to qualify for the credit they need. In such cases, creditors 
may require that one or more of the company’s stockholders personally guarantee (or co-sign) 
specific debts of the business entity. By co-signing debts of the corporation, the individ- 
ual stockholders do become personally liable for the debt if the corporation fails to make 
payment. 


Measures of Profitability 


Measures of a company’s profitability are of interest to equity investors and management and 
are drawn primarily from the income statement. The measures that we discuss in this chap- 
ter include percentage changes in key measurements, gross profit rates, operating income, 
net income as a percentage of sales, earnings per share, return on assets, and return on 
equity. 


? In a limited partnership, only the general partners are personally responsible for the debts of the business. 
Every limited partnership must have one or more general partners. 


Measures of Profitability 


Public opinion polls show that many people believe that most businesses earn a profit 
equal to 30 percent or more of the sales price of their merchandise. Actually, this is far from 
true. Most successful companies earn a net income that is between 5 percent and, in unusual 
cases, 15 percent of sales revenue. 


CLASSIFICATIONS IN THE INCOME STATEMENT 


An income statement may be prepared in either the multiple-step or the single-step format. 
The multiple-step income statement is more useful in illustrating accounting concepts because 
it provides more detailed information than the single-step format. A multiple-step income 
statement for Computer City is shown in Exhibit 144. 


COMPUTER CITY 


INCOME STATEMENT 
FOR THE YEAR ENDED DECEMBER 31, 2011 


Netisales) noes oe Geos cathe eee Ore we eeperas oem eo ae arcane Hoe weyerces $900,000 
Less: Cost of goods sold (including transportation-in) ....................... 540,000 
GROSS! PMObite Gace. cee oes e ee Shas ce are arenes ceo ore gee neyo gn $360,000 


Less: Operating expenses: 
Selling expenses: 


Sales salaries and commissions................. $64,800 
AAVOTISING 5s yete ae eens cesses rn teectecdeusuchesttacteent ease ebs 42,000 
Delivety:SCnwvice ssh eaurs cutesy caste eascenne Shee 14,200 
Depreciation: store equipment .................. 9,000 
OthersellingiexpenseS.. 2s. sae seonnes woes se 6,000 
lotalksellingiexpemSeSi cia eey trent channel $136,000 
General and administrative expenses: 
Administrative and office salaries ................ $93,000 
WtHitIGS See Reger reece aetna ee meerecrera 3,100 
Dore WOME OUIGCHMNG) oa ncn noeaannenanonvecnaas 3,000 
Other general and administrative expenses ........ 4,900 
Total general and administrative expenses....... 104,000 
Total operating expenses ........................ 240,000 
@peratingiimCOMes manasers steereeeaeeeeinc a tucen roses eae $120,000 
Less (add): Nonoperating items: 
Interestexpenser ave sscbe tetera erect eeu a $12,000 
PUCHhASEIGISCOUNESHOS tee reeseese anatase ean nner 1,200 
InterestineVenUeG ric ate de anes scene autre anoectevae eetceae (3,200) 10,000 
Income before income taxes..................-- $110,000 
Incomeitaxiexpense ao sues ese ee nee 38,000 
NetinGome eee sciccseeus sincem sasnetasiless geontee aus ates $ 72,000 
Earnings! penshanes. ccccecw os ca cree eee woven $4.80 


A knowledge of accounting does not enable you to say what the level of corporate earnings 
should be; however, it does enable you to read audited financial statements that show what 
corporate earnings actually are. Moreover, you are aware that the information in published 
financial statements of corporations has been audited by CPA firms and has been periodically 
reviewed in detail by government agencies, such as the Securities and Exchange Commission 
(SEC). Consequently, you have some assurance that the profits reported in these published 
financial statements are reliable; they have been determined in accordance with generally 
accepted accounting principles and verified by independent experts. 


Exhibit 14-4 


COMPUTER CITY 
INCOME STATEMENT 
(MULTIPLE-STEP) 
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Learning Objective 


LOS 


Prepare a multiple-step 
and a single-step income 
statement and compute 
widely used measures of 
profitability. 


Chapter 14 Financial Statement Analysis 


You as a Member of the 
House of Representatives 


YOUR TURN 


Assume you are a member of the U.S. House of Representatives. Because of the finan- 
cial frauds at Enron, WorldCom, and other public companies, the Congress passed, and 
President Bush signed, the Sarbanes-Oxley Act of 2002. The Sarbanes-Oxley Act signifi- 
cantly expanded the compliance burden, particularly related to financial reporting, on pub- 
lic companies. Certain of your business constituents argue that the compliance burden is 
excessive and that smaller public companies will go private, and that private businesses 
that need capital to expand will not go public because of the increased compliance bur- 
den. Your constituents also argue that the economy will grow more slowly, creating fewer 
jobs for your constituents, if companies are excluded from the capital markets because 
of the compliance burden imposed by the Sarbanes-Oxley Act. How would you respond? 


(See our comments on the Online Learning Center Web site.) 


MULTIPLE-STEP INCOME STATEMENTS 


A multiple-step income statement draws its name from the series of steps in which costs and 
expenses are deducted from revenue and other nonoperating items are incorporated into the 
income statement. As a first step, the cost of goods sold is deducted from net sales to deter- 
mine the subtotal gross profit. As a second step, operating expenses are deducted to obtain 
a subtotal called operating income (or income from operations). As a final step, income tax 
expense and other nonoperating items are taken into consideration to arrive at net income. 
Notice that the income statement is divided into four major sections: (1) revenue, (2) cost 
of goods sold, (3) operating expenses, and (4) nonoperating items. Multiple-step income 
statements are noted for their numerous sections and the development of significant subtotals. 


The Revenue Section Ina merchandising company, the revenue section of the 
income statement usually contains only one line, entitled net sales. (Other types of revenue, if 
any, appear in the final section of the statement.) 

Investors and managers are vitally interested in the trend in net sales. As one means of 
evaluating this trend, they often compute the percentage change in net sales from year to year. 
As discussed earlier in this chapter, a percentage change is the dollar amount of the change 
in a financial measurement, expressed as a percentage. It is computed by dividing the dollar 
amount of increase or decrease by the dollar amount of the measurement before the change 
occurred. (Dollar changes cannot be expressed as percentages if the financial statement amount 
in the earlier period is zero or has changed from a negative amount to a positive amount.) 

In our economy, most prices increase over time. The average increase in prices during the year 
is called the rate of inflation. Because of inflation, a company’s net sales may increase slightly 
from year to year even if the company is not selling greater amounts of merchandise. If a compa- 
ny’s physical sales volume is increasing, net sales usually will grow faster than the rate of inflation. 

If a company’s sales grow faster than the industry average, the company increases its 
market share—that is, its share of total industry sales. 

Publicly owned corporations include in their annual reports schedules summarizing oper- 
ating data—such as net sales—for a period of 5 or 10 years. This information is also readily 
available through several online databases. 


The Cost of Goods Sold Section The second section of a merchandising com- 
pany’s income statement shows cost of goods sold for the period. Cost of goods sold usually 
appears as a single dollar amount, which includes such incidental items as freight costs and 
normal shrinkage losses. 


Gross Profit: A Key Subtotal Ina multiple-step income statement, gross profit 
appears as a subtotal. This makes it easy for users of the income statement to compute the 
company’s gross profit rate (or profit margin). 
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The gross profit rate is gross profit expressed as a percentage of net sales. In 2011, 
Computer City earned an average gross profit rate of 40 percent, computed as follows: 


Dollanfamount ofigross) protiteserer- irre erent sree tien enna terre snes $360,000 
Netsales care srcurs es cane paces sense sane. cocoon cess cerease cmtar denen re etiene teres oa ed caves $900,000 
Grossiprofitiratel(GS60'000900'000) eee ae ne nee eeterertane 40% 


In evaluating the gross profit rate of a particular company, the analyst should consider 
the rates earned in prior periods, as well as the rates earned by other companies in the same 
industry. For most merchandising companies, gross profit rates are often between 20 percent 
and 50 percent, depending on the types of products they sell. These rates usually are lowest on 
fast-moving merchandise, such as groceries, and highest on specialty and novelty products. 

Under normal circumstances, a company’s gross profit rate tends to remain reasonably 
stable from one period to the next. Significant changes in this rate may provide investors with 
an early indication of changing consumer demand for the company’s products. 


The Operating Expenses Section Operating expenses are incurred for the pur- 
pose of producing revenue. These expenses often are subdivided into the classifications of 
selling expenses and general and administrative expenses. Subdividing operating expenses 
into functional classifications aids management and other users of the statements in separately 
evaluating different aspects of the company’s operations. For example, selling expenses often 
rise and fall in concert with changes in net sales. Administrative expenses, on the other hand, 
usually remain more constant from one period to the next. 


Operating Income: Another Key Subtotal Some of the revenue and expenses 
of a business result from activities other than the company’s basic business operations. Com- 
mon examples include interest earned on investments and income tax expense. 

Operating income (or income from operations) shows the relationship between revenue 
earned from customers and expenses incurred in producing this revenue. In effect, operat- 
ing income measures the profitability of a company’s basic or core business operations and 
leaves out other types of revenue and expenses. 


Nonope rating Items Revenue and expenses that are not directly related to the com- 
pany’s primary business activities are listed in a final section of the income statement follow- 
ing operating income. 

Two significant nonoperating items are interest expense and income tax expense. Interest 
expense results from the manner in which assets are financed, not the manner in which these 
assets are used in business operations. Income tax expense is not included among the operat- 
ing expenses because paying income taxes does not directly contribute to the production of 
revenue. Nonoperating revenues, such as interest and dividends earned on investments, also 
are listed in this section of the income statement. 


Net Income Many equity investors consider net income (or net loss) to be the most 
important figure in a company’s financial statements. This amount usually represents the 
overall increase (or decrease) in owners’ equity resulting from all profit-directed activities 
during the period. 
Financial analysts often compute net income as a percentage of net sales (net income 
divided by net sales). This measurement provides an indication of management’s ability to 
control expenses and to retain a reasonable portion of its revenue as profit. 
The normal ratio of net income to net sales varies greatly by industry. In some industries, 
companies may be successful by earning a net income equal to only 2 percent or 3 percent of 
net sales. In other industries, net income may be much higher. In 2011, Computer City’s net 
income amounts to & percent of net sales. 
Learning Objective 
INGEN ORTIe yee eee eye ie as ey ret eve ete ra eget, SE eos Gene fetch A dP ey te $ 72,000 Put a company’s net 


income into perspective by 49g 
IN@tSEIGSeeracrrs emcee sisters cease tree ces ae Ronen ey ase coe nyc eager ER worse $900,000 relating it to sales, assets, 


Net income as a percentage of net sales ($72,000 + $900,000)............... 8% and stockholders’ equity. 
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Learning Objective 


LO7 


Compute the ratios widely 
used in financial statement 
analysis and explain the 
significance of each. 
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EARNINGS PER SHARE 


Ownership of a corporation is evidenced by shares of capital stock. What does the net income 
of a corporation mean to someone who owns, say, 100 shares of a corporation’s capital stock? 
To assist individual stockholders in relating the corporation’s net income to their ownership 
shares, public companies compute earnings per share and show these amounts at the bottom 
of their income statements. 

In the simplest case, earnings per share is net income, expressed on a per-share basis. For 
example, the balance sheet in Exhibit 14—3 indicates that Computer City has 15,000 shares of 
capital stock outstanding.* Assuming these shares had been outstanding all year, earnings per 
share amounts to $4.80: 


INTETMT Tete gal = kerece rset tee nt ceeae ce eae Sareecee ner ne cee Pees aera eee og heey eee area en ce reeereey $72,000 
SEUSS Cli Celoteel Gi Ole COWIEMNNG) bo ncnoanancocntnannnananeanbnenanaaaaa 15,000 
Eamingsipenshare($72:000\— 15;000'shares)a2. ane aacvacne wsene pe cee emer en $4.80 


Earnings per share is one of the most widely used of all accounting ratios. The trend in 
earnings per share and the expected earnings in future periods are major factors affecting the 
market value of a company’s shares. 


PRICE-EARNINGS RATIO 


Financial analysts express the relationship between the market price of a company’s stock 
and the underlying earnings per share as a price-earnings (p/e) ratio. This ratio is com- 
puted by dividing the current market price per share of the company’s stock by annual earn- 
ings per share. (A p/e ratio cannot be computed for a period in which the company incurs a 
net loss.) 

To illustrate, assume that, at the end of 2011, Computer City’s capital stock is trading 
among investors at a market price of $96 per share. The p/e ratio of the company’s stock is 
computed as follows: 


Currentimanketiprice:persharerolstoc kip yey t-ve tet sneeeeee eee oe baer eet een $96 
Earningsipershaner(tormthe:lastal2smontis) errr: eesemrestst tenn etrneseenerrns ner anon wre ceee $4.80 
Price-earmingsiratiol( GIG) h4: 80) eee pre repo eee esas acs he wick ere ea ee wee tone 20 


Technically, this ratio is 20 to 1. But it is common practice to omit the “to 1” and merely 
describe a p/e ratio by the first number. The p/e ratios of many publicly owned corporations 
are quoted daily in the financial pages of many newspapers. 

The p/e ratio reflects investors’ expectations concerning the company’s future performance. 
The more optimistic these expectations, the higher the p/e ratio is likely to be. 

A p/e ratio of 10 or less often indicates that investors expect earnings to decline from the 
current level. It could also mean, however, that the stock is undervalued. Likewise, a stock 
with a p/e ratio of 30 or more usually means that investors expect earnings to increase from 
the current level. However, it may also signal that the stock is overvalued. 

One word of caution. If earnings decline to very low levels, the price of the stock usually 
does not follow the earnings all the way down. Therefore, a company with very low earnings 
may have a high p/e ratio even if investors are not optimistic about future earnings. From this 
discussion, it should be obvious that significant judgment is required in interpreting the p/e 
and other financial statement ratios. 


3 Only publicly held corporations are required to report earnings on a per-share basis. For small businesses, 
such as Computer City, the reporting of earnings per share is optional. 


* Assume that all 15,000 shares have been outstanding throughout the year. Computation of earnings per share 
in more complex situations is addressed in Chapter 12. 


Measures of Profitability 637 


SINGLE-STEP INCOME STATEMENTS 


In their annual reports, many publicly owned corporations present their financial statements in 
a highly condensed format. For this reason, the single-step income statement is widely used in 
annual reports. The 2011 income statement of Computer City in Exhibit 14-5 has been 
revised to a single-step format. 


COMPUTER CITY Exhibit 14-5 
INCOME STATEMENT COMPUTER CITY 
FOR THE YEAR ENDED DECEMBER 31, 2011 INCOME STATEMENT 
(SINGLE-STEP) 


Revenue: 
NEtSaleSe Are sree tran cicoaen arene reve ecru are oni a rarescrieve a eonuan oe mines enemas $900,000 
Inte@restie armel as ss ssc eatae Seat ae ee a Nese rn Ae en 3,200 
MOtalineVEMUes wore a cysiens pone eescaes aes ycoe poss esuscayce a Sus ycon puns ieee cee peae aie $903,200 


Less: Costs and expenses: 


Costioligoods:Sold sarees susie sacneate euesete stswcon mieanadi Se eee eae nea $540,000 
SellingrexpENnsSeSs.cts 2 ferent vaesernes sed awuiesagy sense tia eee rensane Sema 136,000 
General and administrative expenses......................-- 104,000 
Interestiexpensers -accicce aia ce onrmeiines os aaetianernnet es wat 12,000 
Purchase discouintsilosiae anata einen ieee 1,200 
IncometaxiexpenSer ac vii acs ietaac eeienciwqcene syoseac eure mneuenn wees 38,000 
MOtalkGostsamalEXDSMSSS re pusccr napus a syst ca evar aaeonesvelas aeuaeya eer eneaeesushaveyh meena 831,200 
Netincomedteststetrentssuanpaetseataersiearuasnton Neueattamnntndsaacn net ane yer cane $ 72,000 
Earnings! per Shaner: crcccs con eresenreeeya eon ere cation cane senpeturay re apecneee steamy enon ora $4.80 


The single-step form of income statement takes its name from the fact that all costs and 
expenses are deducted from total revenue in a single step. No subtotals are shown for gross 
profit or for operating income, although the statement provides investors with enough infor- 
mation to compute these subtotals on their own. Notice that the amounts of net income and 
earnings per share are the same in the multiple-step and single-step income statements. 


EVALUATING THE ADEQUACY OF NET INCOME 


How much net income must a business earn to be considered successful? Obvi- 
ously, the dollar amount of net income that investors consider adequate depends 
on the size of the business. An annual net income of $1 million might seem 
impressive for an automobile dealership but would represent poor performance 
for a company the size of Ford, Procter & Gamble, or Home Depot. 

Investors usually consider two factors in evaluating a company’s profitability: 
(1) the trend in earnings and (2) the amount of current earnings in relation to 
the amount of the resources needed to produce the earnings. 

Some investors regard the trend in earnings from year to year as more 
important than the amount of net income in the current period. Equity inves- 
tors stand to benefit from the company’s performance over the long run. Years 
of steadily increasing earnings may increase the value of the stockholders’ 
investment manyfold. 

In evaluating the current level of earnings, many investors use return on 
investment analysis. 


RETURN ON INVESTMENT (ROI!) 


We have emphasized throughout this text that a basic purpose of accounting is to assist deci- 
sion makers in efficiently allocating and using economic resources. In deciding where to 
invest their money, equity investors want to know how efficiently companies utilize resources. 
A common method of evaluating the efficiency with which financial resources are employed 


© Stone/Getty Images 
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rs ROI general formula 


The return on total assets 
is operating income 


The return on equity is net 
income 
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is to compute the rate of return earned on these resources. This rate of return is called the 
return on investment, or ROI, and is sometimes referred to as return on assets. 

Mathematically, computing return on investment is simple: the annual return (or profit) 
generated by the investment is stated as a percentage of the average amount invested through- 
out the year. The basic idea is illustrated by the following formula: 


Return 
Average Amount Invested 


Return on Investment (ROD = 


The return is earned throughout the period. Therefore, it is logical to express this return as 
a percentage of the average amount invested during the period, rather than the investment at 
year-end. The average amount invested usually is computed by adding the amounts invested 
as of the beginning and end of the year, and dividing this total by 2. If the investment is rela- 
tively stable over time, the year-end balance may be used instead of an average. 

The concept of ROI is applied in many different situations, such as evaluating the profit- 
ability of a business, a branch location, or a specific investment opportunity. As a result, a 
number of variations in the basic ROI ratio have been developed, each suited to a particu- 
lar type of analysis. These ratios differ in the manner in which return and average amount 
invested are defined. We will discuss two common applications of the ROI concept: return on 
assets and return on equity. 


RETURN ON ASSETS (ROA) 


This ratio is used in evaluating whether management has earned a reasonable return with the 
assets under its control. In this computation, return usually is defined as operating income, 
since interest expense and income taxes are determined by factors other than the manner in 
which assets are used. The return on assets is computed as follows: 


Return on Assets (ROA) = _Operating Income 
Average Total Assets 


Let us now determine the return on assets earned by the management of Computer City in 
2011. Operating income, as shown in the income statement in Exhibit 144, amounts to $120,000. 
Assume that Computer City’s assets at the beginning of 2011 totaled $570,000. The illustrated 
balance sheet in Exhibit 14~3 shows total assets of $630,000 at year-end. Therefore, the compa- 
ny’s average total assets during the year amounted to $600,000 [($570,000 + $630,000) + 2]. 
The return on assets in 2011 is 20 percent, determined as follows: 


Operating Income _ $120,000 
Average Total Assets $600,000 


= 20% 


Most successful businesses earn a return on average total assets of, perhaps, 15 percent or 
more. At this writing, businesses must pay interest rates of between 3 percent and 8 percent to 
borrow money. However, interest rates are at historic lows in the United States and are likely 
to rise in the future. If a business is well managed and has good future prospects, management 
should be able to earn a return on assets that is higher than the company’s cost of borrowing. 


RETURN ON EQUITY (ROE) 


The return on assets that we calculated above measures the efficiency with which manage- 
ment has utilized the assets under its control, regardless of whether these assets were financed 
with debt or equity capital. The return on equity ratio, in contrast, looks only at the return 
earned by management on the stockholders’ investment—that is, on owners’ equity. 

The return to stockholders is net income, which represents the return from all sources, both 
operating and nonoperating. Thus, return on equity is computed as follows: 


‘ = Net Income 
Reunn on qui (ROE) = Average Total Stockholders’ Equity 


To illustrate, let us again turn to the 2011 financial statements of Computer City. The com- 
pany earned net income of $72,000. The year-end balance sheet (Exhibit 14-3) shows total 
stockholders’ equity of $420,000. To enable us to complete our computation, we will assume 
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that the stockholders’ equity at the beginning of the year amounted to $380,000. Therefore, the 
average stockholders’ equity for the year amounts to $400,000 [($380,000 + $420,000) = 2]. 
The return on stockholders’ equity in 2011 is 18 percent, computed as follows: 


Net Income _ $72,000 
Average Total Stockholders’ Equity $400,000 


= 18% 


Traditionally, stockholders have expected to earn an average annual return of 12 percent 
or more from equity investments in large, financially strong companies. Annual returns on 
equity of 30 percent or more are not uncommon, especially in rapidly growing companies 
with new or highly successful products. 

The return on equity may be higher or lower than the overall return on assets, depending on 
how the company has financed its assets and on the amounts of its nonoperating revenue and 
expenses. A company that suffers a net loss provides its stockholders with a negative return 
on stockholders’ equity. 


Comprehensive Illustration: Seacliff Company 


Now that we have presented several techniques that are useful in better under- 
standing an enterprise’s financial statements, we will show the comprehensive 
analysis of a company. This illustration draws from material presented in this 
chapter as well as from information presented earlier in the text. We take a 
comprehensive look at the analysis of financial statements from the perspec- 
tives of three important groups: common stockholders, long-term creditors, 
and short-term creditors. 

The basic information for our analysis is contained in a set of condensed two- 
year comparative financial statements for Seacliff Company shown in Exhibits 
14-6 through 14-10. Summarized statement data, together with computations 
of dollar increases and decreases, and component percentages where applicable, 
have been compiled. For convenience in this illustration, relatively small dollar | 4 
amounts have been used in the Seacliff Company financial statements. 


© Digital Vision/Getty Images/DAL 


Exhibit 14-6 SEACLIFF INCOME STATEMENTS 
SEACLIFF COMPANY 


COMPARATIVE INCOME STATEMENT 
FOR THE YEARS ENDED DECEMBER 31, 2011, AND DECEMBER 31, 2010 


Percentage 
Increase or of 
(Decrease) Net Sales 
2011 2010 Dollars % 2011 2010 
NetSalesieer secretin ict y ere tecenn rua tee sen ee eres are eeu ener sy oes $900,000 $750,000 $150,000 20.0 100.0 100.0 
Costiofigoods:soldieeeres srt rer rere ter arr 530,000 420,000 110,000 26.2 589 56.0 
Grossiprofiton:SaleSisenirs cea tee ae eee, ere neta ees $370,000 $330,000 $ 40,000 121 41.1 440 
Operating expenses: 
SeIlINGLEXPEMSES maser earnest eer tees casei Ces ene eee $117,000 $ 75,000 $ 42,000 56.0 13.0 10.0 
General and administrative expenses.................... 126,000 95,000 31,000 32.6 140 (12.7 
jotalioperatingiexPeNnSeSaewreese ee eee eee eee $243,000 $170,000 $ 73,000 42.9 27.0 22.7 
@peratingincOmMerd cunt awecucse jase aec duran cesiedee cesar: $127,000 $160,000 $(33,000) (20.6) 14.1 Plas) 
INtCKESTIOXPENSE len cee csc snes ness eeee enn meer ee ieee ene ae ceeee rene 24,000 30,000 (6,000) (20.0) (2.7 — 4.0 
Income: beforelincomeitaxsses sae. cts ee ees enn eee $103,000 $130,000 $(27,000) (20.8) 11.4 17.3 
Imcome:tax-eXPSNSe: cas ccirencresce cours e varereeeseh wees nena eae cease ere 28,000 40,000 (12,000) (30.0) (31 53 
N@UINCOMeG tsi are ycusesin hore vers seokace ee nn eenee Easeedeae $ 75,000 $ 90,000 $(15,000) (16.7) 83 12.0 


Earnings per share of common stock............-.-.+2+0+: $ 13.20 $ 20.25 $ (7.05) (34.8) 
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Exhibit 14-7 SEACLIFF STATEMENTS OF RETAINED EARNINGS 
SEACLIFF COMPANY 


STATEMENT OF RETAINED EARNINGS 
FOR THE YEARS ENDED DECEMBER 31, 2011, AND DECEMBER 31, 2010 


Increase 
or (Decrease) 
2011 2010 Dollars % 
Revetinetel Cerio, lSetelinniine) Ol WEEI no a cacaneAsanconesaadconunanangnasan $176,000 $115,000 $61,000 53.0 
Net income? i2)..25 sess ausle ha ies eo yea Lee cas aucayeneieeeeenears 75,000 90,000 (15,000) (16.7) 


$251,000 $205,000 $46,000 22.4 


Less: Dividends on common stock ($5.00 per share in 2010, 


S4'BOiperShharesimi2O iili)\eaaeecets scree suere sr ea ese sa eee retary scence vat ace eeseereenes $ 24,000 $ 20,000 $ 4,000 20.0 
Dividends on preferred stock ($9 per share)............ 00 eee ee eee eee 9,000 9,000 

$ 33,000 $ 29,000 $ 4,000 13.8 

Retained) earnings; end of yeah. o. 25.4 st acdc nec moe entre: pee oe eee wee nee $218,000 $176,000 $42,000 23.9 


Exhibit 14-8 SEACLIFF BALANCE SHEETS 
SEACLIFF COMPANY 


CONDENSED COMPARATIVE BALANCE SHEET* 
DECEMBER 31, 2011, AND DECEMBER 31, 2010 


Percentage 
Increase or of 
(Decrease) Total Assets 
Assets 2011 2010 Dollars % 2011 2010 
CurremvasSetSie son cae oncrae nes eeis oa earn nrc oer nnecetereene $390,000 $288,000 $102,000 35.4 41.1 CES) 
Rlankandiequipmentt(iet) perrrert trinitrate it rye 500,000 467,000 33,000 Teall 52.6 54.3 
@themassetsi(loansitorolficens)sermeee crete eee 60,000 105,000 (45,000) (42.9) 63 12.2 
TOtaliaSSStS: eric eieecns yc evtnete une Nee eens eee incase tet $950,000 $860,000 $ 90,000 10.5 100.0 100.0 
Liabilities & Stockholders’ Equity ae 
Liabilities: 

Currentiliabilities:eenerey cman oenerecre ee career aman $112,000 $94,000 §$ 18,000 19.1 fies) 10.9 
12% long-term note payable (due in 7 years) .............. 200,000 250,000 (50,000) (20.0) 21.1 29.1 
Rotal liabilities +. warps wearer owe arene erecta mene eee $312,000 $344,000 $(32,000) (9.3) 32.9 40.0 

Stockholders’ equity: 
OH (oneretirate] Sorel, SCO) (EI? pn ono onascaoo rap aneconnanes $100,000 $100,000 —_— — 10.5 11.6 
Commonistocks $50 ipa eae eee 250,000 200,000 $50,000 25.0 Age) 22 
Additionallpaid=inkcapitaleeerr err rari eter tinier eee 70,000 40,000 30,000 75.0 7.4 4.7 
RetainedicannimGSiimr a sci ctria ac ptere eae weere eat aorta 218,000 176,000 42,000 239 229 20.5 
flotalistockholdersmec ity sameeren ee eee $638,000 $516,000 $122,000 23.6 67.1 60.0 
Total liabilities & stockholders’ equity ..................... $950,000 $860,000 $ 90,000 10.5 100.0 100.0 


*In order to focus attention on important subtotals, this statement is highly condensed and does not show individual asset and liability items. These details will be 
introduced as needed in the text discussion. For example, a list of Seacliff Company's current assets and current liabilities appears in Exhibit 14-18. 
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Exhibit 14-9 SEACLIFF STATEMENT OF CASH FLOWS 
SEACLIFF COMPANY 


CONDENSED COMPARATIVE STATEMENT OF CASH FLOWS 
FOR THE YEARS ENDED DECEMBER 31, 2011, AND DECEMBER 31, 2010 


Increase 
or (Decrease) 
2011 2010 Dollars % 
Cash flows from operating activities: 
Net cash flows from operating activities ............ 0... eee eee eee $19,000 $95,000 $(76,000) (80.0) 
Cash flows from investing activities: 
RurchasesiotiplantiaSSetsye a vaca sve cin eenre mere yeni ierenemeene ree (63,000) (28,000) (35,000) 125.0 
Collectionsiofloansfromronicensmanserie eerie eerie bere aceite 45,000 (35,000) 80,000 N/A* 
Net cash used by investing activities............... 0. cece eee eee eee $(18,000) $(63,000) $45,000 (71.4) 
Cash flows from financing activities: 
Dividends paid segs ccc enisesc corer asia ena nie steerer suc ers cae ree LER Tree $(33,000) $(29,000) $ (4,000) 13.8 
Repayment ohlong-tenmidebtijiesscscee ccs sr came wan eauis ne tein aera ie (50,000) =0= (50,000) N/A* 
Proceeds tromiissuingicapitalistockamemnert eet reteset eae ieee era 80,000 —0- 80,000 N/A* 
Net cash used by financing activities ............... cece eee ee eee $ (3,000) $(29,000) $26,000 (89.7) 
Net increase (decrease) in cash and cash equivalents .....................5.: $ (2,000) $ 3,000  §$ (5,000) N/A* 
Cash and cash equivalents, January 1, 2011 ................ 0 cece eee eee 40,000 37,000 3,000 8.1 
Cash and cash equivalents, December 31, 2011 ..........-. 00sec eee eee ee $ 38,000 $40,000 §$ (2,000) (5.0) 


*N/A indicates that computation of the percentage change is not appropriate. Percentage changes cannot be determined if the base year is zero or if a negative amount 
(cash outflow) changes to a positive amount (cash inflow). 


SEACLIFF COMPANY Exhibit 14-10 
NOTES TO FINANCIAL STATEMENTS SEAGER NOGESTO 
FOR THE YEARS ENDED DECEMBER 31, 2011, AND DECEMBER 31, 2010 [mMNINGAT Reyes Tatts 


Note 1—Accounting Policies 


Inventories Inventories are determined by the LIFO method. 

Depreciation Depreciation is computed by the straight-line method. Buildings are depreciated 
over 40 years, and equipment and fixtures over periods of 5 or 10 years. 

Note 2—Unused Lines of Credit 

The company has a confirmed line of credit in the amount of $35,000. None was in use at 
December 31, 2011. 

Note 3—Contingencies and Commitments 

As of December 31, 2011, the company has no material commitments or noncancellable 
obligations. There currently are no loss contingencies known to management. 

Note 4—Current Values of Financial Instruments 

All financial instruments appear in the financial statements at dollar amounts that closely 
approximate their current values. 

Note 5—Concentrations of Credit Risk 


The company engages in retail sales to the general public from a single location in Seattle, 
Washington. No individual customer accounts for more than 2% of the company’s total sales 
or accounts receivable. Accounts receivable are unsecured. 
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ANALYSIS BY COMMON STOCKHOLDERS 


Common stockholders and potential investors in common stock look first at a company’s 
earnings record. Their investment is in shares of stock, so earnings per share and dividends 
per share are of particular interest. 


Earnings per Share of Common Stock As indicated in Chapter 12, earnings 
per share of common stock are computed by dividing the income applicable to the common 
stock by the weighted-average number of shares of common stock outstanding during the 
year. Any preferred dividend requirements must be subtracted from net income to determine 
income applicable to common stock, as shown in the computations for Seacliff Company in 
Exhibit 14-11. 


2011 2010 
Netiincome:sii a umncinis sires on uarrmorseease fa Res eeneesmnere aera $75,000 $90,000 
Less: Preferred dividend requirements ....................... 9,000 9,000 
Income applicable to common stock ............-000e eee eee ee (a) $66,000 $81,000 
Shares of common stock outstanding, during the year ........... (b) 5,000 4,000 
Earnings per share of common stock (a+b) ...........-.-.0-. $ 13.20 $ 20.25 


Notice that earnings per share have decreased by $7.05 in 2011, representing a decline of 
nearly 35 percent from their level in 2010 ($7.05 + $20.25 = 34.8%). Common stockholders 
consider a decline in earnings per share to be an unfavorable development. A decline in earn- 
ings per share generally represents a decline in the profitability of the company and creates 
uncertainty as to the company’s prospects for future growth. 

With such a significant decline in earnings per share, we should expect to see a decline in 
the market value of Seacliff’s common stock during 2011. [For purposes of our illustration, 
we assume the common stock had a market value of $/60 at December 31, 2010, and of $/32 
at the end of 2011. This drop of $28 per share represents a 17! percent decline in the market 
value of every common stockholder’s investment ($28 decline + $160 = 17.5%).] 


Price-Earnings Ratio As we mentioned earlier in this chapter, the relationship 
between the market price of common stock and earnings per share is widely recognized and is 
expressed as a ratio, called the price-earnings ratio (or p/e ratio). The p/e ratio is determined 
by dividing the market price per share by the annual earnings per share. 

The outlook for future earnings is the major factor influencing a company’s p/e ratio. Com- 
panies with track records of rapid growth may sell at p/e ratios of perhaps 30 to 1, or even 
higher. Companies with “flat” earnings or earnings expected to decline in future years often 
sell at price-earnings ratios below 10 to 1. 

At the end of 2010, Seacliff’s p/e ratio was approximately 8 to / ($160 + $20.25 = 7.9), 
suggesting that investors were expecting earnings to decline in 2011. At December 31, 2011, 
the price-earnings ratio was /0 to J ($132 + $13.20 = 10.0). A p/e ratio in this range sug- 
gests that investors expect future earnings to stabilize around the current level. 


Dividend Yield Dividends are of prime importance to some stockholders, but a second- 
ary factor to others. Some stockholders invest primarily to receive regular cash income, while 
others invest in stocks principally with the expectation of rising market prices. If a corporation 
is profitable and retains its earnings for expansion of the business, the expanded operations 
should produce an increase in the net income of the company and thus tend to make each 
share of stock more valuable. 

In comparing the merits of alternative investment opportunities, we should relate earn- 
ings and dividends per share to the market value of the stock at a particular date. Dividends 
per share divided by market price per share determine the yield rate of a company’s stock. 
Dividend yield is especially important to those investors whose objective is to maximize the 
dividend revenue from their investments. For Seacliff, the dividend yield on its common stock 
was 3.1 percent in 2010 ($5 + $150) and 3.6 percent in 2011 ($4.80 + $132). 
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Summary of Earnings and Dividend Data for Seacliff The relationships 
of Seacliff’s per-share earnings and dividends to its year-end stock prices are summarized in 
Exhibit 14-12. 


Market Earnings Price- Dividends 
Value per per Earnings per Dividend 
Date Share Share Ratio Share Yield, % 
Dee, CH, AMO oacasneuade $160 $20.25 8 $5.00 3.1 
De Cy AON cnaceaaaaca 132 13.20 10 4.80 3.6 


The decline in market value during 2011 presumably reflects the decreases in both earnings 
and dividends per share. Investors appraising this stock at December 31, 2011, should consider 
whether a price-earnings ratio of 10 and a dividend yield of 3.6 percent meet their expectations 
in light of alternative investment opportunities. These investors will also place considerable 
weight on estimates of the company’s prospective future earnings and the probable effect of 
such estimated earnings on the market price of the stock and on dividend payments. 


Revenue and Expense Analysis The trend of earnings of Seacliff Company is 
unfavorable, and stockholders will want to know the reasons for the decline in net income. 
The comparative income statements in Exhibit 14-6 show that despite a 20 percent increase in 
net sales, net income fell from $90,000 in 2010 to $75,000 in 2011, a decline of 16.7 percent. 
As a percentage of net sales, net income fell from 12 percent to only 8.3 percent. The pri- 
mary causes of this decline were the increases in selling expenses (56.0 percent), general and 
administrative expenses (32.6 percent), and the cost of goods sold (26.2 percent), all of which 
exceeded the 20 percent increase in net sales. 

Let us assume that further investigation reveals Seacliff Company decided in 2011 to 
reduce its sales prices in an effort to generate greater sales volume. This would explain the 
decrease in the gross profit rate from 44 percent to 41.1 percent of net sales. Since the dollar 
amount of gross profit increased $40,000 in 2011, the strategy of reducing sales prices to 
increase volume would have been successful if there had been little or no increase in operat- 
ing expenses. However, operating expenses rose by $73,000, resulting in a $33,000 decrease 
in operating income. 

The next step is to find which expenses increased and why. An investor may be limited here, 
because detailed operating expenses are not usually shown in published financial statements. 
Some conclusions, however, can be reached on the basis of even the condensed information 
available in the comparative income statements for Seacliff Company shown in Exhibit 14-6. 

The substantial increase in selling expenses presumably reflects greater selling effort during 
2011 in an attempt to improve sales volume. However, the fact that selling expenses increased 
$42,000 while gross profit increased only $40,000 indicates that the cost of this increased 
sales effort was not justified in terms of results. Even more bothersome is the increase in gen- 
eral and administrative expenses. Some growth in administrative expenses might be expected 
to accompany increased sales volume, but because some of the expenses are fixed, the growth 
generally should be less than proportional to any increase in sales. The increase in general 
and administrative expenses from 12.7 percent to 14 percent of sales should be of concern to 
informed investors. 

Management generally has greater control over operating expenses than over revenue. The 
operating expense ratio is often used as a measure of management’s ability to control its operat- 
ing expenses. We show the unfavorable trend in this ratio for Seacliff Company in Exhibit 14-13. 


2011 2010 
(a) $243,000 $170,000 
(b) $900,000 $750,000 

27.0% 22.7% 


Operating expenses 
NGtSAlGS ease rece tees tear een URE rea eee yo emeaeee eens 
@peratinglexpenselratio) (Gi-ab) eee inert 


If management were able to increase the sales volume while at the same time increasing 
the gross profit rate and decreasing the operating expense ratio, the effect on net income could 
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be dramatic. For example, if in the year 2012 Seacliff Company can increase its sales by 
approximately 11 percent, to $1,000,000, increase its gross profit rate from 41.1 to 44 percent, 
and reduce the operating expense ratio from 27 to 24 percent, its operating income will 
increase from $127,000 to $200,000 ($1,000,000 — $560,000 — $240,000), an increase of 
over 57 percent. 


RETURN ON INVESTMENT (ROI) 


The rate of return on investment (often called ROI) is a measure of management’s efficiency 
in using available resources. Regardless of the size of the organization, capital is a scarce 
resource and must be used efficiently. In judging the performance of branch managers or of 
companywide management, it is reasonable to raise the question: What rate of return have 
you earned on the resources under your control? 


Return on Assets An important test of management’s ability to earn a return on funds 
supplied from all sources is the rate of return on total assets. 

As noted previously, the income figure used in computing this ratio should be operating 
income, since interest expense and income taxes are determined by factors other than the effi- 
cient use of resources. Operating income is earned throughout the year and therefore should be 
related to the average investment in assets during the year. In Exhibit 14-14, the computation 
of this ratio of Seacliff Company assumes total assets at the beginning of 2010 were $820,000. 


2011 2010 
@peratingincomewsscce. sso ae oe ae One eno ee eee (a) $127,000 $160,000 
Total assets, beginning of year................-e eee eee eee (b) $860,000 $820,000 
Motalkassets ond Ofyeati ees ys yen crs oper ee eesonee eee ie eee ene ene (c) $950,000 $860,000 
Average investment in assets [(b + c) + 2]..............-.-- (d) $905,000 $840,000 
Returnronmiassetsi(aicaG)i ssa cre nin cestereee on te enece sy en eee 14% 19% 


This ratio shows that the rate of return earned on the company’s assets fell in 2011. Before 
drawing conclusions as to the effectiveness of Seacliff’s management, however, we should 
consider the trend in the return on assets earned by other companies of similar kind and size. 


Return on Common Stockholders’ Equity We introduced the concept of return on 
equity using a company that had only one class of capital stock. Therefore, the return on equity 
was simply net income divided by average stockholders’ equity. But Seacliff has issued both pre- 
ferred stock and common stock. The preferred stock does not participate fully in the company’s 
earnings; rather, the return to preferred stockholders is limited to their dividend. Thus, we must 
adjust the return on equity computation to reflect the return on common stockholders’ equity. 

The return to common stockholders is equal to net income /ess any preferred dividends. 
Thus, the return on common stockholders’ equity, assuming common stockholders’ equity at 
the beginning of 2010 was $355,000, is computed in Exhibit 14-15. 


2011 2010 
NetinCOMe: sa asemcs tsa seeruaigintene sf.ctn a yA ames ue $ 75,000 $ 90,000 
Less: Preferred dividend requirements ..................... 9,000 9,000 
Net income applicable to common stock ...........-....+.+4- (a) $ 66,000 $ 81,000 
Common stockholders’ equity, beginning of year ............. (b) $416,000 $355,000 
Common stockholders’ equity, end of year ................-. (c) $538,000 $416,000 
Average common stockholders’ equity [(b +c) + 2]........... (d) $477,000 $385,500 
Return on common stockholders’ equity (a +d) .............. 13.8% 21.0% 


In both years, the rate of return on common stockholders’ equity was higher than the 
12 percent rate of interest paid to long-term creditors or the 9 percent dividend rate paid to 
preferred stockholders. This result was achieved through the favorable use of leverage. 
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LEVERAGE 


Applying leverage means using borrowed money to earn a return greater than the cost of 
borrowing, increasing net income and the return on common stockholders’ equity. In other 
words, if you can borrow money at 12 percent and use it to earn 20 percent, you will benefit 
by doing so. However, leverage can act as a double-edged sword; the effects may be favorable 
or unfavorable to the holders of common stock. 

If the rate of return on total assets should fall below the average rate of interest on borrowed 
capital, leverage will reduce the return on common stockholders’ equity. In this situation, pay- 
ing off the loans that carry high interest rates would appear to be a logical move. However, 
many companies do not have enough cash to retire long-term debt on short notice. Therefore, 
the common stockholders may become locked in to the unfavorable effects of leverage. 

In deciding how much leverage is appropriate, the common stockholders should consider 
the stability of the company’s return on assets as well as the relationship of this return to the 
average cost of borrowed capital. If a business incurs so much debt that it becomes unable 
to meet the required interest and principal payments, the creditors may force liquidation or 
reorganization of the business. 


Debt Ratio One indicator of the amount of leverage used by a business is the debt ratio. 

This ratio measures the proportion of the total assets financed by creditors, as distinguished from 

stockholders. It is computed by dividing total liabilities by total assets. A high debt ratio indi- 

cates an extensive use of leverage, that is, a large proportion of financing provided by creditors. 

A low debt ratio, on the other hand, indicates that the business is making little use of leverage. 
The debt ratio at year-end for Seacliff is determined as shown in Exhibit 14-16. 


2011 2010 
otalliabilities ye see eras aera se barat ereeeucar (a) $312,000 $344,000 
Total assets (or total liabilities & stockholders’ equity) .......... (b) $950,000 $860,000 
Debtiratios(aiib) yr rrervrta a ieeeery eeacea ne cutee eae cterstat 32.8% 40.0% 


Seacliff Company has a lower debt ratio in 2011 than in 2010. Is this favorable or unfavorable? 

From the viewpoint of the common stockholder, a high debt ratio produces maximum 
benefits if management is able to earn a rate of return on assets greater than the rate of interest 
paid to creditors. However, a high debt ratio can be unfavorable if the return on assets falls 
below the rate of interest paid to creditors. Since the return on total assets earned by Seacliff 
Company has declined from 19 percent in 2010 to a relatively low 14 percent in 2011, the 
common stockholders probably would not want to risk a high debt ratio. The action by man- 
agement in 2011 of retiring $50,000 in long-term liabilities will help to protect the common 
stockholders from the unfavorable effects of leverage if the rate of return on assets continues 
to decline. 


CASE IN POINT 


A historical example from Dell Inc. provides an interesting case study in how financial 
leverage can be used to greatly increase the returns earned by common stockholders 
without appreciably increasing the company’s risk profile. Dell’s 2004 return on assets 
was an impressive 20 percent, and its return on common equity was an eye-popping 
47 percent. Clearly Dell benefited from favorable financial leverage. 

Moreover, Dell benefited from favorable financial leverage without increasing its risk 
profile. That is, most of Dell’s leverage was in the form of non-interest-bearing liabilities. 
Although liabilities comprised 67.5 percent of Dell’s assets, interest-bearing liabilities rep- 
resented only 2.6 percent of assets. Approximately 84 percent of Dell’s liabilities were 
current, representing either trade credit (accounts payable) or accrued liabilities (e.g., 
unpaid salaries and benefits). In essence, much of Dell’s financing was being provided by 
its trade creditors and employees, which are essentially free sources of financing. 


Exhibit 14-16 
DEBT RATIO 
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ANALYSIS BY LONG-TERM CREDITORS 


Bondholders and other long-term creditors are primarily interested in three factors: (1) the 
rate of return on their investment, (2) the firm’s ability to meet its interest requirements, and 
(3) the firm’s ability to repay the principal of the debt when it falls due. 


Yield Rate on Bonds The yield rate on bonds or other long-term indebtedness cannot 
be computed in the same manner as the yield rate on shares of stock, because bonds, unlike 
stocks, have a definite maturity date and amount. The ownership of a 12 percent, 10-year, 
$1,000 bond represents the right to receive $120 each year for 10 years plus the right to 
receive $1,000 at the end of 10 years. If the market price of this bond is $950, the yield rate on 
an investment in the bond is the rate of interest that will make the present value of these two 
contractual rights equal to the $950 market price. 

When bonds sell at maturity value, the yield rate is equal to the bond interest rate. The yield 
rate varies inversely with changes in the market price of the bond. If interest rates rise, the mar- 
ket price of existing bonds will fall; if interest rates decline, the price of bonds will rise. If the 
price of a bond is above maturity value, the yield rate is less than the bond interest rate; if 
the price of a bond is below maturity value, the yield rate is higher than the bond interest rate. 


Interest Cove rage Ratio Bondholders feel that their investments are relatively safe 
if the issuing company earns enough income to cover its annual interest obligations by a com- 
fortable margin. 

A common measure of creditors’ safety is the ratio of operating income available for the 
payment of interest to the annual interest expense, called the interest coverage ratio or times 
interest earned. See this computation for Seacliff Company in Exhibit 14-17. 


2011 2010 
Operating income (before interest and income taxes) .......... (a) $127,000 $160,000 
AnnuallinterestexpenSejcwacee ee cyane aerate marian eee yess (b) $ 24,000 $ 30,000 
Intenesticoveragel (aul) ie sersrce ar tenet ere rere eee rae 5.3 times 5.3 times 


The ratio remained unchanged at a satisfactory level during 2011. Generally an interest cover- 
age ratio above 2.0 is considered strong. 


Debt Ratio Long-term creditors are interested in the percentage of total assets financed 
by debt, as distinguished from the percentage financed by stockholders. The percentage of total 
assets financed by debt is measured by the debt ratio, which was computed in Exhibit 14-16. 

From a creditor’s viewpoint, the lower the debt ratio, the better, since this means that 
stockholders have contributed a higher percentage of the funds to the business, and therefore 
the margin of protection to creditors against a shrinkage of the assets is high. 

As shown in Exhibit 14-16, the debt ratio, or the percentage of assets financed by debt, 
decreased from 2010 to 2011 from 40 percent to 32.8 percent. This would generally be con- 
sidered by long-term creditors to be a favorable change because the debt burden, including 
required interest payments, is less in 2011 than in 2010, thereby making the claim of each 
creditor more secure. 


Secured Claims Sometimes the claims of long-term creditors are secured with spe- 
cific collateral, such as the land and buildings owned by the borrower. In these situations, the 
secured creditors may look primarily to the value of the collateral in assessing the safety of 
their claims. 

Assets pledged as collateral to secure specific liabilities are disclosed in notes to the finan- 
cial statements. As Seacliff makes no such disclosures, we may assume that none of its assets 
have been pledged as collateral to secure specific liabilities. 


ANALYSIS BY SHORT-TERM CREDITORS 


Bankers and other short-term creditors share the interest of stockholders and bondholders in 
the profitability and long-run stability of a business. Their primary interest, however, is in the 
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current position of the company—its ability to generate sufficient funds (working capital) to 
meet current operating needs and to pay current debts promptly. Thus, the analysis of finan- 
cial statements by a banker considering a short-term loan, or by a trade creditor investigating 
the credit status of a customer, is likely to center on the working capital position of the pro- 
spective debtor. 


Amount of Working Capital Working capital is the excess of current assets over 
current liabilities. It represents the cash and near-cash assets that provide a “cushion” of 
liquidity over the amount expected to be needed in the near future to satisfy maturing obliga- 
tions. The details of the working capital of Seacliff Company are shown in Exhibit 14-18. 


Exhibit 14-18 SEACLIFF SCHEDULE OF WORKING CAPITAL 
SEACLIFF COMPANY 


COMPARATIVE SCHEDULE OF WORKING CAPITAL 
AS OF DECEMBER 31, 2011, AND DECEMBER 31, 2010 


Percentage 
Increase or of Total 
(Decrease) Current Items 
2011 2010 Dollars % 2011 2010 
Current assets: 
(OE nll arqerhey rare ier aero scree Oe REI er eRe a atnCa terre eer RE PERE eES $ 38,000 $40,000 $ (2,000) (5.0) 9.7 13.9 
Accountsireceivable: (met) senses scwseon sis sete eine 117,000 86,000 31,000 36.0 30.0 29.9 
INVEMtOniGS? 2eynsces eee ee re eee eeeeceeesy ses enue arene 180,000 120,000 60,000 50.0 46.2 41.6* 
PrepaidiexpenSesia ce. cecscncncexosotnene m teeeroee ne ensteusnennentes 55,000 42,000 13,000 31.0 14.1 14.6 
Total current 
ASSCIS tiation ha eases ep ra ee oe mere ey eee eee $390,000 $288,000 $102,000 35.4 100.0 100.0 
Current liabilities: 
Notes payable to 
(o] (-1o|| (0) (jiternrer teh nates MERCI coCIEER aCe aI RE ec ea $ 14,600 $10,000 $ 4,600 46.0 Ushi Owe 
AACCOUMISIPAVADIOt ere eceteun cence el eicneee su cee nee un ene rere 66,000 30,000 36,000 120.0 58.9 31.9 
‘AccnuediliabiliticS tease Meech aici Reet 31,400 54,000 (22,600) (41.9) 28.0 57.4 
Total current 
TE loll fittetasnteto tenia atte ninnreencirarn cae ate ait noice BaNere $112,000 $94,000 $ 18,000 19.1 100.0 100.0 
Working! Capitals oc tee see soa ccmoeeecnen acme coe o menmeneens $278,000 $194,000 $ 84,000 43.3 


*Amounts adjusted so that totals equal 100.0. 


This schedule shows that current assets increased $102,000, while current liabilities rose 
by only $18,000. As a result, working capital increased $84,000. 


Quality of Working Capital In evaluating the debt-paying ability of a business, 
short-term creditors should consider the quality of working capital as well as the total dollar 
amount. The principal factors affecting the quality of working capital are (1) the nature of the 
current assets and (2) the length of time required to convert those assets into cash. 

The schedule in Exhibit 14-18 shows an unfavorable shift in the composition of Seacliff 
Company’s working capital during 2011: cash decreased from 13.9 percent to 9.7 percent 
of current assets, while inventory rose from 41.6 percent to 46.2 percent. Inventory is a less 
liquid resource than cash. Therefore, the quality of working capital is not as liquid as in 2010. 
Turnover rates (or ratios) may be used to assist short-term creditors in estimating the time 
required to turn assets such as receivables and inventory into cash. 


Accounts Receivable Turnover Rate As explained in Chapter 7, the accounts 
receivable turnover rate indicates how quickly a company converts its accounts receivable 
into cash. The accounts receivable turnover rate is determined by dividing net sales by the 
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average balance of accounts receivable.* The number of days required (on average) to collect 
accounts receivable then may be determined by dividing the number of days in a year (365) 
by the turnover rate. The computations in Exhibit 14—19 use the data in our Seacliff example, 
assuming accounts receivable at the beginning of 2010 were $80,000. 


2011 2010 

NetSaless arse ra eee ea nee Ree rate (a) $900,000 $750,000 
Accounts receivable, beginning of year..................--. $ 86,000 $ 80,000 
Accounts receivable, end of year..........-..-. eee eee eee $117,000 $ 86,000 
Average accounts receivable..............-.-0-020 eee eeee (b) $101,500 $ 83,000 
Accounts receivable turnover per year (a+ b)................ 8.9times 9.0 times 
Average number of days to collect accounts receivable (divide 

365 days by accounts receivable turnover)................. 41 days 41 days 


There has been no change in the average time required to collect receivables. The inter- 
pretation of the average age of receivables depends upon the company’s credit terms and the 
seasonal activity immediately before year-end. For example, if the company grants 30-day 
credit terms to its customers, the analysis in Exhibit 14-19 indicates that accounts receivable 
collections are lagging. If the terms are for 60 days, however, collections are being made 
ahead of schedule. 


Inventory Turnover Rate The inventory turnover rate indicates how many times 
during the year the company is able to sell a quantity of goods equal to its average inven- 
tory. Mechanically, this rate is determined by dividing the cost of goods sold for the year 
by the average amount of inventory on hand during the year. The number of days required 
to sell this amount of inventory may be determined by dividing 365 days by the turnover 
rate. These computations were explained in Chapter 8 and are demonstrated in Exhibit 14-20 
using the information for Seacliff Company, assuming inventory at the beginning of 2010 
was $100,000. The trend indicated by this analysis is unfavorable, since the length of time 
required for Seacliff to turn over (sell) its inventory is increasing. 


2011 2010 

Cosiofigoodsisoldiieanwern sas cacrent ets coerce ene eRe ean (a) $530,000 $420,000 
InventonyAbeginninGioisy ca hanes titan eneter eiee $120,000 $100,000 
Inventonyendiol yeatteyacrseccnsunsresetuenacissrcsaracesnencoctey as nines $180,000 $120,000 
Averagelinventoly: 2s. s5c ce ces a oes eset eats vee es eee (b) $150,000 $110,000 
Average inventory turnover per year (a+b)................. 3.5times 3.8 times 
Average number of days to sell inventory (divide 365 

OFS ONY TIAEMOINY WTTMOMEN) nc ono cn conauanencocnanaucnnan 104 days 96 days 


Companies that have low gross profit rates often need high inventory turnover rates in 
order to operate profitably. This is another way of saying that if the gross profit rate is low, a 
high volume of transactions is necessary to produce a satisfactory amount of profits. Compa- 
nies that sell high markup items, such as jewelry stores and art galleries, can operate success- 
fully with much lower inventory turnover rates. 


O pe rating Cycle The inventory turnover rate indicates how quickly inventory sells, but 
not how quickly this asset converts into cash. Short-term creditors, of course, are interested 
primarily in the company’s ability to generate cash. 

The period of time required for a merchandising company to convert its inventory into 
cash is called the operating cycle. The illustration appeared in Chapter 6 and is repeated in 
Exhibit 14—21 for your convenience. 


5 Ideally, the accounts receivable turnover is computed by dividing net credit sales by the monthly average of 
receivables. Such detailed information, however, generally is not provided in annual financial statements. 
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Seacliff’s operating cycle in 2011 was approximately 145 days, computed by adding the 
104 days required to turn over inventory and the average 41 days required to collect receiv- 
ables. This compares with an operating cycle of only 137 days in 2010, computed as 96 days 
to dispose of the inventory plus 41 days to collect the resulting receivables. From the view- 
point of short-term creditors, the shorter the operating cycle, the higher the quality of the bor- 
rower’s working capital. Therefore, these creditors would regard the lengthening of Seacliff 
Company’s operating cycle as an unfavorable trend. 


Current Ratio The current ratio expresses the relationship between current assets and 
current liabilities. A strong current ratio provides considerable evidence that a company will 
be able to meet its obligations coming due in the near future. The current ratio for Seacliff 
Company is computed in Exhibit 14—22. 


2011 2010 
MotaltcunrentiasSets mares eee easier as) couture amr ete (a) $390,000 $288,000 
MotalicurrentiliabilitieSsees aescrras ae ene eterna arcane (b) $112,000 $ 94,000 
GCurrentiratios (ai 3b) ie ees ue sutterarre eters eatieeteureseuey tare 3.5 3.1 


Quick Ratio Because inventories and prepaid expenses are further removed from con- 
version into cash than other current assets, the quick ratio is sometimes computed as a sup- 
plement to the current ratio. The quick ratio compares the most liquid current assets (cash, 
marketable securities, and receivables) with current liabilities. Seacliff Company has no mar- 
ketable securities; its quick ratio is computed in Exhibit 14—23. 


2011 2010 
Quick assets (cash and accounts receivable) ................ (a) $155,000 $126,000 
Current liabiliticSmenere acne ener centenary menterra aan ee (b) $112,000 $ 94,000 
Quicksratiox(ay=-1)) dere eet err mere eee) ee arr mae nent ee 1.4 1.3 


Here again the analysis reveals a favorable trend and a strong position. If the credit periods 
extended to customers and granted by creditors are roughly equal, a quick ratio of 1.0 or bet- 
ter is considered satisfactory. 


Unused Lines of Credit From the viewpoint of a short-term creditor, a company’s 
unused lines of credit represent a resource almost as liquid as cash. An unused line of credit 
means that a bank has agreed in advance to lend the company any amount, up to the specified 
limit. As long as this line of credit remains available, creditors know that the business can bor- 
row cash quickly and easily for any purpose, including payments of creditors’ claims. 
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Exhibit 14-21 
OPERATING CYCLE 


The operating cycle 
repeats continuously 


Exhibit 14-22 
CURRENT RATIO 
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Exhibit 14-23 
QUICK RATIO 
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Exhibit 14-24 
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CASH FROM OPERATING 
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Chapter 14 Financial Statement Analysis 


Existing unused lines of credit are disclosed in notes accompanying the financial state- 
ments. See Note 2 to the financial statements in Exhibit 14-10. Short-term creditors would 
view Seacliff’s $35,000 line of credit as enhancing the company’s liquidity. 


CASH FLOW ANALYSIS 


We often have stressed the importance of a company’s being able to generate sufficient cash 
flows from its operations. In 2010, Seacliff generated net cash flows of $95,000 from its 
operating activities—a relatively “normal” amount, considering that net income for the year 
was $90,000. This $95,000 remained after payment of interest to creditors and amounted to 
more than three times the dividends paid to stockholders. Thus, in 2010 the net cash flows 
from operating activities appeared quite sufficient to ensure that Seacliff could pay its interest 
obligations and also pay dividends. 

In 2011, however, net cash flows from operating activities declined to $19,000, an amount 
far below the company’s $75,000 net income and only approximately 58 percent of the 
amount of dividends paid. Stockholders and creditors would view this dramatic decline in 
cash flows as a negative and potentially dangerous development. 

A reconciliation of Seacliff’s net income in 2011 with its net cash flows from operating 
activities is shown in Exhibit 14-24. For purposes of this analysis, we assume that the notes 
payable to creditors resulted from purchases from suppliers rather than loans from a financial 
institution. Therefore, the increase in notes payable is treated in the same way as the increase 
in accounts payable as part of the reconciliation of net income to net cash from operating 
activities. Had the notes payable resulted from borrowing activities, the change would be clas- 
sified as a financing activity and not as an adjustment to net income in determining net cash 
from operating activities. 


INTeLell novelas Mepeeneqerererat ss castrate etre cametenier yc tener tre cameramen ore tener $ 75,000 
Add: 
Depreciation expemsSee sirvs cose ctonascucuec sien nee oesaeesarcoe ates wees aeeeceseee $30,000 
Increase in notes payable to creditors ........................ 4,600 
Increaseliniaccounts|ipayablemnmermrmrir tart n ier ien ieee 36,000 70,600 
$145,600 
Less: 
Increaseliniaccounts recelVableterrs rarer ena iyi rernene $31,000 
INCKEASSHINMNVENTONISS ie eeset cates they cok eieuee Ve nteaseds hey apetspcusn erste denen ease 60,000 
Increase\iniprepaidiexpenSes) j.n. sone seca sie ee cess 13,000 
Decrease in accrued liabilities ...................---+--- ees 22,600 126,600 
Net cash flows from operating activities........................- $ 19,000 


As explained in Chapter 13, the FASB requires companies to provide this reconciliation either 
in the body of the statement of cash flows or in a supplemental schedule. 

The primary reasons for Seacliff’s low net operating cash flows appear to be the growth in 
uncollected accounts receivable and inventories, combined with the substantial reduction in 
accrued liabilities. Given the significant increase in sales during 2011, the increase in accounts 
receivable is to be expected. The large reduction in accrued liabilities may be a one-time event 
that will not necessarily recur next year. The large increase in inventory, however, may have 
reduced Seacliff’s liquidity unnecessarily. 

Seacliff’s financial position, particularly its short-term liquidity, would appear consider- 
ably stronger if its increased sales volume were supported by a higher inventory turnover rate, 
instead of a larger inventory. 


Cash Flows from Operations to Current Liabilities An additional measure 
of liquidity that is sometimes computed, based in part on information from the statement 
of cash flows, is the ratio of cash flows from operations to current liabilities. This measure 
provides evidence of the company’s ability to cover its currently maturing liabilities from 
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normal operations. For 2010 and 2011, the ratio is computed for Seacliff Corporation in 
Exhibit 14-25. 


2011 2010 
Cash flowsifrom operations: wiraaccrusar ne oe acer eerie. (a)$ 19,000 $95,000 
Current liabilities as Se ecsesie esas ascended eke (b) $112,000 $94,000 
Cash flows from operations to current liabilities (a+ b).......... 0.17 1.01 


As you can see from this measure, Seacliff was much stronger in 2010 than in 2011. In 2010, 
operating cash flows were slightly more than current liabilities at year-end, indicating an abil- 
ity to cover current obligations from normal operations without regard to the amount of exist- 
ing current assets. In 2011, however, operations provided only 17 percent as much cash as 
needed to meet current obligations, implying a need to rely more heavily on existing current 
assets than in 2010. Some analysts consider a ratio of cash flows from operations to current 
liabilities of 0.40 or higher to be strong. 


USEFULNESS OF NOTES TO FINANCIAL STATEMENTS 


A set of financial statements normally is accompanied by several notes, disclosing informa- 
tion useful in interpreting the statements. Users should view these notes as an integral part of 
the financial statements. 

In preceding chapters we have identified many items that are disclosed in notes accompa- 
nying the financial statements. Among the most useful are the following: 


¢ Accounting policies and methods 

¢ Unused lines of credit 

e Significant commitments and loss contingencies 

¢ Current values of financial instruments (if different from the carrying values shown in the 
statements) 

e Dividends in arrears 

¢ Concentrations of credit risk 

¢ Assets pledged to secure specific liabilities 


In Exhibit 14—10 the notes accompanying Seacliff’s financial statements are quite clean—that 
is, they contain no surprises or cause for concern. Of course, the unused line of credit disclosed in 
Note 2 would be of interest to anyone evaluating the company’s short-term debt-paying ability. 


YOUR TURN You as a Financial Analyst 


Assume that you are a financial analyst and that two of your clients are requesting your 
advice on certain companies as potential investments. Both clients are interested in pur- 
chasing common stock. One is primarily interested in the dividends to be received from the 
investment. The second is primarily interested in the growth of the market value of the stock. 
What information would you advise your clients to focus on in their respective analyses? 


(See our comments on the Online Learning Center Web site.) 


INTERNATIONAL FINANCIAL REPORTING STANDARDS 


As you have learned throughout this text, an effort is currently under way to standardize finan- 
cial reporting practices worldwide. During this period of transition, which is expected to 
require several years, analyzing financial statements that originate in different countries poses 
a significant challenge due to differences in reporting practices. There exist many different 
local standards, as in the United States, and there are emerging international standards which 
are rapidly being accepted in various countries. 


Exhibit 14-25 


CASH FLOWS FROM 
OPERATIONS TO 
CURRENT LIABILITIES 
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Two areas of particular interest in analyzing financial statements are consolidated state- 
ments and segment reporting. Earlier in this chapter, we briefly covered consolidated finan- 
cial statements; where there are strong financial connections (e.g., overlapping ownership) 
between or among two or more companies, those companies typically present consolidated 
financial statements. This means that they report as a single entity rather than as separate 
entities, although legally they may be recognized as separate entities. At the present time, 
there is no single agreed-upon criterion for when consolidated financial statements should be 
prepared. This makes comparisons difficult because of the significant impact preparing con- 
solidated statements has on the information provided when compared with presenting infor- 
mation about each separate entity. 


Segment reporting refers to the presentation of information about parts of a business, usu- 
ally along industry or product lines and geographic areas. Because risks that companies take 
vary considerably by industry and location, accounting standards require companies to pro- 
vide supplemental information that informs investors and creditors of the extent of contribu- 
tion a company’s operations in different industries and in different geographic areas to the 
totals found in the primary financial statements. Some of the differences that exist around 
the world among individual country standards and between those standards and international 
standards deal with the definitions used in presenting segment information, the criteria used to 
identify segments for which disclosure is required, and the specific information that must be 
presented when disclosure is required. 


Policies regarding consolidated financial statements and segment reporting are only two 
of the many areas the financial statement analyst must be aware of in approaching financial 
statements from different parts of the world. The authors are confident that, over time, we will 
move toward greater standardization for these and other aspects of financial reporting so that, 
in the future, we will be able to place even greater reliance than today on the comparability of 
financial statements worldwide. 


SUMMARY OF ANALYTICAL MEASUREMENTS 


The financial ratios and other measurements introduced in this textbook thus far, including 
this chapter—and their significance—are summarized in Exhibit 14—26. 


Exhibit 14-26 SUMMARY OF ANALYTICAL MEASURES 


Ratios or Other 
Measurements 


Method of 
Computation 


Significance 


Measures of short-term liquidity 
Current ratio 


Quick ratio 
Working capital 


Net cash provided by 
operating activities 


Cash flow from operations to 
current liabilities 


Accounts receivable turnover rate 


Days to collect average 
accounts receivable 


Inventory turnover rate 


Current Assets 
Current Liabilities 


__Quick Assets _ 
Current Liabilities 
Current Assets — Current Liabilities 


Appears in the statement of cash flows 


Cash Flows from Operating Activities 
Current Liabilities 


Net Sales 
Average Accounts Receivable 
365 Days 
Accounts Receivable Turnover Rate 
Cost of Goods Sold 
Average Inventory 


A measure of short-term debt-paying 
ability 

A measure of short-term debt-paying 
ability 

A measure of short-term debt-paying 
ability 

Indicates the cash generated by 
operations after allowing for cash 
payment of expenses and operating 
liabilities 

Indicates ability to cover currently 
maturing obligations from recurring 
operations 


Indicates how quickly receivables are 
collected 


Indicates in days how quickly 
receivables are collected 


Indicates how quickly inventory 
sells 


(continued on next page) 


Comprehensive Illustration: Seacliff Company 


Exhibit 14-26 continued 
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Ratios or Other Method of 
Measurements Computation Significance 
Days to sell the average 365 Days Indicates in days how quickly 


inventory 


Operating cycle 


Free cash flow 


Measures of long-term credit risk 
Debt ratio 


Trend in net cash provided by 
operating activities 


Interest coverage ratio 
Measures of profitability 
Percentage changes; that is, 


in net sales and net income 


Gross profit rate 

Operating expense ratio 

Operating income 

Net income as a percentage 
of net sales 


Earnings per share 


Return on assets 


Return on equity 


Return on common 
stockholders’ equity 


Measures for evaluating the 
current market price of 
common stock 


Market value of financial 
instruments 


Price-earnings ratio 


Dividend yield 


Book value per share 


Inventory Turnover Rate 


Days to Sell Inventory + 
Days to Collect Receivables 


Net Cash from Operating Activities — Cash 
Used for Investing Activities and Dividends 


Total Liabilities 
Total Assets 


Appears in comparative statements of cash flows 


Income before Interest and Taxes 
Annual Interest Expense 


Dollar Amount of Change 
Financial Statement Amount in the Earlier Year 


Gross Profit 
Net Sales _ 
Operating Expenses 
Net Sales 
Gross Profit — Operating Expenses 


Net Income 
Net Sales 
Net Income — Preferred Dividends 


Average Number of Common Shares Outstanding 


Operating Income 
Average Total Assets 


Net Income 
Average Total Equity 


Net Income — Preferred Dividends 
Average Common Stockholders’ Equity 


Quoted in financial press or disclosed 
in financial statements 


Current Stock Price 
Earnings per Share 


Annual Dividend 
Current Stock Price 


Common Stockholders’ Equity 
Shares of Common Stock Outstanding 


inventory sells 


Indicates in days how quickly cash 
invested in inventory converts back 
into cash 


Excess of operating cash flow over 
basic needs 


Percentage of assets financed by 
creditors; indicates relative size of 
the equity position 

Indicator of a company’s ability to 
generate the cash necessary to 
meet its obligations 


Indicator of a company’s ability to 
meet its interest payment obligations 


The rate at which a key measure is 
increasing or decreasing; the 
“growth rate” 


A measure of the profitability of the 
company’s products 


A measure of management's ability 
to control expenses 


The profitability of a company’s basic 
business activities 


An indicator of management's ability 
to control costs 


Net income applicable to each share 
of common stock 


A measure of the productivity of 
assets, regardless of how the 
assets are financed 


The rate of return earned on the 
stockholders’ equity in the business 


The rate of return earned on the 
common stockholders’ equity; 
appropriate when company has 
both common and preferred stock 


Reflects both investors’ expectations 
and current market conditions 


A measure of investors’ expectations 
about the company’s future 
prospects 


Dividends expressed as a rate of 
return on the market price of the 
stock 


The recorded value of net assets 
underlying each share of common 
stock 


654 


Chapter 14 Financial Statement Analysis 


Ethics, Fraud & Corporate Governance 


The tools discussed in this chapter involve using financial 
statement numbers to help make investment and credit 
decisions. Given the high-profile accounting frauds of the 
early 2000s and the resulting focus on corporate governance, 
a new type of tool has arisen to help investors and creditors 
make investment decisions. This new tool involves ratings 
of the quality of a company’s corporate governance. Many 
investors and creditors believe that better-governed firms are 
better managed, and that these firms will either offer superior 
performance (returns) over time and/or will offer returns 
comparable to less well governed firms but with less risk. 

A number of organizations provide ratings of corporate 
governance quality for public companies. Two of the most 
prominent of these organizations are ISS Governance Services, 
a unit of Risk Metrics Group, and The Corporate Library 
(TCL) (Portland, Maine). 

ISS Governance Services describes itself as “‘a leader in 
proxy voting and corporate governance matters.” ISS provides 
coverage of over 38,000 shareholder meetings across 100 
markets, serving institutional and corporate clients. These 
clients hire ISS to analyze corporate proxy statements and 
to make recommendations on the manner in which these 
institutional and corporate clients should vote on matters 
subject to shareholder ratification. 


ISS rates the quality of a company’s corporate governance 
by computing a Corporate Governance Quotient (CGQ). ISS 
computes CGQs for more than 7,500 companies worldwide. 
A company’s CGQ is based on its ratings in these eight core 
categories: (1) board structure and composition, (2) audit 
issues, (3) charter and bylaw provisions, (4) laws of the state 
of incorporation, (5) executive and director compensation, 
(6) progressive practices, (7) D&O stock ownership, and 
(8) director education. 

The Corporate Library (TCL) is a more recent entrant 
into the market for rating governance effectiveness. Unlike 
ISS, TCL claims that its proprietary dynamic indicators 
go beyond conventional benchmarks for good corporate 
governance. Many rating systems are based on a company’s 
compliance with governance practices perceived as best 
practices; TCL attempts to differentiate its rating system by 
focusing only on those board characteristics that its proprietary 
research has found to be associated with preserving and 
enhancing shareholder wealth. TCL considers a company’s 
governance in four key areas: (1) board composition and 
succession planning, (2) CEO compensation practices, 
(3) takeover defenses, and (4) board level accounting 
concerns. 


Concluding Remarks 


For the most part, our discussion in this chapter has been limited to the kinds of analysis 
that can be performed by external users who do not have access to the company’s account- 
ing records. Investors and creditors must rely to a considerable extent on the financial 
statements published in annual and quarterly reports. In the case of publicly owned cor- 
porations, additional information is filed with the Securities and Exchange Commission 
(SEC) and is available to the public in hard copy, as well as on the Internet. In fact, the 
Internet is the fastest growing source of free information available to decision makers in 
this information age. 

Many financial analysts who evaluate the financial statements and future prospects of pub- 
licly owned companies sell their conclusions and investment recommendations for a fee. For 
example, detailed financial analyses of most large companies are available from Standard & 
Poor’s, Moody’s Investors Service, and The Value Line Investment Survey. Anyone may 
subscribe to these investment services. 

Bankers and major creditors usually are able to obtain detailed financial information from 
borrowers simply by requesting it as a condition for granting a loan. Suppliers and other trade 


Concluding Remarks 


creditors may obtain some financial information about almost any business from credit-rating 
agencies, such as Dun & Bradstreet. 

Stock prices, like p/e ratios, are a measure of investors’ expectations. A company may be 
highly profitable and growing fast. But if investors had expected even better performance, the 
market price of its stock may decline. Similarly, if a troubled company’s losses are smaller 
than expected, the price of its stock may rise. 

In financial circles, evaluating stock price by looking at the underlying profitability of the 
company is termed fundamental analysis. This approach to investing works better in the 
long run than in the short run. In the short run, stock prices can be significantly affected by 
many factors, including short-term interest rates, current events, political events, fads, and 
rumors. But in the long run, good companies increase in value. 
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END-OF-CHAPTER REVIEW 


Explain the uses of dollar and percentage changes, 
101 trend percentages, component percentages, and 
ratios. An important aspect of financial statement analysis 

is determining relevant relationships among specific items of 
information. Companies typically present financial information for 
more than one time period, which permits users of the information 
to make comparisons that help them understand changes over time. 
Dollar and percentage changes and trend percentages are tools for 
comparing information from successive time periods. Component 
percentages and ratios, on the other hand, are tools for establishing 
relationships and making comparisons within an accounting period. 
Both types of comparisons are important in understanding an 
enterprise’s financial position, results of operations, and cash flows. 


Discuss the quality of a company’s earnings, 
102 assets, and working capital. Assessing the quality of 
information is an important aspect of financial statement 
analysis. Enterprises have significant latitude in the selection of 
financial reporting methods within generally accepted accounting 
principles. Assessing the quality of a company’s earnings, assets, 
and working capital is done by evaluating the accounting methods 
selected for use in preparing financial statements. Management’s 
choice of accounting principles and methods that are in the best 
long-term interests of the company, even though they may 
currently result in lower net income, reported total assets, or 
working capital, leads to a conclusion of high quality in reported 
accounting information. 


Explain the nature and purpose of classifications 

L083 in financial statements.In classified financial 

statements, items with certain common characteristics 

are placed together in a group, or classification. The purpose of 

these classifications is to develop subtotals that will assist users 
in analyzing the financial statements. 


Prepare a classified balance sheet and compute 
104 widely used measures of liquidity and credit risk. 
In a classified balance sheet, assets are subdivided into 
the categories of current assets, plant and equipment, and other 
assets. Liabilities are classified either as current or long-term. 
The liquidity measures derived from the balance sheet are as 
follows: 


Working capital. Current assets minus current liabilities. 
Current ratio. Current assets divided by current liabilities. 
Quick ratio. Quick assets divided by current liabilities. 


A measure of long-term credit risk is the debt ratio, which is total 
liabilities expressed as a percentage of (divided by) total assets. 


Prepare a multiple-step and a single-step income 
L05 statement and compute widely used measures of 
profitability. In a multiple-step income statement, the 


cost of goods sold is deducted from net sales to provide the 
subtotal, gross profit. Operating expenses then are deducted to 
arrive at income from operations. As a final step, nonoperating 
items are added together and subtracted from income from 
operations to arrive at net income. In a single-step income 
statement, all revenue items are listed first, and then all expenses 
are combined and deducted from total revenue. 

The profitability measures discussed in this chapter are as 
follows: 


Percentage change. The dollar amount of change in a finan- 
cial statement item from one period to the next, expressed 
as a percentage of (divided by) the item value in the ear- 
lier of the two periods being compared. 


Gross profit rate. Dollar amount of gross profit divided by 
net sales. A measure of the profitability of a company’s 
products. 


Net income as a percentage of sales. Net income divided by 
net sales. A measure of management’s ability to control 
expenses. 


Earnings per share. In the simplest case, net income divided 
by shares of capital stock outstanding. Indicates the earn- 
ings applicable to each share of stock. 


Price-earnings ratio. Market price of the stock divided by 
earnings per share. A measure of investors’ expectations 
regarding future profitability. 


Return on assets. Operating income divided by average total 
assets. Measures the return generated by assets, regardless 
of how the assets are financed. 


Return on equity. Net income divided by average total 
equity. Indicates the rate of return earned on owners’ 
equity. 


Put a company’s net income into perspective by 

106 relating it to sales, assets, and stockholders’ 

equity. Financial accounting information is most useful 

if viewed in comparison with other relevant information. Net 

income is an important measure of the financial success of an 

enterprise. To make the amount of net income even more useful 

than if it were viewed simply in isolation, it is often compared 

with the sales from which net income results, the assets used to 

generate the income, and the amount of stockholders’ equity 
invested by owners to earn the net income. 


Compute the ratios widely used in financial 

L07_ statement analysis and explain the significance 
of each. Ratios are mathematical calculations that 
compare one financial statement item with another financial 
statement item. The two items may come from the same financial 
statement, such as the current ratio, which compares the amount 


Summary of Learning Objectives 


of current assets with the amount of current liabilities, both of 
which appear in the statement of financial position (balance 
sheet). On the other hand, the items may come from two different 
financial statements, such as the return on stockholders’ equity, 
which compares net income from the income statement with the 
amount of stockholders’ equity from the statement of financial 
position (balance sheet). Accountants and financial analysts 
have developed many ratios that place information from a 
company’s financial statements in a context to permit better 
understanding to support decision making. 


Analyze financial statements from the viewpoints 
L08 of common stockholders, creditors, and others. 
Different groups of users of financial statements are 


Key Terms Introduced or 


Emphasized In Chapter 14 


annual report (p. 631) A document issued annually by pub- 
licly owned companies to their stockholders. Includes audited 
comparative financial statements, management’s discussion and 
analysis of performance and liquidity, and other information 
about the company. 


classified financial statements (p. 622) Financial statements 
in which similar items are arranged in groups, and subtotals are 
shown to assist users in analyzing the statements. 


comparative financial statements (p. 622) Financial state- 
ments of one company for two or more years presented in a side- 
by-side format to facilitate comparison. 


consolidated financial statements (p. 622) Financial state- 
ments that show the combined activities of a parent company 
and its subsidiaries. 


current assets (p. 627) Cash and other assets that can be 
converted into cash or used up within one year or the operat- 
ing cycle (whichever is longer) without interfering with normal 
business operations. 


current liabilities (p. 629) Existing liabilities that are 
expected to be satisfied by using the enterprise’s current assets. 


current ratio (p. 629) Current assets divided by current liabil- 
ities. A measure of short-term debt-paying ability. 


debt ratio (p. 630) Total liabilities divided by total assets. 
Represents the portion of total assets financed by debt, rather 
than by equity capital. 

earnings per share (p. 636) Net income expressed on a per- 
share basis. 


fundamental analysis (p. 655) Evaluating the reasonableness 
of a company’s stock price by evaluating the performance and 
financial strength of the company. 


management’s discussion and analysis (p. 631) A discus- 
sion by management of the company’s performance during the 
current year and its financial position at year-end. These dis- 
cussions are included in the annual reports of publicly owned 
companies. 


657 


interested in different aspects of a company’s financial activities. 
Short-term creditors are interested primarily in the company’s 
ability to make cash payments in the short term; they focus their 
attention on operating cash flows and current assets and 
liabilities. Long-term creditors, on the other hand, are more 
interested in the company’s long-term ability to pay interest and 
principal and would not limit their analysis to the company’s 
ability to make cash payments in the immediate future. The 
focus of common stockholders can vary from one investor to 
another, but generally stockholders are interested in the 
company’s ability to pay dividends and increase the market value 
of the stock of the company. Each group may focus on different 
information in the financial statements to meet its unique 
objectives. 


market share (p. 634) A company’s percentage share of total 
dollar sales within its industry. 


operating cycle (p. 627) The time required to invest cash in 
inventory, sell the inventory, and collect the receivable, resulting 
in an increase in cash. 


operating income (p. 634) A subtotal in a multiple-step 
income statement representing the income resulting from the 
company’s principal business activities. 


parent company (p. 622) A corporation that does portions 
of its business through other companies that it owns (termed 
subsidiaries). 


percentage change (p. 634) The change in a dollar amount 
between two accounting periods, expressed as a percentage 
of the amount in an earlier period. Used in evaluating rates of 
growth (or decline). 


price-earnings (p/e) ratio (p. 636) The current market price of 
a company’s capital stock, expressed as a multiple of earnings per 
share. Reflects investors’ expectations regarding future earnings. 


quick assets (p. 630) The most liquid current assets, which 
include only cash, marketable securities, and receivables. 


quick ratio (p. 630) Quick assets (cash, marketable securi- 
ties, and receivables) divided by current liabilities. A measure 
of short-term debt-paying ability. (Sometimes referred to as the 
acid-test ratio.) 


return on assets (p. 638) Operating income expressed as a 
percentage of average total assets. A measure of the efficiency 
with which management utilizes the assets of a business. 


return on equity (p. 638) Net income expressed as a percent- 
age of average total stockholders’ equity. A measure of the rate of 
return earned on the stockholders’ equity in the business. 


subsidiary (p.622) A company that is owned and operated by 
a parent company. In essence, the subsidiary is a part of the par- 
ent organization. 


window dressing (p. 631) Measures taken by management to 
make a business look as strong as possible at the balance sheet 
date. 


working capital (p.629) Current assets less current liabilities. 
A measure of short-term debt-paying ability. 
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Demonstration Problem 


The following data are adapted from a recent annual report of Walgreen Drug Stores (dollar 
amounts are stated in millions): 


2009 2008 

Balance sheet data: 

Quick assets... ceca sce ene enanieeebaced euaegeeaneea es $ 5,083 $ 2,970 

Currentassets. 2.2 .c<¢s40 04.0008 be eee dw acceded tu eee db deere 12,049 10,433 

Currentiliabiliti€S =. «, c:0%-22 Sctsncnss: a2, cen ees Beateoomes Gk COR ed eee ee 6,769 6,644 

Stockholders’ equity .......... 0.0.0.2. eee eee eee 14,376 12,869 

MOtalaSSOtS: £2 ae$ casting ctees cs abcd Sugano eee aed cuales eae td 25,142 22,410 
Income statement data: 

Net Sal6Sisccse Sccidcte da oes Bete s late Abts s bee mes $63,335 $59,034 

GOSS iPlOllt mic a. e.g aphes, vais Rane aaiaey, 2d a Sok etedeaesiee sale 17,613 16,643 

OperatinginCOMe 2.2.06 uc bs dehedewd ove de abetewid Lobes 3,247 3,441 

N@bGamMingS:2: 6 2cic cee e noe skein ieee com Wee gape enep ee 2,006 2,157 


Instructions 

a. Compute the following for 2009 and 2008. (Round to one decimal place.) 
1. Working capital 
2. Current ratio 
3. Quick ratio 


b. Comment on the trends in the liquidity measures and state whether Walgreen appears to be 
able to satisfy its liabilities at the end of 2009. 


c. Compute the percentage changes for 2009 in the amounts of net sales and net income. (Round 
to one-tenth of 1 percent.) 


d. Compute the following for 2009 and 2008. (Round to one-tenth of | percent. For items 3 and 
4, use the year-end amounts stated above as substitutes for average assets and average stock- 
holders’ equity.) 

1. Gross profit rate 
2. Net income as a percentage of sales 
3. Return on assets 
4. Return on stockholders’ equity 
e. Comment on the trends in the profitability measures computed in parts ¢ and d. 


Solution to the Demonstration Problem 


a. 
2009 2008 

1. Working capital: 

$12,049 — $6,769... eee $5,280 

$10,433 — $6,644.00... 00. eee $3,789 
Ds Current ratio: 

$12,049 + $6,769... 0... eee 1.78 to 1 

$110:438 = $6,644 2.2 ech Sac te Rok wee Be RSA ERLE 1.57 to 1 
35 Quick ratio: 

$5,083 + $6,769...... 0... eee 0.75 to 1 


$2,970 $6,644 ai. ccd sane bobhea ee ek eee ee wee 0.45 to 1 
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b. Working capital during 2009 increased by $1,491 million, from $3,789 million to $5,280 million. 
The current ratio increased from 1.57 to 1.78. The quick ratio increased from 0.45 to 0.75. The 
relatively low quick ratio may be of some concern in terms of the company’s ability to satisfy 
its future obligations. 


c. Percentage change from 2008: 


2009 
Net sales: [($63,335 — $59,034) + $59,034] .......... 0.0.2 cece eee +7.3% 
Net income: [($2,006 — $2,157) + $2,157] .... 0.0... cece eee —7.0% 
d. 
2009 2008 
iI Gross profit rate: 
$17,618 + $63,335 2.02 cc ee eee eee eee ees 27.8% 
$16,643 + $59,084... ee eens 28.2% 
2. Net income as a percentage of sales: 
$2:006 = $68-3350i dnc aceta dtd eid board ¢ dbbeaeueawa a’ 3.2% 
$2,157 + $59,084... ee eens 3.7% 
3s Return on assets: 
$2: 006) $25,142 coe ce cus eu ad Ge deee aides whee e wee ees ae a 8.0% 
$2157 = $224 10 222 oog-oek oe ca tcc atow ie eis bkwina ye aead 9.6% 
4, Return on equity: 
$2,006 + $14,376... 0... teen 14.0% 
SOB = G12: BOS enc. ocncrermenians SG wee ata a Gide a ave citer ne age a 16.8% 


e. Profitability indicators are generally negative. 
e Net sales increased, but net earnings decreased. 
e The gross profit rate decreased by 0.4% (28.2% to 27.8%). 
e Net income as a percentage of sales decreased by 0.5% (3.7% to 3.2%). 
e Return on assets decreased by 1.6% (9.6% to 8.0%). 
e Return on equity decreased by 2.8% (16.8% to 14.0%). 


While the percentage changes are relatively small, they are applied to very large dollar 
amounts, resulting in relatively large dollar changes. Small percentage improvements in these 
key financial statement numbers can render significant improvements in the company’s finan- 
cial performance. 


Self-Test Questions 


The answers to these questions appear on page 679. has increased at approximately twice the rate of inflation. 
During this period, the company’s total assets, liabilities, 
and equity have remained almost unchanged; dividends are 
approximately equal to net income. These relationships sug- 
gest (indicate all correct answers): 


1. Which of the following usually is /east important as a 
measure of short-term liquidity? 


a. Quick ratio. 
b. Debt ratio. 


. a. Management is successfully controlling costs and expenses. 
c. Current ratio. 


. Th is selli handi ‘ 
d. Cash flows from operating activities. B SICOMIDa uae ASTID S Otel aichy Neat 


2. In each of the past five years, the net sales of Plaza Co. have €). The annualiretrm-omassets has been inereasiny. 


increased at about half the rate of inflation, but net income 


F) 


Financing activities are likely to result in a net use of cash. 
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3. From the viewpoint of a stockholder, which of the following 
relationships do you consider of /east significance? 
a. The return on assets consistently is higher than the 
industry average. 
b. The return on equity has increased in each of the past 
five years. 
c. Net income is greater than the amount of working 
capital. 
d. The return on assets is greater than the rate of interest 
being paid to creditors. 
4. The following information is available from the annual 
report of Frixell, Inc.: 
Current Current 
assets.... $ 480,000 liabilities .... $300,000 
Average total Operating 
assets .... 2,000,000 income ..... 240,000 
Average total Netincome.... 80,000 
equity .... 800,000 


Which of the following statements are correct? (More than 
one statement may be correct.) 


a. The return on equity exceeds the return on assets. 
b. The current ratio is 0.625 to 1. 


In financial statement analysis, what is the basic objective 
of observing trends in data and ratios? Suggest some other 
standards of comparison. 


In financial statement analysis, what information is produced 
by computing a ratio that is not available in a simple obser- 
vation of the underlying data? 


Distinguish between trend percentages and component per- 
centages. Which would be better suited for analyzing the 
change in sales over a term of several years? 


Differentiate between horizontal and vertical analysis. 


What is the basic purpose of classifications in financial state- 
ments? Identify the classifications widely used in a balance 
sheet, a multiple-step income statement, and a statement of 
cash flows. 


Distinguish between the terms classified, comparative, and 
consolidated as they apply to financial statements. May a 
given set of financial statements have more than one of these 
characteristics? 


What is the characteristic common to all current 
assets? Many retail stores regularly sell merchandise on 


11. 


12. 


13. 
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c. Working capital is $1,200,000. 
d. None of the above answers is correct. 


Hart Corporation’s net income was $400,000 in 2010 and 
$160,000 in 2011. What percentage increase in net income must 
Hart achieve in 2012 to offset the decline in profits in 2011? 


a. 60%. 
b. 150%. 
c. 600%. 
d. 67%. 


. Ifa company’s current ratio declined in a year during which 


its quick ratio improved, which of the following is the most 
likely explanation? 


a. Inventory is increasing. 

b. Inventory is declining. 

c. Receivables are being collected more rapidly than in 
the past. 

d. Receivables are being collected more slowly than in 
the past. 


. In financial statement analysis, the most difficult of the fol- 


lowing items to predict is whether: 

a. The company will be liquid in six months. 

b. The company’s market share is increasing or declining. 
c. Profits have increased since the previous year. 
d 


The market price of capital stock will rise or fall over 
the next two months. 


ASSIGNMENT MATERIAL MDIEX@ URI) 9 Questions 


1. 


installment plans, calling for payments over a period of 24 or 
36 months. Do such receivables qualify as current assets? 
Explain. 


. Identify four ratios or other analytical tools used to evaluate 


profitability. Explain briefly how each is computed. 


. Distinguish between operating income and net income. 


10. 


Why might earnings per share be more significant to a stock- 
holder in a large corporation than the total amount of net 
income? 


Assume that Congress announces its intention to limit the 
prices and profits of pharmaceutical companies as part of an 
effort to control health care costs. What effect would you 
expect this announcement to have on the p/e ratios and stock 
prices of pharmaceutical companies such as Merck and 
Bristol-Myers Squibb? Explain. 


Under what circumstances might a company have a high 
p/e ratio even when investors are not optimistic about the 
company’s future prospects? 


Spencer Company earned a 16 percent return on its total 
assets. Current liabilities are 10 percent of total assets. 
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Long-term bonds carrying an 11 percent coupon rate are 15. An investor states, “I bought this stock for $50 several years 


equal to 30 percent of total assets. There is no preferred ago and it now sells for $100. It paid $5 per share in divi- 
stock. Is this application of leverage favorable or unfavorable dends last year so I’m earning 10 percent on my investment.” 
from the viewpoint of Spencer’s stockholders? Evaluate this statement. 


14. Ahi Co. has a current ratio of 3 to 1. Ono Corp. has a current 
ratio of 2 to 1. Does this mean that Ahi’s operating cycle is 
longer than Ono’s? Why? 


Brief Exercises connect 


L01 BRIEF Wofford Company had net sales of $150,000 in its first year and $187,500 in its second year. 
EXERCISE 14.1 Calculate the amount of change in terms of both dollars and percentage. 
Dollar and Percentage 
Change 
L01 BRIEF White, Inc., had depreciation expenses on its plant assets as follows for 2009, 2010, and 2011, 
EXERCISE 14.2 respectively: $267,000, $289,000, and $357,000. Compute the trend percentages for these years, 
Trend Percentages assuming 2009 is the base year. 
01 BRIEF Yankee Doodle, Inc., had the following income statement figures: 
EXERCISE 14.3 
Component 
Percentages Sales) w22pemgievdadaG fete iewiadnG heen tedehe det tidesanee dat bein $560,000 
COStOFSAIES: casads a ceweed ne ped bo oRe MEER PORE Rew HERE A OR ei (340,000) 
GIOSS MAIGIN svcd act eesti A eee Sa yeaa endear enn Katee $220,000 
Operating CxpensSeS s io4 cco Gwe b see anwewe eek tae Re POP Heh Saw nee (150,000) 
INGUINCOME cis. cci des scce ect neither nose ere apace athe n yee eed wiqietegihbrhgae eee nak $ 70,000 
Calculate component percentages for this information. 
104 BRIEF Harrisonburg Company had current and total assets of $450,000 and $1,000,000, respectively. The 
EXERCISE 14.4 company’s current and total liabilities were $267,000 and $600,000, respectively. Calculate the 
Working Capital amount of working capital and the current ratio using this information. 


and Current Ratio 


L044 BRIEF Garrett Company had current assets and current liabilities as follows: 
EXERCISE 14.5 
Current and 


Quick Ratio Current assets: 
ASIA a dees athettener sent aha casainas Surpass basedicd eh asicsahass Suny naa anisedece hay asta, Pump cornered testy eee dean aotareses $ 50,000 
Accounts receivable: «jc sceeiye ea beatae ees ah ee ete dee da dead ose 75,000 
UV SIMON ctereie cheers Seascale Senactcencce cores arate denaebaice ae oi apt detaaucueuncn ave ui aregd et araeaeds 125,000 
Current liabilities: 
ACCrUCC EXPENSES 22.508 de rhe tien caw OSb bea sae Ree EEG Dae Ree eS $ 25,000 
Accounts payable i..es cea teasee ewe be ee er ee eran a eae we eed 110,000 
Current portion of long-term debt ........... 0.00... ee eee eee eee 45,000 


Calculate the current and quick ratios using the information provided. 
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LO4 


LOG 


LOG 


LO7 


LO7 


L01 


L01 


L01 


BRIEF 
EXERCISE 14.6 


Debt Ratio 


BRIEF 
EXERCISE 14.7 


Net Income as 
Percentage of Sales 


BRIEF 
EXERCISE 14.8 


Earnings Per Share 


BRIEF 
EXERCISE 14.9 


Return on Assets 
BRIEF 


EXERCISE 14.10 
Return on Equity 


EXERCISE 14.1 


Percentage Changes 


EXERCISE 14.2 


Trend Percentages 


EXERCISE 14.3 


Common Size Income 


Statements 
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Maxey Company had current and noncurrent liabilities of $50,000 and $150,000, respectively. 
The company’s current assets were $76,000, out of a total asset figure of $424,000. Calculate the 
company’s debt ratio. 


Lone Star, Inc., reported sales of $560,000, cost of sales of $240,000, and operating expenses of 
$130,000 for the current year. Using this information, calculate the amount of net income and net 
income as a percentage of sales. 


Multi-Star, Inc., had sales of $890,000, cost of sales and operating expenses of $450,000 and 
$200,000, respectively, and 10,000 shares of common stock outstanding. Calculate the amount of 
earnings per share. 


Walland Company’s operating income for the current year was $450,000. The company’s average 
total assets for the same period were $3,500,000, and its total liabilities were $1,000,000. Calculate 
the company’s return on assets. 


Fillips Company had net income of $36,700 in a year when its stockholders’ equity averaged 
$450,000 and its total assets averaged $2,500,000. Calculate the company’s return on equity for 
the period. 


i connect’ 
E Xe rc I S e S |ACCOUNTING 
Selected information taken from the financial statements of Maxum Company for two successive 
years follows. You are to compute the percentage change from 2010 to 2011 whenever possible. 
Round all calculations to the nearest whole percentage. 


2011 2010 

a. Accounts receivable... . 0.0.0... ccc eens $126,000 $160,000 
b. Marketable securities... 0... 0.0.00. —0- 250,000 
c: Retained. earmingS 05.4 :2.scehadioveead dee hntiad eadaed 80,000 (80,000) 
di. Notes: recéivablé...: onc: ccenccnseeae santacengdaeaiamene 120,000 —0- 

e. Notes payable: .cccucd2 cciedtederaes caw nea wdun eles cee ae 870,000 800,000 
fi (CASH, 2 ate enscosde 26 Load dn ds bon deateens eons bad des 84,000 80,000 
Qs. Sales) :iicesiddemas gcie sidenote s paiement 970,000 910,000 


Compute trend percentages for the following items taken from the financial statements of Lopez 
Plumbing over a five-year period. Treat 2007 as the base year. State whether the trends are favor- 
able or unfavorable. (Dollar amounts are stated in thousands.) 


2011 2010 2009 2008 2007 
AOS isha chests sade Sea ane ares ee Bd $81,400 $74,000 $61,500 $59,000 $50,000 
Cost of goods sold............... 58,500 48,000 40,500 37,000 30,000 


Prepare common size income statements for Pellum Company, a sole proprietorship, for the two 
years shown below by converting the dollar amounts into percentages. For each year, sales will 
appear as 100 percent and other items will be expressed as a percentage of sales. (Income taxes are 
not involved as the business is not incorporated.) Comment on whether the changes from 2010 to 
2011 are favorable or unfavorable. 
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2011 2010 

SAlOS sig eid cee dagegeas de eoatkongea saa ame Gea Eade $500,000 $400,000 
Cost'of Goods Sold s wirce 23 25+ c0tee tings hes cote tae es hee aos 330,000 268,000 
Gross: profitt.1..0 devas nae edeeewoee et aad bpm doe an ad ad $170,000 $132,000 
Operating expenses:2...0060 ie cate tewagde be ceaeheaecde ba eed 130,000 116,000 
N@tiNCOMEG: =i .c0ic dca dra ds coin dea da ema arend ead aes $ 40,000 $ 16,000 

L083. EXERCISE 14.4 Roy’s Toys is a manufacturer of toys and children’s products. The following are selected items 

Measures of Liquidity appearing in a recent balance sheet (dollar amounts are in millions): 

L04 
Cash and short-term investments ..........0.0 00000 cece cece eee $ 47.3 
RECCIVADICS: sca DeoaGn Stadtman Beis Saag tetied sn eiea Sob nates in hae Be na heeh 159.7 
INVENIONES:s.2cmacitad acute em at ad. deem Ske oat an hdc ng Gate ae ee hes 72.3 
Prepaid expenses and other current assets... 1.2.0.0... 000: cece eee eee 32.0 
Total: currentiliabilitiess ...0..0i/.2-ee Meds Sune o ene eta tee eRe OE a ew kee eee 130.1 
TotaliiliabilitieS o3 2st nde s neue e Ra ded aaa od dele amduiee Tad dae ware! 279.4 
Total'stockholders’ equity ::.2 iiccgoavae ebadawweoet aso here eed ed satam 344.0 


a. Using the information above, compute the amounts of Roy’s Toys (1) quick assets and 
(2) total current assets. 

b. Compute for Roy’s Toys the (1) quick ratio, (2) current ratio, and (3) dollar amount of working 
capital. (Round ratios to one decimal place.) 


c. Discuss whether Roy’s Toys appears liquid from the viewpoint of a short-term creditor. 


L05. EXERCISE 14.5 


Multiple-Step Income Eloi es 
Seat. STATEMENT OF EARNINGS 
FOR THE YEAR ENDED DECEMBER 31, 2011 
INGt SaleS icc tao scp aracats freee ao etent ey acslacharer a hte hands Macita a at Manga ace $4,395,253 
Costs and expenses: 
Cost:Of GOOdSSOID) s.2 ice seid acdsee Sed decid Saad de gtk Eben Gaerne wees (2,821,455) 
Operating expenses ......... 0.0... eect eee (1,004,396) 
Interest reVenues: 6.04. .c¢eciden04050)-c0choeed ibid). ebeeued sl obeede 15,797 
Earnings before income tax .... 0.0... 0c ects $ 585,199 
Income tax: 6xpenSe 6.32 reed oe ed he ee eGeh Shs eee Re be Ewha eees (204,820) 
NGRGAMINGS i. ctcarsduscies, as Begala toed abs ain, Fela aed ae aan Zane aun deed ae ee $ 380,379 
EarningS per Shane icscct.cc caewiarew ie aca earache os Ran eh eu dae $1.70 


Comparative balance sheets report average total assets for the year of $2,450,000 and average total 

equity of $1,825,000 (dollar amounts in thousands, except earnings per share). 

a. Prepare an income statement for the year in a multiple-step format. 

b. Compute the (1) gross profit rate, (2) net income as a percentage of net sales, (3) return on 
assets, and (4) return on equity for the year. (Round computations to the nearest one-tenth of 
1 percent.) 


c. Explain why interest revenue is not included in the company’s gross profit computation. 
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LO6 EXERCISE 14.6 Shown below are selected data from a recent annual report of Kimberly-Clark Corporation, a 
RO! large consumer products provider. (Dollar amounts are in millions.) 
Beginning End 
ofthe Year of the Year 
Total ASS@tS: oe ebw ed ated ieee ent pd Race nade $17,660 $18,840 
Total stockholders’ equity............. 0.0.02. e eee eee eee ee 4,280 5,690 
Operating income .......... 0.0... eee eee 3,210 
Net INCOM: isis credence ee we ite ouch ee Rte ates ee eC 1,880 


a. Compute for the year Kimberly-Clark’s return on average total assets. (Round computations 
to the nearest two-tenths of 1 percent.) 

b. Compute for the year Kimberly-Clark’s return on average total stockholders’ equity. (Round 
computations to the nearest two-tenths of 1 percent.) 


c. What is the most likely explanation why Kimberly-Clark’s total stockholders’ equity for the 
year increased? 


L01 EXERCISE 14.7 Selected information from the financial statements of Rochet, Inc., includes the following: 
Computing and 
Interpreting Rates 2011 2010 
LOG 
of Change —— —  — — —————Oe ee 
NetSaleSviesa iad oiebitiwedtead bocdoetddded bebe weeks $2,200,000 $2,000,000 
TOtall OXPENSOS 5.5... cece aeacieis gobs hose cecetenadgine che doa ceed eomte elie 1,998,000 1,800,000 


a. Compute the percentage change in 2011 for the amounts of (1) net sales and (2) total expenses. 


b. Using the information developed in part a, express your opinion as to whether the company’s 
net income for 2011: 


1. Increased at a greater or lower percentage rate than did net sales. 


2. Represented a larger or smaller percentage of net sales revenue than in 2010. For each 
answer, explain your reasoning without making any computations or references to dollar 


amounts. 
L066 EXERCISE 14.8 Obtain from your library, the Internet, or other source the most recent annual report of a publicly 
Research Problem owned company. 


a. Using the annual report data, compute the basic measures of liquidity, long-term credit risk, 
and profitability summarized in Exhibit 14-26. Compare these measures with the appropriate 
industry norms available in your library. Briefly comment on your findings. 


b. Using the financial pages of a daily newspaper (such as The Wall Street Journal), determine 
(1) the current market price of your company’s common stock, (2) its 52-week high and low 
market prices, and (3) its p/e ratio. Briefly comment on your findings. 


c. On the basis of your analysis in parts a and b, make a recommendation as to whether investors 
should buy shares of the stock, hold the shares they currently own, or sell the shares they cur- 
rently own. Defend your position. 


L083. EXERCISE 14.9 The financial statements of large public companies are often accompanied by a multiple-year sum- 
Home Depot, Inc., mary of key financial and other information that is helpful in understanding the company. Appendix A 
Management's of this text includes the financial statements of Home Depot, Inc., and selected other information from 

L04 Discussion and the company’s annual report. Included is a ten-year Summary of Financial and Operating Results for 
Analysis the period 2000-2009. Locate this summary in Appendix A and respond to the following. 

LOG ES a. Considering the “store data” section of the ten-year summary, what conclusions can you draw 
wes about the change in size of Home Depot, Inc., during the ten-year period? 
wa 


b. Comment on the ten-year trend in net earnings as a percentage of sales and what this trend 
means to you as an investor in the company. 


c. Has the company’s liquidity improved or diminished over the 10-year period? Justify your 
answer. 


Exercises 


L044. EXERCISE 14.10 


Evaluating 
Employment 


LOG Opportunities 


07. EXERCISE 14.11 


Ratios for a Retail 
Store 


LO7 EXERCISE 14.12 
Computing Ratios 
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Assume that you will soon graduate from college and that you have job offers with two pharma- 
ceutical firms. The first offer is with Alpha Research, a relatively new and aggressive company. 
The second is with Omega Scientific, a very well established and conservative company. 

Financial information pertaining to each firm, and to the pharmaceutical industry as a whole, is 
as follows: 


Industry 
Financial Measure Alpha Omega _ Average 
Currentilation2cocce ta two te beetle sate cee Pease eae ad 2.2to1 4.5to1 2.5 to 1 
QUICK fatiO: w..cccaeins iid bs heel het bid Sk eres, we 1.2to1 2.8to1 1.5to1 
Return on assets. ........0 0.00: cece eee eens 17% 8% 10% 
Return on equity. ...... 0.0... eee eee 28% 14% 16% 
PPO ATIOS geet. eineuisid 285 raver np Yeahenain her eyrane er ar Meenatenaoe ha aan ieee 20 to 1 10 to 1 12 to 1 


The Omega offer is for $36,000 per year. The Alpha offer is for $32,000. However, unlike Omega, 
Alpha awards its employees a stock option bonus based on profitability for the year. Each option 
enables the employee to purchase shares of Alpha’s common stock at a significantly reduced price. 
The more profitable this company is, the more stock each employee can buy at a discount. 

Show how the above information may help you justify accepting the Alpha Research offer, even 
though the starting salary is $4,000 lower than the Omega Scientific offer. 


Selected financial data for SellFast, Inc., a retail store, appear as follows: 


2011 2010 
Sales (all on account)... 2.0... eect ees $750,000 $610,000 
Cost:of goods Sold os fic i ekideese diss bode dee ee bien Eevade ens 495,000 408,000 
Average inventory during the year......................-.000.-. 110,000 102,000 
Average receivables during the year .........................-. 150,000 100,000 


a. Compute the following for both years: 
1. Gross profit percentage 
2. Inventory turnover 
3. Accounts receivable turnover 


b. Comment on favorable and unfavorable trends. 


A condensed balance sheet for Bradford Corporation prepared at the end of the year appears as 
follows: 


Assets Liabilities & Stockholders’ Equity 

CaSM ek ca ee ete eas $ 95,000 Notes payable (due in 

Accounts receivable........ 155,000 6 months) ............-- $ 40,000 
Inventory... ... 0.0.0.0 eae 270,000 Accounts payable.......... 110,000 
Prepaid expenses.......... 60,000 Long-term liabilities ........ 360,000 
Plant & equipment (net) .... . 570,000 Capital stock, $5 par........ 300,000 
Other assets.............. 90,000 Retained earnings ......... 430,000 
Total........-0c-ce cece ee $1,240,000 Total wis aeseeoedcawee ee de $1,240,000 


During the year the company earned a gross profit of $1,116,000 on sales of $2,950,000. 
Accounts receivable, inventory, and plant assets remained almost constant in amount throughout 
the year. 
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Compute the following: 


a. Current ratio. 
b. Quick ratio. 
c. Working capital. 
d. Debt ratio. 
e. Accounts receivable turnover (all sales were on credit). 
f. Inventory turnover. 
g. Book value per share of capital stock. 
L066 EXERCISE 14.13 Selected items from successive annual reports of Carey, Inc., appear as follows: 
Current Ratio, Debt 
107 Ratio, and Earnings 
per Share 2011 2010 
Total assets (40% of which are current) ...........-0. 00 eee eee $400,000 $325,000 
Current liabilities .. 0.00... eee ees $ 80,000 $100,000 
Bonds payable; 12%... nc eo ho nedpeninieedins S054 ak Ae ee 100,000 50,000 
Capital stock, $5 par value... 0... 0.2 eee 100,000 100,000 
Retained: earmings: fin ..escee ni eeet ie be ade a te ae ee 120,000 75,000 
Total liabilities & stockholders’ equity .............-. 000 e ee eee $400,000 $325,000 
Dividends of $16,000 were declared and paid in 2011. 
Compute the following: 
a. Current ratio for 2011 and 2010. 
b. Debt ratio for 2011 and 2010. 
c. Earnings per share for 2011. 
L07_ EXERCISE 14.14 Selected data from the financial statements of Italian Marble Co. and Brazil Stone Products for the 
Ratio Analysis for Two _- year just ended follow. Assume that for both companies dividends declared were equal in amount 
Similar Companies to net earnings during the year and therefore stockholders’ equity did not change. The two compa- 


nies are in the same line of business. 


Italian Brazil Stone 

Marble Co. Products 
Total liabilities: oo. cee ea eens Ses See eens Bn eal e eine es $ 200,000 $ 100,000 
TOtaliaSSets: oi sco Pete bed oe eee eet erat ae Peden 800,000 400,000 
Sales.(all ON Credit) «2 oes acsieged a ps elde baie sinaeh a ae eee aaoelen 1,800,000 1,200,000 
Average inventory. ............ 0.0.0. c eee ee eee 240,000 140,000 
Average receivables. ............ 0.00.00 2 ce eee eee eee 200,000 100,000 
Gross profit as a percentage of sales................0.... 40% 30% 
Operating expenses as a percentage of sales.............. 36% 25% 
Net income as a percentage of sales.................0... 3% 5% 


Compute the following for each company and state a brief conclusion about which company is 
in the stronger financial position. 


a. Net income. 

b. Net income as a percentage of stockholders’ equity. 
c. Accounts receivable turnover. 
d 


Inventory turnover. 
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L066 EXERCISE 14.15 Johnson & Johnson’s 2009 financial statements include the following items (all dollars in 
Ratio Analysis for millions): 
107 Feature Company 
2009 2008 
Balance sheet 
Current ASSOtS. sc os dhe Qe dese dee de he $39,541 $34,377 
Current liabilities... 0. eee 21,731 20,852 
WOtal ASSIS obo ec hehe ered & ede pioe than Serer eaceeged Save iw bomdoaetes 94,682 84,912 
Income statement 
SAlCS santivad QA we Seer eee Se eA a Sete Bh $61,897 $63,747 
GhOSS'PPOlibsis cchs's cdee wording doh aise dem eed aie ded ae dense a Babar 43,450 45,231 
Net earnings (INCOME): 22 cciccisc ee ereeeG twee ee eee eae ees 12,266 12,949 
Compute the following ratios and comment on the trend you can observe from the limited two 
years of data you have available. 
a. Gross profit rate 
b. Net income as a percentage of sales 
c. Current ratio 
Problem Set A a CONNEC 
L01 PROBLEM 14.1A Campers, Inc., manufactures camping equipment. Shown below for the current year are the income 
Comparing Operating statement for the company and a common size summary for the industry in which the company 
Results with Average operates. (Notice that the percentages in the right-hand column are not for Campers, Inc., but are 
LOS Performance in the average percentages for the industry.) 
Industry 
Campers, Industry 
Inc. Average 
SAlOS (NCL): wee ecsaus Biter wll dock doe avarhow G1 tat dew doe earth Bb taal dee ee $20,000,000 100% 
Cost:of Goods Sold 4.22:4.0-:hetiwsdenndaehndiwideanawe hin’ 9,800,000 57 
Gross profit on sales .......... 0.00... 002 eee eee eee $10,200,000 43% 
Operating expenses: 
SGMING + dvcdbewedieh ae ede ee bane ey eee te Soak a eds $ 4,200,000 16% 
General and administrative........................00.. 3,400,000 20 
Total operating expenses. ................ 0000000002 eee $ 7,600,000 _36% 
Operating income .............. 00002 cee eee $ 2,600,000 7% 
INCOME taxX:OxXPENSE wks oseavas eee PPE eee Ba a Poe ea 1,200,000 3 
NOt INCOMES. iiss cca tek odes acetonide’ HS Odarerece mentee VA Odeo $ 1,400,000 4% 
Return On:assets:.i sca cnc reaaa dere nea ea bau me dane 23% 14% 
Instructions 


a. Prepare a two-column common size income statement. The first column should show for 
Campers, Inc., all items expressed as a percentage of net sales. The second column should 
show the equivalent industry average for the data given in the problem. The purpose of this 
common size statement is to compare the operating results of Campers, Inc., with the average 
for the industry. 


b. Comment specifically on differences between Campers, Inc., and the industry average with 
respect to gross profit on sales, selling expenses, general and administrative expenses, operat- 
ing income, net income, and return on assets. Suggest possible reasons for the more important 
disparities. 
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03 PROBLEM 14.2A The following information was developed from the financial statements of Darwin, Inc. At the 
Analysis to Identify beginning of 2011, the company’s former supplier went bankrupt, and the company began buying 
e Favorable and merchandise from another supplier. 


Unfavorable Trends 


2011 2010 
Gross: profit ON: SAlES’ sieneags awa anda s wale boo e Ved Pe ae $1,008,000 $1,134,000 
Income before income tax ........... 0.000. e eee eee ee 230,400 252,000 
NG INCOME 5.55 sis 50 fic baie Gia pate evaadaan som eh mrsese sas bau s 172,800 189,000 
Net income as a percentage of netsales.................... 6.0% 7.5% 


Instructions 
a. Compute the net sales for each year. 
b. Compute the cost of goods sold in dollars and as a percentage of net sales for each year. 


c. Compute operating expenses in dollars and as a percentage of net sales for each year. (Income 
taxes expense is not an operating expense.) 

d. Prepare a condensed comparative income statement for 2010 and 2011. Include the following 
items: net sales, cost of goods sold, gross profit, operating expenses, income before income 
tax, income taxes expense, and net income. Omit earnings per share statistics. 


e. Identify the significant favorable and unfavorable trends in the performance of Darwin, Inc. 
Comment on any unusual changes. 


L083 PROBLEM 14.3A Some of the accounts appearing in the year-end financial statements of Roger Grocery, Inc., appear 
Measures of Liquidity below. This list includes all of the company’s current assets and current liabilities. 
L04 
Sal€S x facili get aiichy ee muusieaeh agree emaueeees Garnee CaausineGhs Gare ee Sahelian $1,880,000 
Accumulated depreciation: equipment............... 0.000002 370,000 
Notes payable (due in 90 days) ........... 0... cece eee eee 70,000 
Retained: GarningS:....« cidedse soar 2 eas SRG oe eed a ae 4s oh 241,320 
CaS Mee, aces see: ccd. 4 ccna ate aan eerece 8 crave a cetera aieeh Bun lertc a cna eli ed Baers ae 67,600 
Capital:Stocks 244.uchednitadd scat ate chad teeagod tae Shdahe eae 150,000 
Marketable securities ......... 0.0... cee eee eee 175,040 
ACCOUNTS PAV ADIG: & aso. 5. suersyacc'e Seale & wldca ie raod Gl nce Mad © idysisrbus Gi, ron Bid de aeduaende 127,500 
Mortgage payable (due in 15 years)............ 0.00. eee eee 320,000 
Salaries payables. «0 ca aceteach acachremarcangualsgcy oc, wsaareutatin adh a hcereaimentenales 7,570 
DIVIDCNdS 2 ise ee etree iii Cade ween oP eRe ed 25,000 
INCOMe TaxeS! Payables. cccicveona aia; stdeestvsyctsee cee klann auded ela iaieve acs! ee died Saletan a 14,600 
Accounts receivable: i. j¢c084 ieee nee bah gw Gea hao ieee dba ae 230,540 
INVENTION i oe ce esate ae cae eee sad Lemna ete wee aR 179,600 
Wihearned revenue 602 ehotsew in tee eA ee De 10,000 
Wnexpired inSUlAaNCes f..2c oe eek Ae eee Bo dialk Bales HE eo wee, et 4,500 
Instructions 


a. Prepare a schedule of the company’s current assets and current liabilities. Select the appropri- 
ate items from the preceding list. 


b. Compute the current ratio and the amount of working capital. Explain how each of these 
measurements is computed. State, with reasons, whether you consider the company to be in a 
strong or weak current position. 


Problem Set A 669 


L033 PROBLEM 14.4A The Kroger Company is one of the world’s largest supermarket chains. These selected items were 
Liquidity of Kroger adapted from a recent Kroger balance sheet. (Dollar amounts are in millions.) 

L04 
Cash (including deposit-in-transit) ...... 0.0... 0... cece eee ee $1,078 

ay Receivables! fics enna ceed iis Paced De eae ghee Ea Se eee eed eed 909 
Merchandise inventorieS. .... 0.0.0.0... eee eens 4,902 
Other current assets ....... 4 c2c0cseee bee bed eee eee dhe eee ees eete ee eeeweas 561 
Property, plant and equipment (net of depreciation)..................0.0.00. 13,929 
Retained earnings: a... jcceed eee eee wee ee be eee a 7,344 
Total current liabilities... 2... eee eee eee 7,714 

Instructions 


a. Using the information above, compute the amounts of Kroger’s total current assets and total 
quick assets. 


b. Compute the company’s (1) current ratio, (2) quick ratio, and (3) working capital. (Round to 
two decimal points.) 


c. From these computations, are you able to conclude whether Kroger is a good credit risk for 
short-term creditors or on the brink of bankruptcy? Explain. 


d. Is there anything unusual about the operating cycle of supermarkets that would make you 
think that they normally would have lower current ratios than, say, large department stores? 


e. What other types of information could you utilize in performing a more complete analysis of 


Kroger’s liquidity? 
log PROBLEM 14.5A A recent balance sheet of Sweet Tooth, Inc., included the following items, among others. (Dollar 
Balance Sheet amounts are stated in thousands.) 
Measures of Liquidity 
L04 and Credit Risk 
ASI pen cadets tesa ter shsentesh hasan dare dha Semper ya scart i han isenS dion Se det edit dear Bahen Se Dbaniciphnes $ 49,625 
ee Marketable securities (short-term) ......... 00.00.00 0c eee eee 55,926 
ACCOUNTS TECCIVADIE «.o5.-c.2 2 ceec eb ee A Sa ee OO RAR oa bo wee hee ad 23,553 
WAV EMTONISS 2. iiss oxsssisde tere opdiadindlds apesess se vsloalcbeS ened de Bde oaylau a okivsToas Gores Ayal dod andes devdlea derraieny adh Bidens 32,210 
Prepaid expenses...) sik pce cid Gi ataeee bd iade pho e Sande beled ade 5,736 
Retained Camings. a5. s.ene8 paws oes gaa AP aed Beene arg 121,477 
Notes payable to banks (due within one year) .................. 0000-00000 20,000 
Accounts payables: ice kacem aed ae dd we bade bee deed ee gab bee dagaee 5,912 
Dividends payable.c.is0.ccncaweg ea ea cee ninag G5 ae Ga nina eae a ane eee 1,424 
Accrued liabilities (short-term) ............. 00... e eee eee 21,532 
Income taxes: payable :-..2.icsccnn bes caere were cawaed i wens esos wee bade 6,438 


The company also reported total assets of $353,816 thousand, total liabilities of $81,630 thousand, 
and a return on total assets of 18./ percent. 


Instructions 
a. Compute Sweet Tooth’s (1) quick assets, (2) current assets, and (3) current liabilities. 


b. Compute Sweet Tooth’s (1) quick ratio, (2) current ratio, (3) working capital, and (4) debt 
ratio. (Round to one decimal place.) 


c. Discuss the company’s liquidity from the viewpoints of (1) short-term creditors, (2) long-term 
creditors, and (3) stockholders. 
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L044 PROBLEM 14.6A Shown below is selected information from the financial statements of Downing, Inc., a retail 
Financial Statement furniture store. 
LO5 Analysis 
eXcel 
LO7 
From the balance sheet: 
GASH sedis sahara Se dodednaie vs na Ge acerw ear ae dntn qian acer abe arate aun aeata web ane ae $ 30,000 
Accounts teceivable o..%.6c2naceanes 2ocrantewegat Pes we eadeaaan Me 150,000 
INVONTONY 24 hee Mowat is aa ea ew eae Pe BAGS oe weds FEA eae 200,000 
Plant assets (net of accumulated depreciation) .................0.0.4. 500,000 
CCUPETE MIAN SS zie. ccc sspc5. 5, 50 5 ek nb suldule odes apc ale ed Bc ayhleotde 2b Sed Bd aradeak whe 3 150,000 
Total stockholders’ equity. ........... 0.000. eee eee 300,000 
WMotal aSSCtS cH} 4.5 eatin te a, ors see ar Mor ateuhin dors s er eek at Pe eee aba cnsmnapinsee ap ade aaa 1,000,000 
From the income statement: 

Net SAIS). 2.2 scx oo: dccpannh daked ome Sd aang Ge Aee Sakae Seen tes Ayie ees Rea Sada NEE, & $1,500,000 
Cost Of Goods SOldisicti sonic p eke sath eee ees Seek woe 1,080,000 
Operating CxpenSeS ici c06cieesedveke eed te taeeuad bask ae kad 315,000 
INterest:exPeNSe ss icigeti in ccivsara eer ak eciaed wae aw ea ar es 84,000 
INCOME: tax EXPENSE o:4 sks scence oid eked eesa vi dweade Pewseegies ale 6,000 
NGtINCOME s..2/2 vsctendincs 2 2y%, Swede eduthendapce se eke antes Hidadbachan wee 445, Smee hia adenbie ove 15,000 


From the statement of cash flows: 
Net cash provided by operating activities 


(including interest paid of $79,000)....... 06... cece eee $ 40,000 
Net cash used in investing activities................0.0.0.0 00.0 .0008. (46,000) 
Financing activities: 
Amounts borrowed ........ 00.0 e eee eet $ 50,000 
Repayment of amounts borrowed..................-.-. (14,000) 
Dividends paid)....cc0+ .cancene ceurapeawew ed denote hewe (20,000) 
Net cash provided by financing activities......................0.. 16,000 
Net increase in cash during the year.......................000-000-, $ 10,000 
Instructions 


a. Explain how the interest expense shown in the income statement could be $84,000, when the 
interest payment appearing in the statement of cash flows is only $79,000. 


b. Compute the following (round to one decimal place): 
1. Current ratio 
2. Quick ratio 
3. Working capital 
4. Debt ratio 
c. Comment on these measurements and evaluate Downing, Inc.’s short-term debt-paying ability. 


Compute the following ratios (assume that the year-end amounts of total assets and total stock- 
holders’ equity also represent the average amounts throughout the year): 


1. Return on assets 
2. Return on equity 


e. Comment on the company’s performance under these measurements. Explain why the return 
on assets and return on equity are so different. 


f. Discuss (1) the apparent safety of long-term creditors’ claims and (2) the prospects for Downing, 
Inc., continuing its dividend payments at the present level. 


Problem Set A 


LO4 


LOS 


LO7 


LOS 


LO7 


PROBLEM 14.7A 
Basic Ratio Analysis 


PROBLEM 14.8A 
Ratios; Consider 
Advisability of 
Incurring 
Long-Term Debt 
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Medtronics is a world leader in medical technology. The following selected data are adapted from 
a recent annual report. (Dollar amounts are stated in millions.) 


Beginning End 

of the Year of the Year 
Total current assetS .. 0.0.0... eee ene $ 7,322 $ 7,460 
Total current liabilities... 0.0.0.0... 0.0.2 ee eee 3,535 3,147 
Total assets ... 0... eee eee eens 22,198 23,661 
Total stockholders’ equity... ........ 0.00: c eee eee eee 11,536 12,851 
Operating income......... 2.0... 2c eee ee 2,594 
NGtiNGOME sa3c2.84 oo60 2 Bede whit tee eho oek bed 2,169 


The company has long-term liabilities that bear interest at annual rates ranging from 6 percent to 
8 percent. 


Instructions 
a. Compute the company’s current ratio at (1) the beginning of the year and (2) the end of the 
year. (Carry to two decimal places.) 


b. Compute the company’s working capital at (1) the beginning of the year and (2) the end of the 
year. (Express dollar amounts in thousands.) 


Is the company’s short-term debt-paying ability improving or deteriorating? 


ao 


Compute the company’s (1) return on average total assets and (2) return on average stock- 
holders’ equity. (Round average assets and average equity to the nearest dollar and final 
computations to the nearest | percent.) 


e. As an equity investor, do you think that Medtronic’s management is utilizing the company’s 
resources in a reasonably efficient manner? Explain. 


At the end of the year, the following information was obtained from the accounting records of 
Zachery, Inc. 


Sales (alllOn:Credit).. oie ssant pate b ede reae eae ve be eet nade caus aed $2,750,000 
Cost Of QO0dS SOId! 2 ing ve-it esha ning eae he nina a te eee 1,755,000 
AVGrage INVEMOLY: oi Sawaal cee ee dake Oe leon sand senda doen eevee ade) 375,000 
Average accounts receivable .......... 0... eee eee 290,000 
Interest CExPeNSOs:)..c sees cece bbe teste e odes beeen bee bears 45,000 
INCOME taX EXPENSE ccs ieee eae age He ee een Ee Re Rede RUE ee 84,000 
NGUINCOME 2 icec reididae nes Gand ia kere eid a dk ola didi 159,000 
Average investment in assets............ 00.0000 e eee eee 1,800,000 
Average stockholders’ equity ............ 00.00.00 cece eee 895,000 
Instructions 


a. From the information given, compute the following: 
1. Inventory turnover. 

Accounts receivable turnover. 

Total operating expenses. 

Gross profit percentage. 

Return on average stockholders’ equity. 


CA ge SS 


Return on average assets. 
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b. Zachery has an opportunity to obtain a long-term loan at an annual interest rate of 12 percent 
and could use this additional capital at the same rate of profitability as indicated by the given 
data. Would obtaining the loan be desirable from the viewpoint of the stockholders? Explain. 


L056 PROBLEM 14.9A Shown below are selected financial data for Another World and Imports, Inc., at the end of the 
Ratios: Evaluation current year: 
LO7 of Two Companies 
Another _ Imports, 


World Inc. 
LO8 Net creditisales ...c.c01tdeaniewd ee euan tei bee eneed oi hens $675,000 $560,000 
Costof QO0dS SOIG se:2.ccuakageed aan veias ae ede be ae be eolae 504,000 480,000 
CaShiiugt waite whereas tae eaina eae Ee dade vaca’ 51,000 20,000 
Accounts receivable (net)............. 0.02. e eee eee 75,000 70,000 
INVENIONY <s04 seer waews Saalhiwadete halen sewed e Se bale ae 84,000 160,000 
Current liabilities... oc0.cas.ke sie ew er cbwe needa nade ee eee 105,000 100,000 


Assume that the year-end balances shown for accounts receivable and for inventory approximate 
the average balances of these items throughout the year. 


Instructions 
a. For each of the two companies, compute the following: 
1. Working capital. 
2. Current ratio. 
3. Quick ratio. 
4. Number of times inventory turned over during the year and the average number of days 
required to turn over inventory (round computation to the nearest day). 


5. Number of times accounts receivable turned over during the year and the average number 
of days required to collect accounts receivable (round computation to the nearest day). 


6. Operating cycle. 

b. From the viewpoint of a short-term creditor, comment on the quality of each company’s work- 
ing capital. To which company would you prefer to sell $20,000 in merchandise on a 30-day 
open account? 


Problem Set B 


101 PROBLEM 14.1B Bathrooms, Inc., manufactures bathroom equipment. Shown below for the current year are the 
Comparing Operating income statements for the company and a common size summary for the industry in which the 


= Results with Average company operates. (Notice that the percentages in the right-hand column are not for Bathrooms, 


Performance in the Inc., but are average percentages for the industry.) 
Industry 
Bathrooms, Industry 
Inc. Average 
Sales: (Mt) och eievidetadese dates dd ead nba daewe de fi $12,000,000 100% 
COSst.of QOOdS SOI fo cccciste es dco Caape gins ae ae 'e Me elem ee ee 7,320,000 70 
Gross. profit.on SaleSy sisi satciee twas eka reese’ $ 4,680,000 30% 
Operating expenses: 
SGIING tik iy ea Shaeee es eieks GASH Eanes Ae eee eas $ 1,800,000 10% 
General and administrative.........................05. 720,000 14 
Total operating expenses. ............ 0.0002 eee eee eee $ 2,520,000 24% 
Operating INCOME scarce ec eeea eee gue koe oa knee ee ees $ 2,160,000 6% 
Income tax expense. ........ 0... eee eee 120,000 2 
Net income ........ 00. ccc eee tenet nee $ 2,040,000 4% 


Return on assets. 0.0.0... 0c eee eee 20% 12% 
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Instructions 


a. Prepare a two-column common size income statement for Bathrooms, Inc. The first column 
should show for Bathrooms, Inc., all items expressed as a percentage of net sales. The second 
column should show the equivalent industry average for the data given in the problem. The 
purpose of this common size statement is to compare the operating results of Bathrooms, Inc., 
with the average for the industry. (Round to the nearest percent.) 

b. Comment specifically on differences between Bathrooms, Inc., and the industry average with 
respect to gross profit on sales, selling expenses, general and administrative expenses, operat- 
ing income, net income, and return on assets. Suggest possible reasons for the more important 


disparities. 

L038 PROBLEM 14.2B The following information was developed from the financial statements of Slow Time, Inc. At the 
Analysis to Identify beginning of 2011, the company’s former supplier went bankrupt, and the company began buying 
Favorable and merchandise from another supplier. 

LOS 
Unfavorable Trends 

2011 2010 
Gross profit on sales... 0... eect ees $720,000 $800,000 
Income before income tax .........0 0.00. eee eee eee 200,000 220,000 
NetincOme¢.c530cni05kedbbe sib edebles bod ae hdtdceans 150,000 170,000 
Net income as a percentage of net sales....................... 8% 10% 

Instructions 

a. Compute the net sales for each year. 

b. Compute the cost of goods sold in dollars and as a percentage of net sales for each year. 

c. Compute operating expenses in dollars and as a percentage of net sales for each year. (Income 
taxes expense is not an operating expense.) 

d. Prepare a condensed comparative income statement for 2010 and 2011. Include the following 
items: net sales, cost of goods sold, gross profit, operating expenses, income before income 
tax, income tax expense, and net income. Omit earnings per share statistics. 

e. Identify the significant favorable and unfavorable trends in the performance of Slow Time, Inc. 
Comment on any unusual changes. 

L033 PROBLEM 14.3B Some of the accounts appearing in the year-end financial statements of Gino, Inc., appear below. 
Measures of Liquidity This list includes all of the company’s current assets and current liabilities. 

L04 

S@l6S..62 deceive tbune edad eeesthe reed eetag ehh nage es aeaw ee kaw eee $2,500,000 
Accumulated depreciation: equipment............... 0.00.0... e eee eee 180,000 
Notes payable (due in 120 days) .......... 0.0... eee eee eee eee ee 85,000 
Retained CamingS..c.3 .i0ccicsecdeea tie aemioedwa Aaa See wad Lae 240,000 
AGIA 2 costes kB ies sets Bee ep oEnee B08 BAS nie narnenen, Nd EAS fe ras nae. 8, ae Auk Bak See emacene: Boe 61,000 
Capital StOCK .s5.2us.,cgss eonne aoe Seeadtopiantn ache dae Sint ldcbugnen oma day Sac aia atin oes basins el 250,000 
Marketable securities ......... 0.0... cee eee 160,000 
ACCOUNTS: DAVADIE:s.6 oe cd a daiecteesie bo acne a ee gomuse b's goa aa om Shane ra, adadaddea 105,000 
Mortgage payable (due in 20 years)........... 0.00.02 eee ee eee 650,000 
Salaries Payable y.cccc ceding x ea ene Rigen bene da eae apace ante dw Haale gdpsw, ener Raecae eee 5,800 
DIVIDEMAS 332. cndsnete edi tod wo dct eee aoe Sa.8a gpd web Sadie de deters et Gabe cae 20,000 
Incometaxes Payable iii: sciccacades ios dowwren ands bees een ge Oe bale denee 14,400 
Accounts: receivable a:.5 cpeccw sera eevee eae Gal Reena ee eae eee 217,000 
INVENIONY cocvcn cae sed de Chest heads MEAS es ee dtad ea ed ba aes 195,000 
Unearned revenue 35 -.s0.0c redone Ca oa toeale se dine ha aa Saeed em oan a katee 15,000 


Unexpired inSurance sw. iecc aan ad Ved deets add Led ae eae eb Vandi’ 8,000 
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Instructions 

a. Prepare a schedule of the company’s current assets and current liabilities. Select the appropri- 
ate items from the above list. 

b. Compute the current ratio and the amount of working capital. Explain how each of these 


measurements is computed. State, with reasons, whether you consider the company to be in a 
strong or weak current position. 


108 PROBLEM 14.4B Cheese, Inc., is one of the world’s largest cheese store chains. Shown below are selected items 
Liquidity of Cheese, adapted from a recent Cheese, Inc., balance sheet. (Dollar amounts are in the millions.) 

Lo4 Inc. 
Cashizidoca ded side dh ae wads pads Ped yeas eee Fede ead Sele FEE ees $ 72.4 
Receivables’ s 2.25.4 ic Awe cand g batante a eda wih & ofa Sharans ae edema & Sn tases ated 150.4 

a! Merchandise inventorieS. ... 0.0.0.0... 0. eee eee eee 1,400.0 
Prepaid expenses ...2.2.4 .dothebide ood tebe cide oo dee weed eh eee ees 91.0 
Fixtures and equipment ........... 0... cece ee eee eee eee 3,150.0 
Retained earnings 2: 2.06043 8e rt etic her bahay e en deerwa di ed ia Mee bas 295.0 
Total current liabilities... 0.0... eee eens 2,500.0 

Instructions 


a. Using the information above, compute the amounts of Cheese’s total current assets and total 
quick assets. 


b. Compute the company’s (1) current ratio, (2) quick ratio, and (3) working capital. (Round to 
two decimal places.) 


c. From these computations, are you able to conclude whether Cheese is a good credit risk for 
short-term creditors or on the brink of bankruptcy? Explain. 


d. Is there anything unusual about the operating cycle of cheese stores that would make you think 
that they normally would have lower current ratios than, say, large department stores? 


e. What other types of information could you utilize in performing a more complete analysis of 


Cheese’s liquidity? 
03 PROBLEM 14.5B A recent balance sheet of Sweet as Sugar included the following items, among others. (Dollar 
Balance Sheet amounts are stated in thousands.) 
Lo4 Measures of Liquidity 
and Credit Risk Cash: pitas dic deoienaa daddies pe Peet diane hia dakaw eon ned $ 49,630 
Marketable securities (short-term) ............ 0.0000 e eee 65,910 
LO7 ACCOUNTS FECCIVADIG es  aisiacsiggch sta ace a wr Shalangiacn sfaceres a eeRaanegcd aiace am Eacginaetre 25,330 
INVENTIONES sie oe et ee eRe ee Ride wi et eee dace 44,000 
PRrepaldexOGNSS «222 derauciau 40st, dist «.cranannee sin n sie a waiaieoa nA oc, aa eealavee ais 5,850 
Retained earings. ..:2icic0c6 ¢ete4 dia eeeed Pia by bbe Seed e ee be eee eons 350,000 
Notes payable to banks (due within one year)..................0000 eee 28,000 
ACCOUNTS Payable 2. cc jccesisie eeitantie wee eset tases ab poke deeacn Gouda ekg Pdobarwle aout 4,900 
Dividends payable <2:iis:a- sic. ace ect wees amg alow ioe soaphe weg ea ead Ee ree 1,800 
Accrued liabilities (short-term) ........... 0.00... cee eee eee eee 21,500 
Income taxes: payables ...0 cou icc tea new nde Wow Res am ede ae San aw wee Wace 8,500 


The company also reported total assets of $600,000, total liabilities of $90,000, and a return on 
total assets of 20 percent. 

Instructions 

a. Compute Sweet as Sugar’s: (1) quick assets, (2) current assets, and (3) current liabilities. 


b. Compute Sweet as Sugar’s: (1) quick ratio, (2) current ratio, (3) working capital, and (4) debt 
ratio. (Round to one decimal place.) 


c. Discuss the company’s liquidity from the viewpoints of (1) short-term creditors, (2) long-term 
creditors, and (3) stockholders. 
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L044. PROBLEM 14.6B Shown below are selected data from the financial statements of Hamilton Stores, a retail lighting store. 
Financial Statement 

LO5 eraivels From the balance sheet: 
GASH isiadider ai dvaaotsiaadas Aaa eae oY Mack ROSA oa dae aan $ 35,000 
Accounts receivable: ic%.cc00¢aasecadavatesbeieiadecgeateas a casaad 175,000 

LO7 LFW OTMLO RY sstniecited cx ds See, aed eee ahd aed gee the eee ace GaSe et 225,000 
Plant assets (net of accumulated depreciation) ......................-. 550,000 
CurrentiliabilitieS:.... ..0ds0sie4 ts Si temnan tee ie Ma eee TEA aS eS 190,000 
Total stockholders’ equity........... 02... e eee ee 500,000 
TOtal assess c.coo re ce eSean die bs Ledeen de twas bees eacatebs bene 1,300,000 

From the income statement: 

NetSales sic bic tee dete ie bee deeded bebidas ee ose eed $2,400,000 
Costiol: GOOdSSOIG ig se s.2ieton ss Lodhi gnhe dh wh ad garg daadre hy ocala ee 1,800,000 
Operating CxpenSeS:-..26ccccee reed eee eee bee beng Geae yew bee 495,000 
INtETEST:OXPENSC seo. 1c dre piaarcach ate che acaiapingteetn dhe aaa steaGieadn ote aon mba 80,000 
INCOME Tax OXPONSE 2c scaug eee be Ped ed dada Ee oe beGaddaeey ee be eee 4,000 
INGUIMCONMNG hc scn cad 2 Stein crade-d Sn arta, Soo Siae ined) Bs woo doa aGueuda ts we See 21,000 


From the statement of cash flows: 
Net cash provided by operating activities 


(including interest paid of $72,000)........ 2.00 cece eee ee $ 50,000 
Net cash used in investing activities............ 0.0.00 cee eee eee (54,000) 
Financing activities: 
Amounts bOmoOwed i oc.cneceicwied se deeheiasaaeds ees $ 56,000 
Repayment of amounts borrowed..................0... (25,000) 
Dividends: paidi.is-c ks sa eithan athe wri eee eee ntawed (24,000) 
Net cash provided by financing activities......................0.0. 7,000 
Net increase in cash during the year.............. 0.0.00... 2 eee ee eee $ 3,000 
Instructions 


a. Explain how the interest expense shown in the income statement could be $80,000, when the 
interest payment appearing in the statement of cash flows is only $72,000. 


b. Compute the following (round to one decimal place): 
1. Current ratio 3. Working capital 
2. Quick ratio 4. Debt ratio 
c. Comment on these measurements and evaluate Hamilton’s short-term debt-paying ability. 


d. Compute the following ratios (assume that the year-end amounts of total assets and total stock- 
holders’ equity also represent the average amounts throughout the year): 


1. Return on assets 
2. Return on equity 

e. Comment on the company’s performance under these measurements. Explain why the return 
on assets and return on equity are so different. 

f. Discuss (1) the apparent safety of long-term creditors’ claims and (2) the prospects for Hamilton 
Stores continuing its dividend payments at the present level. 


L044 PROBLEM 14.7B Balsum Corporation is engaged primarily in the business of manufacturing raincoats. Shown below 
Basic Ratio Analysis are selected information from a recent annual report. (Dollar amounts are stated in thousands.) 
LOS 
Beginning End 
of the Year of the Year 
ee Total current assets 2: ccc cca wiee ste keen hee $ 43,000 $ 82,000 
Total current liabilities: .0.006 2sccu cai bears ed ee ee 54,000 75,000 
Total ASSe@ts wince ct tote mea sd eke ee ae eae ee 230,000 390,000 
Total stockholders’ equity............. 00.0... e eee eee eee 120,000 205,000 
Operating INCOME. 4 ice nen tae aated cero ewe ke tee ned 74,000 


NeétinGome:«.2¢.00¢240%05 bo dneumeiw wwe been emea ee eee ees 51,000 
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The company has long-term liabilities that bear interest at annual rates ranging from 8 percent to 
12 percent. 


Instructions 

a. Compute the company’s current ratio at (1) the beginning of the year and (2) the end of the 
year. (Carry to two decimal places.) 

b. Compute the company’s working capital at (1) the beginning of the year and (2) the end of the 
year. (Express dollar amounts in thousands.) 

c. Is the company’s short-term debt-paying ability improving or deteriorating? 

d. Compute the company’s (1) return on average total assets and (2) return on average stockholders’ 
equity. (Round average assets and average equity to the nearest dollar and final computations 
to the nearest 1 percent.) 

e. As an equity investor, do you think that Balsum’s management is utilizing the company’s 
resources in a reasonably efficient manner? Explain. 


05 PROBLEM 14.8B At the end of the year, the following information was obtained from the accounting records of 
Ratios: Consider Clips Systems, Inc.: 
107 Advisability of 
Incurring Sales'(all On Credit) j.tviewic ace sired apedaew Reale deka Abie dos ate ere $4,800,000 
Long-Term Debt Cost of goods SOld 20... ccc nnn ence n eens 3,000,000 
Average INVENONY isu ctoekoweenees AoE R SP o EE OPORTO eee eae aE 420,000 
Average accounts receivable. .......... 0... eee 380,000 
Interest GxpEnS@i..i 2) osseederee weeded gekwd teed ea eee eee eee 50,000 
Income tax Expense... 2.6... eee tenes 80,000 
NGFINCOMG4.6.ci4 be ited beth ells k oc dO Dae a Gowda GieAd eohhhw dans 280,000 
Average investment in assets............ 0.0.0. ees 2,600,000 
Average stockholders’ equity ............ 0.0.0 eee eee eee 1,000,000 
Instructions 


a. From the information given, compute the following: 


1. Inventory turnover. 4. Gross profit percentage. 
2. Accounts receivable turnover. 5. Return on average stockholders’ equity. 
3. Total operating expenses. 6. Return on average assets. 


b. Clips Systems has an opportunity to obtain a long-term loan at an annual interest rate of 8 percent 
and could use this additional capital at the same rate of profitability as indicated by the given data. 
Would obtaining the loan be desirable from the viewpoint of the stockholders? Explain. 


L05 PROBLEM 14.9B Shown below are selected financial data for THIS Star, Inc., and THAT Star, Inc., at the end of the 
Ratios: Evaluation of current year: 
Two Companies 
My : THIS THAT 
Star, Inc. Star, Inc. 
LO8 Nem eredit Sales tn ca cerineuvensarweuedacneeadendtese eects $900,000 $840,000 
Costol goods Sold) taiccescniatat ae eeadeaa canna ted Redan ae Le 700,000 640,000 
CaShisccee. Rete eeia ceed eve eerie adhe eee keds 90,000 40,000 
Accounts receivable (net).......... 0.20... 0c c eee eee 100,000 90,000 
INVGMONY siete Sate et hekaie ao Shes kde don ds teaser aees 50,000 160,000 
Current liabiliti@S\.::2.41:. os cass ee ae sare do eae AR ade ee edd td 120,000 110,000 


Assume that the year-end balances shown for accounts receivable and for inventory also represent 
the average balances of these items throughout the year. 
Instructions 
a. For each of the two companies, compute the following: 
1. Working capital. 


2. Current ratio. 
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3. Quick ratio. 

4. Number of times inventory turned over during the year and the average number of days 
required to turn over inventory (round computation to the nearest day). 

5. Number of times accounts receivable turned over during the year and the average number 
of days required to collect accounts receivable (round computation to the nearest day). 

6. Operating cycle. 

b. From the viewpoint of a short-term creditor, comment on the quality of each company’s work- 
ing capital. To which company would you prefer to sell $50,000 in merchandise on a 30-day 
open account? 


Critical Thinking Cases 


L011. CASE 14.1 Holiday Greeting Cards is a local company organized late in July of 2010. The company’s net 
Season's Greetings income for each of its first six calendar quarters of operations is summarized below. (Amounts are 
stated in thousands of dollars.) 


2011 2010 

First quarter (Jan. through Mar.)............ 0.000002 eee eee eee eee $ 253 —0- 
Second quarter (Apr. through June)...............0 00000 e eee eee eee 308 —0- 
Third quarter (July through Sept.)................... 02.2020. eee eee 100 $50 
Fourth quarter (Oct. through Dec.) .......... 0.0.00. e eee ee eee ee 450 500 
Total for the calendar year... 2.1... eect teens $1,111 $550 


Glen Wallace reports the business and economic news for a local radio station. On the day that 
Holiday Greeting Cards released the above financial information, you heard Wallace make the fol- 
lowing statement during his broadcast: “Holiday Greeting Cards enjoyed a 350 percent increase in 
its profits for the fourth quarter, and profits for the entire year were up by over 100 percent.” 


Instructions 

a. Show the computations that Wallace probably made in arriving at his statistics. (Hint: Wallace 
did not make his computations in the manner recommended in this chapter. His figures, how- 
ever, can be developed from these financial data.) 

b. Do you believe that Wallace’s percentage changes present a realistic impression of Holiday 
Greeting Cards’s rate of growth in 2011? Explain. 

c. What figure would you use to express the percentage change in Holiday’s fourth-quarter prof- 
its in 2011? Explain why you would compute the change in this manner. 


L083. CASE 14.2 You are a loan officer with Third Texas Bank. Dan Scott owns two successful restaurants, each of 
Evaluating which has applied to your bank for a $250,000 one-year loan for the purpose of opening a second 
trough Debt-Paying location. Condensed balance sheets for the two business entities are shown below. 
Abilit 
LO5 z 


TEXAS STEAK RANCH 
BALANCE SHEET 


DECEMBER 31, 2011 


Assets Liabilities & Stockholders’ Equity 
Current assets .............. $ 75,000 Currentliabiliies............. $ 30,000 
Plant and equipment.......... 300,000 Long-term liabiliies........... 200,000 
Capital stock ................ 100,000 
Retained earnings............ 45,000 


Total liabilities & 
Total assets ................ $375,000 stockholders’ equity......... $375,000 
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L05 CASE 14.3 


Strategies to Improve 
the Current Ratio 


L05. CASE 14.4 


Evaluating Corporate 
Governance Quality 
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THE STOCKYARDS 


BALANCE SHEET 
DECEMBER 31, 2011 


Assets Liabilities & Owners’ Equity 
Current assets .............. $ 24,000 Current liabilities............. $ 30,000 
Plant and equipment ......... 301,000 Long-term liabilities........... 200,000 
Capital, Dan Scott............ 95,000 
Total liabilities & oe 
Total assets ................ $325,000 owners’ equity...........-. $325,000 


Both restaurants are popular and have been successful over the past several years. Texas Steak 
Ranch has been slightly more profitable, but the operating results for the two businesses have been 
quite similar. You think that either restaurant’s second location should be successful. On the other 
hand, you know that restaurants are a very “faddish” type of business and that their popularity and 
profitability can change very quickly. 

Dan Scott is one of the wealthiest people in Texas. He made a fortune—estimated at more than 
$2 billion—as the founder of Micro Time, a highly successful manufacturer of computer software. 
Scott now is retired and spends most of his time at Second Life, his 50,000-acre cattle ranch. Both 
of his restaurants are run by experienced professional managers. 


Instructions 
a. Compute the current ratio and working capital of each business entity. 


b. On the basis of the information provided in this case, which of these businesses do you con- 
sider to be the better credit risk? Explain fully. 


c. What simple measure might you insist upon that would make the other business as good a 
credit risk as the one you identified in part b? Explain. 


Nashville Do-It-Yourself owns a chain of nine retail stores that sell building materials, hardware, 
and garden supplies. In early October, the company’s current ratio is 1.7 to 1. This is about normal 
for the company, but it is lower than the current ratios of several large competitors. Management 
feels that, to qualify for the best credit terms from its suppliers, the company’s year-end balance 
sheet should indicate a current ratio of at least 2 to 1. 


Instructions 


a. Indicate whether taking each of the following actions would increase or decrease the company’s 
current ratio. Explain your reasoning. 


1. Pay some of the company’s current liabilities. 
2. Purchase large amounts of inventory on account. 


3. Offer credit customers a special discount if they pay their account balance prior to 
year-end. 


b. Propose several other ethical steps that management might take to increase the company’s cur- 
rent ratio prior to year-end. 


Assume that you are an intern working for the California Public Employees Retirement System 
(CALPERS) in its investments office and you have been asked to evaluate a number of companies 
for possible investment by CALPERS. You prepare an analysis of each company’s prospects using 
the tools of financial statement analysis (e.g., trend analysis, common size statements, ratio analy- 
sis). Thinking you are done, you present your analysis to your boss. She tells you that, although 
your analysis of each company’s financial information is fine, she is also interested in the qual- 
ity of each company’s corporate governance. Pick a public company, download their most recent 
proxy statement in support of the annual meeting of shareholders, and write a brief report on the 
quality of each company’s board of directors in terms of board composition and structure, size, 
committees, and expertise. 


Critical Thinking Cases 


L07 INTERNET 
CASE 14.5 

Evaluating Liquidity 

and Profitability 


LO8 
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Use the Internet search engine of your choice and do a general search on the name of a company 
of interest to you (e.g., General Motors, Johnson & Johnson, Coca-Cola, etc.). Explore the Web 
site of the company you choose and locate that company’s most recent financial statements. You 
may need to look under a category that provides general information about the company and/or 
investor information. 


Instructions 


a. Find and read the description of the company, including the type of business it is in. Why is 
gaining an understanding of the industry and type of business an important starting point for 
financial statement analysis? 

b. Locate the company’s primary financial statements. Find the summary table of ratios in this 
chapter in Exhibit 14-26. Calculate three of the listed ratios under each of the following cat- 
egories: “Measures of short-term liquidity” and “Measures of profitability.” Show your work 
in calculating these ratios. Write a brief statement describing what you have learned about 
your company’s liquidity and profitability. 

c. Why do you think the Internet has become such a widely used source of financial information 
by investors and creditors? 


Internet sites are time and date sensitive. It is the purpose of these exercises to have you explore 
the Internet. You may need to use the Yahoo! search engine http://www.yahoo.com (or another 
favorite search engine) to find a company’s current Web address. 


Answers to Self-Test Questions 
eb De aacyd sh © 4. d(see below) 5. b (see below) 6. b Ts al 


Why answers a, b, and c in question 4 are incorrect: 


a. The return on assets, 12 percent ($240,000 + $2,000,000), exceeds the return on equity, which 
is 10 percent ($80,000 + $800,000). 

b. The current ratio is 1.6 to 1 ($480,000 + $300,000). 

c. Working capital amounts to $180,000 ($480,000 — $300,000). 


Increase in net income required in question 5 : ($400,000 — $160,000) + $160,000 = 150% 


COMPREHENSIVE PROBLEM A 


Home Depot, Inc. 


ANALYSIS OF THE FINANCIAL STATEMENTS 
OF A PUBLICLY OWNED CORPORATION 


This Comprehensive Problem is to acquaint you with the content of the 2009 financial state- 
ments of Home Depot, Inc., reproduced in Appendix A of this textbook. (The 2009 financial 
statements are for the fiscal year ended January 31, 2010.) The problem contains three major 
parts, which are independent of one another: Part lis designed to familiarize you with the gen- 
eral contents of a company’s financial statements; Part II involves analysis of the company’s 
liquidity; and Part I/I analyzes the trend in its profitability. 

If you work this problem as a group assignment, each group member should be prepared to 
discuss the group’s findings and conclusions in class. 

A good starting point for understanding the financial statements of a company such as 
Home Depot, Inc., is to understand the accounting policies used in preparing those state- 
ments. The first note accompanying the financial statements provides a brief description of 
the major accounting policies the company used. Most of the areas discussed in this note have 
been covered in this text. 


Part! Annual reports include not only comparative financial statements but also other 

sources of information, such as: 

e A multiyear summary of financial highlights, a summary of key statistics for the past 5 or 
10 years. 

¢ Several pages of Notes that accompany the financial statements. 

¢ Reports by management and by the independent auditors in which they express their 
respective responsibilities for the financial statements. 


Instructions 

Answer each of the following questions and briefly explain where in the statements, notes, or other 

sections of the annual report you located the information used in your answer. 

a. How many years are covered in each of the primary comparative financial statements? Were all 
of these statements audited? Name the auditors. What were the auditors’ conclusions concern- 
ing these statements? 

b. Home Depot, Inc., combines its statement of retained earnings with another financial state- 
ment. Where are details about changes in the amount of retained earnings found? 

c. Over the three years presented, have the company’s annual net cash flows been positive or 
negative from (1) operating activities, (2) investing activities, and (3) financing activities? 
Has the company’s cash balance increased or decreased during each of these three years? 


Part Il Assume that you are the credit manager of a medium-size supplier of building 
supplies. Home Depot wants to make credit purchases from your company, with payment due 
in 60 days. 


Instructions 

a. As general background, read the first note to the financial statements, “Summary of 
Significant Accounting Policies.” Next, compute the following for the fiscal years end- 
ing January 31, 2010, and February 1, 2009 (round percentages to the nearest tenth of 
1 percent, and other computations to one decimal place): 
1. Current ratio. 
2. Quick ratio. 
3. Amount of working capital. 


Comprehensive Problem 4 
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4. Percentage change in working capital from the prior year. 
5. Percentage change in cash and cash equivalents from the prior year. 

b. On the basis of your analysis in part a, does the company’s liquidity appear to have increased 
or decreased during the most recent fiscal year? Explain. 

c. Other than the ability of Home Depot to pay for its purchases, do you see any major consid- 
erations that should enter into your company’s decision? Explain. 


d. Your company assigns each customer one of the four credit ratings listed below. Assign a 
credit rating to Home Depot, Inc., and write a memorandum explaining your decision. (In 
your memorandum, you may refer to any of your computations or observations in parts a 
through c¢, and to any information contained in the annual report.) 


Possible Credit Ratings 
A Outstanding Little or no risk of inability to pay. For customers in this category, 
we fill any reasonable order without imposing a credit limit. The customer’s credit is 
reevaluated annually. 


B Good Customer has good debt-paying ability but is assigned a credit limit that 
is reviewed every 90 days. Orders above the credit limit are accepted only on 
a cash basis. 


C Marginal Customer appears sound, but credit should be extended only on a 
30-day basis and with a relatively low credit limit. Creditworthiness and credit 
limit are reevaluated every 90 days. 


D Unacceptable Customer does not qualify for credit. 


Part Ill As general background, study the “10-Year Summary of Financial and Operating 
Results.” 


Instructions 


a. Compute the following for the fiscal years ending January 31, 2010, and February 1, 2009 
(round percentages to the nearest tenth of | percent): 


1. Percentage change in net sales (relative to the prior year). 
2. 
Sk 
4. 
Sh 
6. 


b. Write a statement that describes your conclusion(s) concerning trends in Home Depot’s prof- 
itability during the period covered in your analysis in part a above. Justify your conclusion(s). 


Percentage change in net earnings. 
Gross profit rate. 

Net income as a percentage of sales. 
Return on average total assets. 
Return on average total equity. 


Define four mechanisms companies use to 
globalize their business activities. 


Identify how global environmental forces— 
(a) political and legal systems, (b) economic 
systems, (c) culture, and (d) technology and 
infrastructure—affect accounting practices. 


Explain why there is demand for 
harmonization of global financial reporting 
standards. 


Demonstrate how to convert an amount of 
money from one currency to another. 


Compute gains or losses on receivables or 
payables that are stated in a foreign currency 
when exchange rates fluctuate. 


Describe techniques for “hedging” against 
losses from fluctuations in exchange rates. 


Discuss how global sourcing increases 
; product cost complexity. 


Explain the importance of the Foreign Corrupt 
Practices Act. 


Vv a | Learning Objectives 
‘ 


© Chris Kleponis/Bloomberg via Getty Images 


INTERNATIONAL ACCOUNTING 
STANDARDS BOARD 


Sir David Tweedie was appointed chairman of the International Accounting 
Standards Board (IASB) in 2001. Over the last decade, Sir David and other 
board members have worked tirelessly promoting and engaging the world 
community with International Financial Reporting Standards (IFRS). Their 
goal is the creation of a globally accepted single set of high-quality financial 
reporting standards. 

In fulfilling its standard-setting duties the IASB engages with stakeholders 
around the world, including investors, analysts, regulators, business leaders, 
accounting standard-setters, and the accountancy profession. In the 
determining of standards, it is paramount that the board members understand 
the diversity of businesses, cultures, economic conditions, political and legal 
structures, and infrastructures around the world. Recent interest in IFRS 
from the G-20 leaders! demonstrates the importance of considering global 
political and economic ramifications of creating and changing International 


Financial Reporting Standards. m= 


1 Group of Twenty (G-20) was established in 1999 to bring together systemically important industrialized and 
developing economies to discuss key issues in the global economy. The G-20 consists of 19 countries plus the 
European Union and represent 85 percent of global gross national product, 80 percent of world trade, and two- 
thirds of the world population. 
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Exhibit 15-1 


LOCATION OF THE 
WORLD’S LARGEST 
MULTINATIONALS IN 2009 


Chapter 15 Global Business and Accounting 


The London-based International Accounting Standards Board began a mission in 1993 to 
develop financial reporting rules that all countries could use. The board has made significant 
progress. In this chapter we describe that progress and provide you with a foundation for 
understanding the richness and complexity of international accounting issues. 

Accounting rules, procedures, and standards in almost any chosen country developed 
differently from those in the United States and those in other countries. Countries such as 
the United Kingdom, Japan, and Germany establish their own accounting rules, procedures, 
and standards. The goal of the International Accounting Standards Board is to identify a 
set of accounting standards that will be acceptable to all governments and their related 
securities markets. This is a very ambitious goal because accounting rules, procedures, and 
standards are affected by the political, legal, economic, and cultural systems in which they 
are embedded. Thus, the variations in these systems from country to country have a sig- 
nificant impact on how investors, creditors, and managers understand and use accounting 
information. 

The objective of this chapter is to introduce you to the complexity of global business and 
to explore some of the accounting issues associated with global business. This is only a brief 
introduction. As your business education progresses, additional details will be added to the 
ideas introduced here. 


Globalization occurs as managers become aware of and engage in cross-border trade and 
operations. Think of globalization as a continuous process where at the most basic level a 
purely domestic company’s managers become aware that changes in foreign exchange rates, 


Number of 
Country/Block Companies Percentage 
F 163 33% 
European Union Ea 
14 28% 
United States = ‘ me 
68 14% 
Japan 6 
China 
Switzerland 
14 3% 
Canada 
PS 
14 3% 
South Korea o®, 
oe 11 2% 
Central/South America / > | 
IIL 
Ars « ** 9 2% 
Australia ae 
Russia 
India 
Others 14 3% 


Source: Adapted from “The Fortune Global 500,” http:/money.cnn.com/magazines/fortune/global500/2009/countries. 


In 2005, more than 450 of the largest multinationals were headquartered in Europe (195), the United States (176), 
and Japan (80). 
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international technological advances, cultural diversity, or international political and eco- 
nomic issues will have an impact on their firm’s ability to compete. An example of a higher 
level of globalization is a multinational enterprise that begins with raw material extraction 
and ends with final product assembly and sales in multiple foreign locations. In Exhibit 15-1 
we show the location of the world’s top multinational companies. The top 10 companies 
include seven oil companies, one automobile company (Toyota), one retailer (Walmart), and 
one banking corporation (ING Group). 


Globalization typically progresses through a series of stages that include exporting, licens- | earning Objective 
ing, joint ventures, wholly owned subsidiaries, and, finally, global sourcing. Exporting is, at Define four mechanisms 
the simplest level, selling a good or service to a foreign customer. While exporting maintains | companies use to 101 


globalize their business 


control over product creation, licensing gives up some control for a monetary return. Inter- activities 


national licensing is a contractual agreement between a company and a foreign party allow- 
ing the use of trademarks, patents, technology, designs, processes, intellectual property, or 
other proprietary advantage. Most major multinational food manufacturing companies are 
involved in some form of international product licensing. An international joint venture is 
a company owned by two or more companies from different countries. A wholly owned 
international subsidiary is created when a company uses its own funds to construct or pur- 
chase 100 percent equity control of a foreign subsidiary. Finally, global sourcing is the close 
coordination of R&D, manufacturing, and marketing across national boundaries and typically 
includes exporting, licensing, joint ventures, and wholly owned subsidiaries in cross-border 
operations. 

As shown in Exhibit 15—2, companies typically engage in globalization through an outward 
growth path. Those companies wishing to globalize typically progress through the following 
stages: (1) exporting domestically produced products, (2) establishing licensing and joint ven- 
ture arrangements, (3) creating wholly owned subsidiaries, and (4) full-scale global sourcing. 
In practice, there are many subcategories that are not shown in the exhibit, and companies 
may pursue multiple globalization processes simultaneously. 


Exhibit 15-2 


PROCESSES FOR 
INCREASING 
GLOBALIZATION 


Exporting Licensing & joint venture Wholly owned Global sourcing 
subsidiaries 


a 


Globalization has implications for the type of accounting information gathered, created, 
and reported. U.S. GAAP requirements for exporting, licensing, joint ventures, and wholly 
owned subsidiaries are very different. In addition, differences in currency exchange rates cre- 
ate financial reporting issues. Management decisions about how to globalize clearly impact a 
firm’s accounting outputs, processes, and procedures. 
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Environmental Forces Shaping Globalization 


To help you understand how international environmental forces affect the accounting infor- 
mation measured, reported, and created, we consider environmental forces in four catego- 
ries: (1) political and legal systems, (2) economic systems, (3) culture, and (4) technology and 
infrastructure. 

These categories are not independent. A country’s economy and culture have an influ- 
ence on its political and legal structures. Culture affects and is affected by economics. As 
illustrated in Exhibit 15—3, the technological position of a country is dependent on political, 
demographic, and cultural issues. 


POLITICAL AND LEGAL SYSTEMS 


Managers operating in or planning operations in foreign settings must monitor associated 
political risks. Political risk occurs because governments have the ability to shift asset owner- 
ship from the company to the government or because the company may be asked to relinquish 
control over operations due to government intervention. For example, when Iran nationalized 
its oil industry in the late 1970s, many companies lost ownership of their Iranian assets 
invested in oil exploration, drilling, and oil delivery. United States GAAP requires companies 
to include in their financial reports discussions about political risk that may significantly 
impair assets or profits. 

Laws enacted by foreign governments often have an impact on the net profits earned from 
international activities. Taxes, tariffs, and licensing fees vary substantially from country to 
country. Laws restricting the flow of currency can affect the amounts of foreign-earned profits 
that can be transferred out and used elsewhere. Ownership requirements are a common form of 
governmental control. For example, governments in China and India have ownership restric- 
tions on subsidiaries and joint ventures in their countries. 

Other types of political intervention include content or value-added requirements and sourc- 
ing requirements. Trade agreements often specify the source of raw materials or labor content to 
allow preferential treatment in tariffs and customs for products or services that are produced in 
the regions covered by the agreement. For example, in order for a product to qualify for reduced 
tariffs, NAFTA (the North American Free Trade Agreement) specifies the amount of total cost 
that must be added in those countries that have signed the free trade agreement. 

Another example of political intervention is the foreign trade zone within the United 
States. Goods imported into these zones are duty-free until they leave the zone. Companies 
that import raw materials frequently set up their factories in these trade zones. These compa- 
nies are not required to pay duty on the imported raw materials until the finished product is 
shipped out of the zone. Using foreign trade zones can have an impact on revenue recognition 
and the cost of goods sold. In addition, a delay in paying the duty enlarges the company’s 
working capital as discussed in Chapter 14. 

As countries change and grow, governments try to manage that growth through political 
and legal means. For example, governments use tax incentives that encourage or discourage 


Environmental Forces Shaping Globalization 


ownership of stocks. Policies also affect the level of individual savings, which impacts 
the availability of capital. Educational policies impact the literacy rate, the extent of for- 
mal education and training, and the number of accounting professionals. The political and 
legal structures of each country provide the framework for their economic structures. 


ECONOMIC SYSTEMS 


The economic systems under which businesses operate significantly affect the form and avail- 
ability of accounting information. For example, in a planned economy the government uses 
central planning to allocate resources and determine output among various segments of the 
economy. Land and production facilities are government owned and _ controlled. 
The former Soviet Union and Soviet Eastern Bloc countries used central planning and had 
planned economies. China continues to use central planning extensively. Alternatively, in 
market economies, ownership of land and the means of production are private, and markets 
dictate the allocation of resources and the output among segments of the economy. Compa- 
nies formerly operating in a planned economy can encounter significant difficulties when 
attempting to operate in a market economy. The reverse can also be true. 

In some countries, businesses arrange themselves into industrial organizations as one 
method of raising capital. In South Korea and Japan, companies group themselves into con- 
glomerates representing different industries. South Korean conglomerates, called chaebol, 
and Japanese conglomerates, called keiretsu, consist of companies that are grouped as cus- 
tomers and suppliers, and they usually contain a bank. Within these cartels of companies, sup- 
pliers receive loans, investment capital, technology, and long-term supply agreements from 
customers higher up on the pyramid. Suppliers integrate their operations with other suppliers 
and with their customers. Transactions between suppliers and customers are not arm’s-length 
as in most U.S. transactions. In the United States, antitrust and price-fixing laws preclude the 
type of organized business groups found in Japan and South Korea. 


INTERNATIONAL 


Samsung, Hyundai, LG, and other Korean chaebol! have reported impressive jumps 
in sales and profits in recent years. However, while the big Korean companies expand, 
the smaller- and medium-sized firms in the Korean economy are struggling. While the 
chaebol unquestionably have fueled the country’s growth in recent decades, they’re so 
powerful that they may be hampering innovation from smaller- and medium-sized com- 
panies that may harm Korea’s long-run economic success. Economists worry that the 
chaebol’s deepening influence is hurting fair competition with suppliers and start-ups. 


CULTURE 


Think of culture as the mental mind-set that affects the way individuals in a society act and 
perceive each others’ actions.” U.S. cultural practices have a significant effect on the way 
foreign companies conduct business in the United States. Likewise, certain forms of advertis- 
ing, methods of acquiring business, and hierarchical organizational structures, which are 
common practices in the United States, would not be culturally preferred elsewhere. Ignoring 
cultural variables can create significant business problems. 

Experts have identified four cultural mindsets that significantly differ among international 
locations. 


¢ Individualism versus collectivism. The degree of interdependence that a society maintains 
among individuals, where high interdependence connotes collectivism. Citizens of Asian 
countries typically score higher on collectivism than those in the United States. 


> For a more detailed discussion of the information in this section, see G. Hofstede, Cultures and Organizations: 
Software of the Mind (Berkshire, England: McGraw-Hill, 1991), or www.geert-hofstede.com. 
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¢ Uncertainty avoidance. The extent to which members of a society feel uncomfortable 
or threatened by unknown or uncertain situations. Citizens of South American countries 
score high on uncertainty avoidance. 

¢ Short-term versus long-term orientation. With a long-term orientation, perseverance, 
thriftiness, maintaining of order, and lasting relationships are highly valued. A short-term 
orientation focuses on the past and the present, ignores the future, and values personal stability. 

¢ Large versus small power distance. Large power distance cultures accept unequally 
distributed power within and across institutions and organizations. The idea that everyone is 
created equal or should have an equal voice is more highly valued in small power distance 
societies. 


Exhibit 15—4 provides a rough measure of the relative differences between selected countries. 


Uncertainty Long-Term High Power 
Country Individualism Avoidance Orientation Distance 
Japan IL H H M 
South Korea L H H H 
Brazil IL H M H 
Italy M H sg M 
Germany M M E L 
United States H M IL M 
Great Britain H L [L, E 
Sweden M IL L E 


H = High, M = Medium, L = Low. 
*Not available. 


We can use Exhibit 15—4 to understand how cultural variables can affect both the type 
of accounting information that is produced and how that information is used. Studies have 
shown that in South Korea and Japan, where collectivism is high, less emphasis is placed on 
the transparency of financial statements for investors. The needs of creditors are given pref- 
erence over the needs of investors. Thus, because financing for companies comes primarily 
from a bank in the keiretsu or chaebol, most accounting information is kept within the collec- 
tivist group. In addition, because of the strict government control of accounting regulations, 
the accounting profession in Asian countries has been slow to develop. The relative number 
of independent accountants is small, but increasing in many Asian countries. 


TECHNOLOGY AND INFRASTRUCTURE 


Other cross-border differences create global business challenges because of variations in 
infrastructure and education level. The ability to transfer information and knowledge between 
and among various geographic locations and peoples can be difficult. Frequently companies 
that create joint ventures or start wholly owned operations in foreign locations find few 
employees with the education and technical training available in the U.S. workforce. 


INTERNATIONAL 


Western-style management training is a recent development in many countries. Buda- 
pest has one of the oldest graduate management programs in eastern Europe, and it was 
founded in 1988. More specifically, because companies in formerly planned economies 
used centrally determined accounts and procedures, accounting as a profession did not 
exist in eastern Europe prior to 1988. Thus, companies establishing business operations in 
eastern European locations have difficulty locating trained accounting personnel. In addi- 
tion, prior business records are unreliable. Before the early 1990s, there were no indepen- 
dent auditors, public accountants, or management accountants in most eastern European 
countries. 


Harmonization of Financial Reporting Standards 


Differences in internal accounting systems can also create challenges for 
international business dealings. Culture, education, language, and software dif- 
ferences hinder the free flow of information. Potential benefits from acquired 
international operations are sometimes lost because of the inability to transfer 
valuable information within and between international companies. 

Infrastructure impediments also pose problems for globalization. Poor 
access to communication equipment (for example, telephones, faxes, and com- 
puters), a lack of necessary R&D facilities (for example, specialized labora- 
tory equipment, computer-aided design, or manufacturing), and fluctuating or 
unreliable power sources create significant hurdles to establishing international 


business in some locations. Manufacturing plants in many developing countries | © AP Photo/Manish Swarup 


are not heated or cooled, which can create adverse operating environments for 

equipment that relies on lubricants and coolants. Inadequate transportation systems can slow 
the transfer of goods in and out of an international location. When estimating costs for inven- 
tory balance sheet items or cost of goods sold, accountants need to incorporate these unex- 
pected costs into their computations to properly compute the cost of globally sourced products. 


Harmonization of Financial 


Reporting Standards 


Cross-border differences in financial reporting standards create problems for analyzing and 
comparing accounting information. For example, financial reporting in the United States is 
based primarily on the principle of historical cost without adjustment for changes in general 
price levels. South and Central American countries such as Brazil or Mexico, on the other 
hand, have experienced such high rates of inflation that inflation-adjusted information is 
required. These differences cause the financial statements of a U.S. company and a Mexican 
company to be very different and difficult to compare. 

As long as an enterprise operates solely within its own borders, differences in financial 
reporting practices between countries are not as significant a problem as they are if business 
activity extends across borders. For example, cross-border financing, in which a company 
sells its securities in the capital markets of another country, has become increasingly popu- 
lar. Business activities that cross borders create the need for more comparable information 
between companies that reside in different countries. 

The need for comparable information has led to an interest in the harmonization of 
accounting standards, a term used to describe the globalization of similar accounting meth- 
ods and principles throughout the world. The International Accounting Standards Board 
(IASB) is particularly interested in harmonization and is charged with the responsibility of 
establishing and gaining acceptance of international financial reporting standards (IFRSs). 
This committee represents over 150 professional organizations from more than 120 countries 
and over 2 million accounting professionals worldwide. While the IASB has no regulatory 
authority in any country, it uses its influence to move the reporting standards of all countries 
closer together in hopes of better harmonizing those standards. For countries that do not have 
well-developed capital markets, the IASB standards provide a model that often has a signifi- 
cant influence on their early attempts to develop standardized accounting practices. 


INTERNATIONAL FINANCIAL REPORTING 
STANDARDS: ADOPTION OR CONVERGENCE 


Countries and jurisdictions have taken two approaches to implementing international 
accounting standards to achieve harmonization. First, some countries have chosen to adopt 
international financial reporting standards exactly as written and promulgated by the IASB. 
Adoption means abandoning the country’s current financial reporting standards and replac- 
ing them with IFRS. The adoption approach was agreed to by the European Union in 2005 
when all companies trading on European Union securities markets were required to adopt 
IFRS for their annual reports. Exhibit 15—5 shows that Chile, Mexico, and Canada have cho- 
sen to adopt IFRS. 
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Alternatively, Exhibit 15—5 shows that some countries or jurisdictions have chosen to converge 
their existing standards to IFRS. Convergence means changing the countries’ existing standards 
so that they will produce IFRS “equivalent” financial reports. Convergence has been described 
as an ongoing process because, as IFRS changes, converging countries must reconsider whether 
their standards continue to be equivalent, or need to be changed. China, Japan, and Australia have 
chosen to amend their current financial reporting standards so that they will converge with IFRS. 


Europe: adoption 
in 2005 


Russia: IFRS 
adoption delayed 


Asia “SY 
aX 2 


Canada: adoption 
in 2011 


China: convergence 
in 2007 


Japan: 
adoption 
by 2016 


USA: convergence a | f aia cs cate 
by 2014-2016 { 


Mexico: adoption [ - oat é 
in 2012 t See ses 


Australia: 
convergence 
in 2007 


~ South 
\ Atlantic _/ 


Brazil: convergence 
in 2010 


The United States has been working toward convergence of U.S. GAAP and IFRS for sev- 
eral years. However, progress has been slow and some companies and audit firms have called 
for the outright adoption of IFRS. The SEC suggested in 2010 that a small number of U.S. 
domestic companies might be allowed to use IFRS by 2015. The SEC is currently debating the 
best approach to moving U.S. GAAP to be compliant with international standards. 

Exhibit 15-6 provides a flavor of the differences that currently exist among financial 
reporting requirements around the world. The first column shows that the number of available 
auditors in any particular country varies significantly. This variation is a direct result of the 
environmental variables discussed earlier. The United States and the United Kingdom have 
the most highly developed capital markets in the world and the related auditing demands are 
evident in the table. Column two shows that fixed asset revaluations are only allowed under 
IFRS and U.K. GAAP. Variations in inventory valuation and goodwill practices are illustrated 
in columns three and four. The final column in Exhibit 15-6 displays differences in segment 
disclosure. Segment information has been in demand from investors in recent years. Countries 
such as Germany and Brazil, where capital is typically provided by banks, require lower lev- 
els of segment disclosure. These banks usually have access to inside information from their 


Chile: adoption 
in 2009 


India: convergence 
in 2012-2014 


Exhibit 15-6 GLOBAL VARIATION IN ACCOUNTING PRACTICES 


Fixed Asset Goodwill Segment 
Auditors per Revaluation LIFO Impairment Test Depreciation Disclosure 

Country GAAP 100,000 Allowed Allowed or Amortize Basis Required 
IFRS = Yes No Impairment Economic Yes 
United States 93 No Yes Impairment Economic Yes 
United Kingdom 211 Yes No Impairment Economic Yes 
Japan 16 No Yes Amortize (20 yr) Tax Yes 
Germany 15 No No Amortize (4 yr) Tax Limited 
China 18 No Yes Impairment Economic/tax No 
Brazil 1 No Yes Impairment Economic No 
Russia 2 No Yes Amortized (20 yr) Tax No 
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borrowers. Thus, demand for segment information to be included on required statutory finan- 
cial reports is much lower in these countries. 


Foreign Currencies and Exchange Rates 


In addition to the environmental characteristics described above, companies with interna- 
tional business dealings encounter financial measurement challenges that result 
from using multiple currencies. Consider, for example, a Japanese company that 
sells merchandise to a U.S. corporation. The Japanese company will want to be 
paid in Japanese currency—yen—but the U.S. company’s bank account contains 
U.S. dollars. Thus one currency must be converted into another. 

Most banks participate in an international currency exchange that enables them 
to buy foreign currencies at the prevailing exchange rate. Thus, a U.S. corpora- 
tion can pay a liability to a Japanese company through the international banking 
system. The U.S. company will pay its bank in dollars. The bank will then use 
these dollars to purchase the required amount of yen on the international currency 
exchange and will arrange for delivery of the yen to the Japanese company’s bank.’ 


EXCHANGE RATES 


A currency exchange rate is the amount it costs to purchase one unit of currency 
with another currency. Thus the exchange rate may be viewed as the “price” of buy- 
ing one unit of a foreign currency, stated in terms of the domestic currency (which for 
our purpose is U.S. dollars). Exchange rates fluctuate daily, based on the worldwide 
supply and demand for particular currencies. The current exchange rate between © Royalty-Free/Corbis/DAL 
the dollar and most major currencies is published daily in the financial press. For 

example, a few of the exchange rates in The Wall Street Journal are shown in Exhibit 15-7. 


Exhibit 15-7 


Exchange 
Exchange Rate U.S. DOLLAR 
; _ Rate (in foreign = EQUIVALENTS FOR FIVE 

Country/Region Currency (in dollars) currency) FOREIGN CURRENCIES 
Britain Pound (£) $1.7425 0.534 

Europe* Euro (€) 1.4758 0.678 

Japan Yen (¥) 0.00764 130.9 

Mexico Peso ($) 0.10946 9.136 

India Rupee (Rs) 0.02045 48.889 


*Many European countries, such as Austria, Belgium, Finland, France, Germany, Greece, Ireland, Italy, Luxembourg, the 
Netherlands, Portugal, and Spain, are using the euro. 


Exchange rates may be used to determine how much of one currency is equivalent toa {earning Objective 
given amount of another currency. Assume that a U.S. company owes a Japanese company Demonstrate how to 
1 million yen (expressed ¥1,000,000). How many dollars are needed to settle this obligation, convert an amount of L104 
assuming that the current exchange rate is $0.00764 per yen? To restate an amount of for- Hapaiseibels eeaetca 
eign currency in terms of the equivalent amount of U.S. dollars, we multiply the foreign 
currency amount by the exchange rate, as follows:4 


Amount Stated Equivalent 
in Foreign X= Exchange Rate = Number of 
Currency (in dollars) USS. Dollars 


¥1,000,000 x $0.00764 per yen = $7,640 


3 Alternatively, the U.S. company may send the Japanese company a check (or a bank draft) stated in dollars. 
The Japanese company can then arrange to have the dollars converted into yen through its bank in Japan. 


4 To convert an amount of dollars into the equivalent amount of a foreign currency, we would divide the 
dollar amount by the exchange rate. For example, $7,640 + $0.00764 per yen = ¥1,000,000. 
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Alternatively, consider that a Japanese company agrees to pay a U.S. company $10,000 for 
imported goods. To determine the equivalent amount of yen, the Japanese company needs to 
know the number of yen per dollar. The yen per dollar can be computed by dividing one dol- 
lar by the number of dollars per yen. Thus, $1 + $.00764/yen = ¥130.9/dollar. Using the yen 
per dollar exchange rate, we can convert the dollars to yen as follows: 


Amount Stated in 


Amount Stated x Exchange Rate = _ Foreign Currency 
in U.S. Dollars (in yen) (yen) 
$10,000 X ¥130.9 per dollar = ¥1,309,000 


This process of restating an amount of foreign currency in terms of the equivalent number 
of dollars or restating a dollar amount into an equivalent amount of foreign currency is called 
translating the currency. 


Exchange Rate Jargon _ Inthe financial press, currencies are often described as “strong” 
or “weak,” or as rising or falling against one another. For example, an evening newscaster might 
say, “A strong dollar rose sharply against the weakening British pound, but fell slightly against 
the Japanese yen and the Swiss franc.” What does this tell us about exchange rates? 

To understand such terminology, we must remember that an exchange rate is simply the price 
of one currency stated in terms of another currency. Throughout this chapter, we refer to the 
prices of various foreign currencies stated in terms of U.S. dollars. In other countries, however, the 
US. dollar is a foreign currency, and its price is stated in terms of the local (domestic) currency. 

To illustrate, consider the table from The Wall Street Journal shown in Exhibit 15—7. The 
exchange rate for the Japanese yen is $0.00764. At this exchange rate, $1 is equivalent to 
¥130.9 (as shown above). Thus, while we would say that the exchange rate for the Japanese 
yen is $0.00764, the Japanese would say that the exchange rate for the U.S. dollar is ¥/30.9. 

Now let us assume that the exchange rate for the yen (stated in dollars) rises to $0.0109. 
At this exchange rate, $1 is equivalent to only ¥92 ($1 + $.0109 = ¥92). In the United States, 
we would say that the exchange rate for the yen has risen from $0.00764 to $0.0109. In Japan, 
however, they would say that the exchange rate for the dollar has fallen from ¥130.9 to ¥92. 
In the financial press, it might be said that “the yen has risen against the dollar” or that “the 
dollar has fallen against the yen.” The two statements mean the same thing—that the yen has 
become more valuable relative to the dollar. 

Now let us return to our original phrase, “A strong dollar rose sharply against the weakening 
British pound, but fell slightly against the Japanese yen and the Swiss franc.” When exchange 
rates are stated in terms of U.S. dollars, this statement means that the price (exchange rate) 
of the British pound fell sharply, but the prices of the Japanese yen and the Swiss franc rose 
slightly. A currency is described as “strong” when its exchange rate is rising relative to most 
other currencies and as “weak” when its exchange rate is falling. Exchange rates fluctuate 
because of changes in the environmental forces discussed earlier in this chapter. 


ACCOUNTING FOR TRANSACTIONS 
WITH FOREIGN COMPANIES 


When a U.S. company buys or sells merchandise in a transaction with a foreign company, the 
transaction price may be stipulated either in U.S. dollars or in units of the foreign currency. If 
the price is stated in dollars, the U.S. company encounters no special accounting problems. 
The transaction may be recorded in the same manner as are similar transactions with domestic 
suppliers or customers. 

If the transaction price is stated in terms of the foreign currency, the company encounters 
two accounting problems. First, as the U.S. company’s accounting records are maintained 
in dollars, the transaction price must be translated into dollars before the transaction can be 
recorded. The second problem arises when (1) the purchase or sale is made on account and 
(2) the exchange rate changes between the date of the transaction and the date that the account 
is paid. This fluctuation in the exchange rate will cause the U.S. company to experience either 
a gain or a loss in the settlement of the transaction. 


Foreign Currencies and Exchange Rates 


Credit Purchases with Prices Stated in a Foreign Currency Assume that 
on August | a U.S. company buys merchandise from a British company at a price of 10,000 
British pounds (£10,000), with payment due in 60 days. The exchange rate on August | is 
$1.63 per British pound. The entry on August 1 to record this purchase (assuming use of a 
perpetual inventory system) would be: 


IVE MLO cheers cence setcartennsieue races ceravuinl chu /anatevshay cua Gustemere aumtame ak aueieasie cet eychiat 16,300 
(ACCOUNTS) Ravabl Osa oe ax srrer cats tee seer eaten cnloactr sopunoe eee serene suerte tev maces 16,300 
To record the purchase of merchandise from a British company 
for £10,000 when the exchange rate is $1.63 per pound 
(£10,000 x $1.63 = $16,300). 


Let us now assume that by September 30, when the £10,000 account payable must be 
paid, the exchange rate has fallen to $/.6/ per British pound. If the U.S. company had paid 
for the merchandise on August 1, the cost would have been $16,300. On September 30, how- 
ever, only $16,100 is needed to pay the £10,000 liability (£10,000 <x $1.61 = $16,100). Thus, 
the decline in the exchange rate has saved the company $200. This savings is recorded in 
the accounting records as a Gain on Fluctuations in Foreign Exchange Rates. The entry on 
September 30 to record payment of the liability and recognition of this gain would be: 


Accounts, Payables aeaas tecccscon eae ate oresnee as Sean Ee nee 16,300 
ASH ease ir rare coreg ese oe nC ee ae 2a lel oR ca pe Mente GR AE ae 16,100 
Gain on Fluctuations in Foreign Exchange Rates ................ 200 


To record payment of £10,000 liability to British company and to 
recognize gain from decline in exchange rate: 


Original liability (£10,000 < $1.63) ................0.. $16,300 
Amount paidi(diO;O00 Si: Gill) epee eerste tents 16,100 
Gain from decline in exchange rate .................. $ 200 


Now let us assume that instead of declining, the exchange rate had increased from $1.63 
on August | to $7.66 on September 30. Under this assumption, the U.S. company would have 
to pay $16,600 to pay off the £10,000 liability on September 30. Thus, the company would be 
paying $300 more than if the liability had been paid on August 1. This additional $300 cost 
was caused by the increase in the exchange rate and should be recorded as a loss. The entry 
on September 30 would be: 


AccountsiPayableicsis os acs ap aacreece cuss ershs wes eluant chalcone vere rste 16,300 
Loss on Fluctuations in Foreign Exchange Rates .................... 300 
(AS ese ore eee ee een ee rye ie Oe me Se ne erg ee 16,600 


To record payment of £10,000 liability to British company 
and to recognize loss from increase in exchange rate: 


Original liability (£10,000 x $1.63) ................0.. $16,300 
Amountipaidi(LdiO;000S<aSik66) ieee eee 16,600 
Loss from increase in exchange rate ................. $ 300 


In summary, having a liability that is fixed in terms of a foreign currency results in a gain 
for the debtor if the exchange rate declines between the date of the transaction and the date 
of payment. The gain results because fewer dollars will be needed to repay the debt than had 
originally been owed. An increase in the exchange rate, on the other hand, causes the debtor 
to incur a loss. In this case, the debtor will have to spend more dollars than had originally been 
owed in order to purchase the foreign currency needed to pay the debt. 


Credit Sales with Prices Stated in a Foreign Currency A company that 
makes credit sales at prices stated in a foreign currency also will experience gains or losses 


The amount of a foreign 
currency credit purchase 


is determined by using the 
exchange rate on the date 
it is journalized 


The foreign exchange 
rate gain for the credit 


purchase is determined 
by using the exchange 
rate on the payment date 


A foreign exchange rate 
loss occurs if the exchange 


rate increases between 
the purchase date and the 
collection date 
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from fluctuations in the exchange rate. To illustrate, let us change our preceding example to 
assume that the U.S. company se//s merchandise on August | to the British company at a price 
of £10,000. We shall again assume that the exchange rate on August | is $1.63 per British 
pound and that payment is due in 60 days. The entry on August | to record this sale would be: 


SASS see yee nen On keer ew Re Re Mee ae et ence Rem ape 16,300 


To record sale to British company with sales price set at £10,000 
(£10,000 x $1.63) = $16,300. To be collected in 60 days. 


In 60 days (September 30), the U.S. company will collect from the British company the 
U.S. dollar equivalent of £10,000. If the exchange rate on September 30 has fallen to $1.61 
per pound, the U.S. company will collect only $16,100 (£ 10,000 x $1.61 = $16,100) in full 
settlement of its account receivable. Since the receivable had originally been equivalent to 
$16,300, the decline in the exchange rate has caused a loss of $200 to the U.S. company. The 
entry to be made on September 30 would be: 


CAST inves ee cre ee ee are Oe eng ne te nen tet ener 16,100 
Loss on Fluctuations in Foreign Exchange Rates .................... 200 
ACCOUMISIRECCINADIC: Brean scar sceese ne ert ote epee eterna anna me 16,300 


To record collection of £10,000 receivable from British 
company and to recognize loss from fall in exchange 
rate since date of sale: 


Original sales price (£10,000 x $1.63) ............... $16,300 
Amount received (£10,000 X $1.61) ..............0.. 16,100 
Loss from decline in exchange rate .................. $ 200 


Now consider the alternative case, in which the exchange rate rises from $1.63 at August 1 
to $1.66 at September 30. In this case, the British company’s payment of £10,000 will convert 
into $16,600, creating a gain for the U.S. company. The entry on September 30 would then be: 


(OFT lees eee ee Ie eC tories ere aah eae ett Se ER cee eae ei aes 16,600 
Accounts! Receivable. iwwan cect reticent ee erate eee eres enone 16,300 
Gain on Fluctuations in Foreign Exchange Rates ................ 300 


To record collection of £10,000 receivable from British 
company and to recognize gain from increase in 
exchange rate: 


Original sales price (£10,000 x $1.63) ............... $16,300 
Amount received (£10,000 X $1.66) ................. 16,600 
Gain from increase in exchange rate ................. $ 300 


Adjustment of Foreign Receivables and Payables at the Balance Sheet 
Date We have seen that fluctuations in exchange rates may cause gains or losses for com- 
panies with accounts payable or receivable in foreign currencies. Exchange rates fluctuate on a 
daily basis. For convenience, however, the company usually waits until the account is paid or col- 
lected before recording the related gain or loss. An exception to this convenient practice occurs at 
the end of the accounting period. An adjusting entry is made to recognize any gains or losses that 
have accumulated on any foreign payables or receivables through the balance sheet date. 

To illustrate, assume that the transaction illustrated in Exhibit 15—8 occurs on November 10 
when a U.S. company buys equipment from a Japanese company at a price of 10 million yen 
(¥10,000,000), payable on January 10 of the following year. If the exchange rate is $0.0100 
per yen on November 10, the entry for the U.S. company to record the purchase would be: 


Foreign Currencies and Exchange Rates 


EqQuIpMe nto fence tne eanmen cers leet nnn cenare tie ayers arta Soeiein aetna 100,000 
Accounts! Rayable® csc /ecccarcreencrecticunic ahs win eon sariceresceesaveeneores 100,000 


To record purchase of equipment from Japanese company at 
a price of ¥10,000,000, payable January 10 (¥10,000,000 x 
$0.0100 = $100,000). 


Recording the initial transaction 


November 10: Japanese 
company records a sale and November 10: U.S. 


receivable of ¥10,000,000. Se een ceetn ncn 


ifr 


Yen = 

¥10,000,000 
<I 
| f 


Now assume that on December 31, the exchange rate has fallen to $0.0097 per yen. At this 
exchangerate, the U.S. company’s account payable is equivalent to only $97,000 (¥10,000,000 
$0.0097). Gains and losses from changes in exchange rates are recognized in the period in 
which the change occurs. Therefore, the American company should make an adjusting entry 
to restate its liability at the current dollar-equivalent and to recognize any related gain or loss. 
This entry, dated December 31, would be: 


Accounts Pavablenseeesseren sec atest ent eee one ternary center 3,000 
Gain on Fluctuations in Foreign Exchange Rates ............... 3,000 


To adjust balance of ¥10,000,000 account payable to amount 
indicated by year-end exchange rate: 


@riginalfaccountibalancotereer een ee ree errs $100,000 
Adjusted balance (¥10,000,000 xX $0.0097) .............--.0-. 97,000 
Required'adjustment: 2.25 sse.ccsse eee setae aie cers cuaeumente $ 3,000 


Similar adjustments should be made for any other accounts payable or receivable at year-end 
that are fixed in terms of a foreign currency. 

If the exchange rate changes again between the date of this adjusting entry and the date that 
the U.S. company pays the liability, an additional gain or loss must be recognized. Assume, 


Assets purchased on 
account must be recorded 


in dollars using the 
exchange rate on the 
date of purchase 


Exhibit 15-8 


FOREIGN EXCHANGE 
TRANSACTION: U.S. 
COMPANY BUYS 
EQUIPMENT FROM A 
JAPANESE COMPANY 


The foreign exchange rate 
gain on accounts payable 
is included in year-end 

statements 
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for example, that on January 10 the exchange rate has risen to $0.0099 per yen. As shown in 
Exhibit 15-8, the U.S. company must now spend $99,000 to buy the ¥10,000,000 needed to pay its 
liability to the Japanese company. Thus, the rise in the exchange rate has caused the U.S. company 
a $2,000 loss since year-end. The entry to record payment of the account on January 10 would be: 


ACCOUNTS(P AY Ab Gece merc carsuapeoe ceri sere ate sntesan eae Ve cay acta aacmibe ate) cin eeshate 97,000 
Loss on Fluctuations in Foreign Exchange Rates ................... 2,000 
(OF Tol hee act Feeaeren aeraet ctr rics Pel reece Mecano sect eae eee eee reer Fees 99,000 


To record payment of ¥10,000,000 payable to Japanese 
company and to recognize loss from rise in exchange rate 
since year-end: 


Account payable, December 31 ............ 0. eee eee eee eee $97,000 
/NiatoWlans (ol CEM 10 caacunaeanasogenadenabnbandecenanens 99,000 
Loss from increase in exchange rate .................-.+-20-- $ 2,000 


Notice the overall effect of entering into this credit transaction stated in yen was a $1,000 
gain due to fluctuations in the exchange rate for the yen between November 10 and the date 
of payment (January 10). The U.S. company recognized a $3,000 gain on fluctuations in the 
exchange rate from November 10 through the balance sheet date (December 31). This was 
partially offset in the next fiscal year by a $2,000 loss on fluctuations in the exchange rate 
between December 31 and January 10. The overall effect can be computed directly by mul- 
tiplying the amount of the foreign currency times the change in exchange rates between the 
transaction date and the payment date (¥10,000,000 < [$0.0100 — $0.0099] = $1,000 gain). 
The $3,000 gain recorded at the balance sheet date and the $2,000 loss recorded at the date of 
payment have no associated cash flow effects. 

Gains and losses from fluctuations in exchange rates on transactions carried out in a for- 
eign currency should be included in the income statement. They typically are presented in a 
manner much like interest expense and gains and losses on the sale of plant assets. 


CURRENCY FLUCTUATIONS—WHO WINS AND WHO LOSES? 


Gains and losses from fluctuations in exchange rates are sustained by companies (or indi- 
viduals) that have either payables or receivables that are fixed in terms of a foreign currency. 
United States companies that import foreign products usually have large foreign liabilities. 
Companies that export U.S. products to other countries are likely to have large receivables 
stated in foreign currencies. 

As foreign exchange rates (stated in dollars) fall, U.S.-based importers will gain and 
exporters will lose. When a foreign exchange rate falls, the foreign currency becomes less 
expensive. Therefore, importers will have to spend fewer dollars to pay their foreign liabili- 
ties. Exporters, on the other hand, will have to watch their foreign receivables become worth 
fewer and fewer dollars. 

When foreign exchange rates rise, this situation reverses. Importers will lose, because 
more dollars are required to pay the foreign debts. Exporters will gain, because their foreign 
receivables become equivalent to an increasing number of dollars. 


Strategies to Avoid Losses from Rate Fluctuations There are two basic 
approaches to avoiding losses from fluctuations in foreign exchange rates. One approach is to 
insist that receivables and payables be settled at specified amounts of domestic currency. The 
other approach is called hedging and can be accomplished in a number of ways. 

To illustrate the first approach, assume that a U.S. company makes large credit sales to 
companies in Mexico, but anticipates that the exchange rate for the Mexican peso will gradu- 
ally decline. The U.S. company can avoid losses by setting its sales prices in dollars. Then, if 
the exchange rate does decline, the Mexican companies will have to spend more pesos to pay 
for their purchases, but the U.S. company will not receive fewer dollars. On the other hand, 
the U.S. company will benefit from making credit purchases from Mexican companies at 
prices stated in pesos, because a decline in the exchange rate will reduce the number of dollars 
needed to pay for these purchases. 


Foreign Currencies and Exchange Rates 


The interests of the Mexican companies, however, are exactly the opposite of those of the 
U.S. company. If the Mexican companies anticipate an increase in the exchange rate for the 
U.S. dollar, they will want to buy at prices stated in pesos and sell at prices stated in dollars. 
Ultimately, the manner in which the transactions will be priced simply depends on which 
company is in the better bargaining position. 


Hedgin g Hedging refers to the strategy of “sitting on both sides of the fence”—that is, 
of taking offsetting positions so that your gains and losses tend to offset one another. To illus- 
trate the concept, assume that you make a large bet on a football game. Later you have second 
thoughts about the bet, and you want to eliminate your risk of incurring a loss. You could 
“hedge” your original bet by making a similar bet on the other team. In this way, you will lose 
one bet, but you will win the other—your loss will be offset by a corresponding gain. 

A company that has similar amounts of accounts receivable and accounts payable in the same 
foreign currency automatically has a hedged position. A decrease in the foreign exchange rate 
will cause losses on the foreign receivables and gains on the foreign payables. If the exchange 
rate rises, the gains on the foreign receivables will be offset by losses on the foreign payables. 

Most companies, of course, do not have similar amounts of receivables and payables in the 
same foreign currency. However, they may create this situation by buying or selling foreign 
currency future contracts. These contracts, commonly called futures, are the right to receive 
a specified quantity of foreign currency at a future date. In short, they are accounts receivable 
in foreign currency. Thus, for example, a company that has only foreign accounts payable 
may hedge its position by purchasing a similar dollar amount of foreign currency future con- 
tracts. Then, if the exchange rate rises, any losses on the foreign payables will be offset by a 
gain in the value of the future contracts. 


Exchange Rates and Com petitive Prices Up to this point, we have discussed 
only the gains and losses incurred by companies that have receivables or payables stated in 
a foreign currency. However, fluctuations in exchange rates change the relative prices of 
goods produced in different countries. Exchange rate fluctuations may make the prices of a 
country’s products more or less competitive both at home and to customers throughout the 
world. Even a small store with no foreign accounts receivable or payable may find its busi- 
ness operations greatly affected by fluctuations in foreign exchange rates. 

Consider, for example, a small store in Kansas that sells a U.S.-made brand of television sets. 
If foreign exchange rates fall, which happens when the dollar is strong, the price of foreign- 
made television sets will decline. Thus, the store selling U.S.-made television sets may have 
to compete with stores selling imported television sets at lower prices. Also, a strong dollar 
makes U.S. goods more expensive to customers in foreign countries. Thus, a U.S. television 
manufacturer will find it more difficult to sell its products abroad. 

The situation reverses when the dollar is weak—that is, when foreign exchange rates are 
relatively high. A weak dollar makes foreign imports more expensive to U.S. consumers. 
Also, a weak dollar makes U.S. products less expensive to customers in foreign countries. 


YOUR TURN You as a Consumer \S 


Assume you are in the market for a new racing bicycle. You are considering buying an 
Italian, British, or U.S. racing bicycle. You have recently heard that the dollar is strength- 
ening against the euro and is falling against the British pound. These trends are expected 
to continue for another month. How would this news affect your assessment of choices 
among racing bicycles? 


(See our comments on the Online Learning Center Web site.) 


In summary, we may say that a strong U.S. dollar helps companies that sell foreign-made 
goods in the U.S. market. A weak dollar, on the other hand, gives a competitive advantage to 
companies that sell U.S. products both at home and abroad. 
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Discuss how global 
sourcing increases product 
cost complexity. 
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GLOBAL SOURCING 
FOR MATTEL INC.’S 
BARBIE™ DOLL 
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CONSOLIDATED FINANCIAL STATEMENTS 
THAT INCLUDE FOREIGN SUBSIDIARIES 


In Chapter 14, we discussed the concept of consolidated financial statements. These state- 
ments view the operations of the parent company and its subsidiaries as if the affiliated com- 
panies were a single business entity. Several special accounting problems arise in preparing 
consolidated financial statements when subsidiaries operate in foreign countries. First, the 
accounting records of the foreign subsidiaries must be translated into U.S. dollars. Second, 
the accounting principles in use in the foreign countries may differ significantly from U.S. 
generally accepted accounting principles. 

These problems pose interesting challenges to professional accountants and will be 
addressed in later accounting courses. Readers of the financial statements of U.S.-based cor- 
porations, however, should know that the consolidated financial statements of these com- 
panies are expressed in U.S. dollars and conform to U.S. generally accepted accounting 
principles. 


Global Sourcing 


Differences in exchange rates can create significant complexities for firms practicing global 
sourcing. An article in the Los Angeles Times illustrated the additional problems associated 
with determining the cost of producing a doll using inputs from several countries. Exhibit 15—9 


Hong Kong 
Management = $1.00 


Japan—Hair 


Saudi Arabia Taiwan 


Barbie™ final wholesale 
price in the U.S. = $10.00 


Global Sourcing 


traces the multicountry path of a Barbie™ doll from its raw materials source in a Saudi Ara- 
bian oil field to U.S. toy stores. After the oil is refined to produce ethylene, Taiwan uses the 
ethylene to produce vinyl pellets that are shipped to Dongguan in China’s Guangdong prov- 
ince. At the Chinese joint-venture factory, 5,500 workers, paid between $30 and $40 per 
month, make the plastic doll and her clothes. However, most of the machinery and tools, 
including the plastic mold injection machines, are imported from the United States, Europe, 
and Japan. The molds themselves come directly from the United States. Japan contributes 
Barbie’s nylon hair. Hong Kong manages the entire process, arranging banking and insurance, 
supervising exporting and importing, and overseeing transportation back to the United States. 
Finally, U.S. domestic packaging, trucking, advertising, and other functions that employ thou- 
sands of U.S. workers result in a $10.00 Barbie™ wholesale price. Mattel Inc. has indicated 
that its typical profit from the sale of a Barbie™ is about $1.00. 

Exhibit 15-10 illustrates the costs and exchange rate issues involved in the produc- 
tion of a Barbie™ doll. Panel A provides the currency exchange rates for the countries 
involved in global sourcing for the Barbie™ doll. Panel B includes estimated product 
export costs for the Mattel Inc. Barbie™ made at the Meitai factory in Dongguan, China. 
The estimated costs in the exhibit are based on a single day’s reported exchange rates. 
Companies must choose a representative exchange rate to compute the cost buildup in 
their domestic currency. 


Estimated Product Cost for Barbie™ 


Panel A: Exchange Ratest 


Country Currency U.S. $ Equivalent 
Saudi Arabia Riyal .2667 
Taiwan Taiwanese dollar .0326 
Hong Kong Hong Kong dollar .1286 
Japan Yen .0095 
China Yuan 1225 


Panel B: Estimated Product Cost Buildup 


Input Foreign Currency Value U.S. $ Equivalent 
Raw materials: 
Saudi Arabia 0.6374 riyal $0.17 
Taiwan 4.908 Taiwanese dollars 0.16 
Japan 22.11 yen 0.21 
China 0.898 yuan 0.11 
Direct labor: 
China 2.857 yuan 0.35 
Overhead: 
Hong Kong 7.776 Hong Kong dollars _1.00 
Total export cost $2.00 


“Estimates based on information provided in R. Tempest, “Barbie and the World Economy,” Los Angeles Times, September 22, 
1999, p. 1. 


tBased on exchange rates from www.xe.com/ucc. 


The information in the exhibit does not provide details about customs duties, import and 
export fees, multicountry tax laws, and tax treaties. These are also costs of doing business in 
a global environment. Many companies underestimate the cost of globalizing their business 
operations because they are not familiar with the environmental characteristics discussed at 
the beginning of this chapter. Making accurate estimates of costs for global sourcing is a chal- 
lenge for companies wishing to become more global. 


Exhibit 15-10 


EXCHANGE RATES 
AND ESTIMATED 
PRODUCT COST FOR 
BARBIE™ DOLLS 
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FOREIGN CORRUPT PRACTICES ACT 


In many countries, product costs also include expenses incurred to expedite official paper- 
work. Kenyan business executives refer to kitu kidogo (“something small’), the Chinese pay 
huilu, Russians shell out vzyatka, and Middle Easterners pay baksheesh. In dozens of countries 
around the world, bribery is part of doing business. In many countries, this officially sanc- 
tioned corruption is not viewed as wrong or unethical. However, U.S.-based businesses are 
prohibited from influence peddling. The Foreign Corrupt Practices Act (FCPA), passed in 
1977 and amended in 1986 and 1998 by the U.S. Congress, prescribes fines and jail time for 
managers violating its rules. For over 20 years, U.S. companies have complained about the 
advantage experienced by international competitors who are not bound by the FCPA. 

Experiences in the past 5 to 10 years have changed international attitudes about the impact 
of corrupt practices on economic viability. In particular, the 1997-1998 Asian crisis was 
blamed partly on graft and influence peddling. According to some estimates, corruption asso- 
ciated with doing business in China can add 5 percent to operating costs. Corruption can be so 
rampant that companies refuse to operate in some foreign locations, causing countries to lose 
valuable direct foreign investment. 

The International Monetary Fund and the World Bank instituted policies in the late 1990s 
to cut off funding to countries ignoring corrupt practices. In 1997, $292 million in loans to 
Kenya were suspended until policies and procedures to prevent corruption were instituted. 
Many of the recommended policies and procedures are modeled after the FCPA. The scope 
of the FCPA is very broad. Under FCPA rules, it is illegal for all U.S. companies and foreign 
companies operating in the United States, their affiliates, and their agents to bribe a govern- 
ment official. Criminal and civil prosecution can lead to fines of up to $2 million for the com- 
pany and $100,000 for executives involved, with prison terms of up to five years. 


You as a Head of International 
Acquisitions 


YOUR TURN 


Assume you are the head of international acquisitions for a large multinational toy com- 
pany traded on the New York Stock Exchange. You have been involved for several 
months in a deal to acquire a large facility in a midsize city in central China. This building 
will be remodeled by your company to produce a range of toy products for the Chinese 
market. For a variety of reasons, progress has been extremely slow on completing the 
acquisition. In particular, city administrators have continually delayed issuing the neces- 
sary paperwork. You decide to fly to China to meet with the city’s top three officials. Dur- 
ing your meeting it becomes clear that the three city officials would guarantee processing 
the associated paperwork much faster if your company would provide a significant pay- 
ment to each of them to help expedite the necessary work. These administrators point out 
that a German company that acquired a facility in the city the previous year was willing to 
pay extra to expedite paperwork. 

Your CEO has made it clear to you that the China project is very important and expe- 
diting it is critical for its long-run success. What should you do? 


(See our comments on the Online Learning Center Web site.) 


The FCPA has implications for accounting in two specific areas: record keeping and internal 
control procedures. The act requires that all payments, including improper payments, be 
recorded and disclosed. Further, the act requires an adequate system of internal controls that 
maintains the integrity of the company’s assets, allowing only authorized personnel to have 
access to them. The 1986 amendment to the FCPA distinguished between influence peddling, to 


Concluding Remarks 
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Ethics, Fraud & Corporate Governance 


The Foreign Corrupt Practices Act (FCPA) applies to U.S. 
companies and foreign companies operating in the U.S., their 
affiliates, and their agents. Violations of the FCPA expose 
companies and individuals to both civil and criminal liability. 
For example, the Securities and Exchange Commission (SEC) 
brought an enforcement action against In Vision Technologies, 
Inc. (InVision), alleging that In Vision violated the FCPA. The 
SEC alleged that InVision authorized improper payments to 
government officials in China, Thailand, and the Philippines 
in connection with sales activities. 

InVision’s sales agent in China provided $95,000 of foreign 
travel and other benefits to airport officials in Guangzhou. 
The sales agent notified InVision’s regional sales manager, 
who notified the senior sales executive of these payments. 
These payments were improperly recorded by InVision as 
cost of goods sold. 


InVision paid its sales agent in the Philippines $108,000 
to be used to make gifts and pay cash to government officials 
in order to generate sales. InVision improperly recorded this 
payment as a sales commission. 

InVision violated the following provisions of the FCPA: 
(1) illegal offers and payments, (2) books and records (e.g., 
improperly recording gifts and other payments as cost of 
goods sold or sales commissions), and (3) internal controls. 
InVision agreed to disgorge $589,000 in profits from sales 
where the FCPA was violated, pay $28,700 in prejudgment 
interest, and pay a $500,000 civil penalty. In addition, 
InVision agreed to retain an independent consultant to 
develop a corporate compliance program designed to prevent 
and detect future violations of the FCPA. 


motivate the awarding of business that would not otherwise have been awarded, and facilitating 
payments, to motivate officials to undertake actions more rapidly than they might otherwise. 
A facilitating payment might be given to a customs official to expedite imported merchandise 
through customs. This latter type of payment is not illegal under the act. Companies engaging in 
globalization must ensure that their cross-border employees comply with the FCPA. 


Concluding Remarks 


In this chapter we have established a framework to help you understand international 
financial reporting issues. You have learned how global environmental differences create 
demand for different types of financial information. However, other global forces, particu- 
larly global securities markets and large international firms, are pushing for a uniform set 
of international accounting standards for financial reporting. What does the development of 
international accounting standards foreshadow? We believe that significant progress toward 
harmonization is occurring. However, users of international financial statements should 
expect wide variation in disclosure levels and financial reporting practices for several years 
to come. 


END-OF-CHAPTER REVIEW 


Define four mechanisms companies use to 
L01_ globalize their business activities. Companies 
globalize their business activities through exporting, 
licensing, joint ventures, and wholly owned subsidiaries. 
Multinational companies use a global sourcing approach. 


Identify how global environmental forces— 
102 (a) political and legal systems, (b) economic 
systems, (c) culture, and (d) technology and 
infrastructure—affect accounting practices. Countries use 
their political and legal systems to transfer and control business 
assets. Market versus centrally planned economic systems create 
different demands for financial reporting. Culture influences 
business relationships through beliefs and expectations of 
customers and business associates. The technology and 
infrastructure of each global location will affect the type and costs 
of business activities and related financial accounting reports. 


Explain why there is demand for harmonization of 
global financial reporting standards. Cross-border 
differences in accounting and reporting create analysis 
and comparability problems between and among companies. 
The need for comparable information has led to the demand for 
harmonization. 


LO 


Demonstrate how to convert an amount of money 

from one currency to another. To convert a foreign 

currency to an equivalent dollar amount, multiply the 
foreign currency by the foreign exchange rate. To convert a 
dollar amount into an equivalent amount of foreign currency, 
divide the dollar amount by the exchange rate. 


Key Terms Introduced or 


Emphasized in Chapter 15 


adoption of IFRS (p. 689) Means abandoning the country’s 
financial reporting standards and replacing them with Interna- 
tional Financial Reporting Standards (IFRS). 


convergence with IFRS (p. 690) A process by which a coun- 
try’s financial reporting standards are changed so that the use of 
their country GAAP standards will produce IFRS “equivalent” 
financial reports. 


cross-border financing (p. 689) Occurs when a company 
sells its securities in the capital markets of another country. 


exchange rate (p. 691) The amount it costs to purchase one 
unit of currency with another currency. 


exporting (p. 685) Selling a good or service to a foreign cus- 
tomer in a foreign country. 


Compute gains or losses on receivables or 
L05 payables that are stated in a foreign currency 
when exchange rates fluctuate. The receivable or 
payable is recorded on the date the transaction is agreed to using 
the prevailing exchange rate. When exchanging cash completes 
the transaction, the exchange rate at the completion date is used 
to record the cash flow; the difference between the cash 
exchanged and the receivable or payable is recorded as a foreign 
exchange gain or loss. 


Describe techniques for “hedging” against losses 

from fluctuations in exchange rates. Hedging is 

offsetting the potential for losses from foreign exchange 
rate fluctuations. It can be accomplished by having offsetting 
receivables and payables in the foreign currency or by buying or 
selling foreign currency future contracts. 


Discuss how global sourcing increases product 
cost complexity. When some of the activities of 
designing, developing, producing, marketing, and 
servicing a product or service occur in more than one country, 
then global considerations affect product costs. These 
considerations include foreign exchange gains and losses, taxes, 
import and export duties, trade agreements, foreign trade zones, 
and limitations on currency flows. 


L07 


Explain the importance of the Foreign Corrupt 
Practices Act. The FCPA prohibits influence peddling 
through bribery in international locations. The act 
requires companies engaged in global business activities to 
maintain good record keeping and adequate internal controls to 
safeguard company assets. 


Foreign Corrupt Practices Act (p. 700) Passed in 1977 
and amended in 1986 and 1998 by the U.S. Congress, pre- 
scribes fines and jail time for managers violating its rules. 
It distinguishes between illegal influence peddling to moti- 
vate awarding of business that would not otherwise have been 
awarded and legal facilitating payments made to motivate 
officials to undertake actions more rapidly than they might 
otherwise. 


foreign trade zones (p. 686) Goods imported into these desig- 
nated U.S. areas are duty free until they leave the zone. 


future contracts (p.697) A contract giving the right to receive 
a specified quantity of foreign currency at a future date. 


global sourcing (p. 685) The close coordination of R&D, 
manufacturing, and marketing across national boundaries. 


globalization (p. 684) Occurs as managers become aware of 
and engage in cross-border trade and operations. 


Demonstration Problem 


harmonization of accounting standards (p. 689) The glo- 
balization of similar accounting methods and principles used 
throughout the world. 


hedging (p. 697) The practice of minimizing or eliminating 
risk of loss associated with foreign currency fluctuations. 


industrial organizations (p. 687) Exist when companies 
group themselves into conglomerates representing different 
industries. South Korean conglomerates, called chaebol, and 
Japanese conglomerates, called keiretsu, consist of companies 
that are grouped as customers and suppliers and usually contain 
a bank. 


infrastructure (p. 689) Access to communication, transporta- 
tion, and utilities provided to businesses in each global location. 


International Accounting Standards Board (IASB) (p. 689) 
Charged with the responsibility of creating and promulgating 
international standards. 


international joint venture (p. 685) A company owned by 
two or more companies from different countries. 
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international licensing (p. 685) A contractual agreement 
between a company and a foreign party allowing the use of 
trademarks, patents, technology, designs, processes, intellectual 
property, or other proprietary advantage. 


market economy (p. 687) Exists when ownership of land 
and the means of production are private and markets dictate the 
allocation of resources and the output among segments of the 
economy. 


planned economy (p. 687) Exists when the government uses 
central planning to allocate resources and determine output 
among various segments of the economy. Government owner- 
ship of land and the means of production characterize planned 
economies. 


wholly owned international subsidiary (p. 685) Created 
through a company’s foreign direct investment; involves using 
domestically generated funds in another country to purchase 
100 percent equity control of a foreign subsidiary. 


Demonstration Problem 


TronMan, Inc., is a U.S. company that manufactures exercise machines and distributes several lines 
of imported bicycles. Selected transactions of the company were as follows: 


Oct. 4 


Purchased manufacturing equipment from Rhine Mfg. Co., a German company. The 


purchase price was €400,000, due in 60 days. Current exchange rate, $0.7020 per 
euro. (Debit the Equipment account.) 


Oct. 18 


Purchased 2,500 racing bicycles from Ninja Cycles, a Japanese company, at a price of 


¥60,000,000. Payment is due in 90 days; the current exchange rate is $0.0110 per yen. 
(IronMan uses the perpetual inventory system.) 


Nov. 15 


Purchased 1,000 touring bicycles from Royal Lion Ltd., a British corporation. The 


purchase price was £192,500, payable in 30 days. Current exchange rate, $1.65 per 


British pound. 
Dec. 3 


Issued a check to First Bank for the U.S. dollar-equivalent of €400,000 in payment 


of the account payable to Rhine Mfg. Co. Current exchange rate, $0.7110 per euro. 


Dec. 15 


Issued a check to First Bank for dollar-equivalent of £192,500 in payment of the 


account payable to Royal Lion Ltd. Current exchange rate, $1.60 per British pound. 


Instructions 


a. Prepare entries in general journal form to record the preceding transactions. 


b. Prepare the December 31 adjusting entry relating to the account payable to Ninja Cycles. The 
year-end exchange rate is $0.0113 per Japanese yen. 


c. Identify some methods that IronMan, Inc., could use to decrease its exposure to foreign 


exchange rate fluctuations. 


d. Discuss environmental characteristics of Japan, Germany, and the United Kingdom that influ- 
ence their exchange rate fluctuations. 
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Solution to the Demonstration Problem 


a. The general journal entries to record the transactions are as follows: 


GENERAL JOURNAL 


Date Account Titles and Explanation Debit Credit 


Oct. 4 Equipment icc necks eb ee hae She beware eo ed 280,800 
Accounts Payable (Rhine Mfg. Co.) ................. 280,800 


To record purchase of equipment from Rhine Mfg. Co. 
for €400,000, exchange rate $0.7020 per euro 
(€400,000 x $0.7020 = $280,800). 


Oct. 18 INVENTION? 2 icceci ie ene eeeee gd bedi ea ne ahd eninge 660,000 
Accounts Payable (Ninja Cycles) ................... 660,000 
Purchased 2,500 bicycles from Ninja Cycles for 
¥60,000,000, exchange rate $0.0110 
(¥60,000,000 x $0.0110 = $660,000). 
Nov.15 Inventory ......... 00... cee eee 317,625 
Accounts Payable (Royal Lion Ltd.) ................. 317,625 
Purchased 1,000 bicycles from Royal Lion Ltd. for 
£192,500, due in 30 days. Exchange rate $1.65 per pound 
(£192,500 x $1.65 = $317,625). 


Dec. 3 Accounts Payable (Rhine Mfg. Co.)..................... 280,800 
Loss on Fluctuations of Foreign Exchange Rates .......... 3,600 
Cash ct dedded etictieh ewe die bh eee 284,400 


Paid €400,000 liability to Rhine Mfg. Co. 
(Original balance less amount paid equals loss: 
$280,800 — (€400,000 x $0.7110) = —$3,600). 


Dec. 15 Accounts Payable (Royal Lion Ltd.) .................... 317,625 
Gain on Fluctuations of Foreign Exchange Rates ....... 9,625 
GCaSh: thi cetaneda Seton ear tela eke eee 308,000 


Paid £192,500 liability to Royal Lion Ltd. 
(Original balance less amount paid equals gain: 
$317,625 — (£192,500 x $1.60) = $9,625). 


b. The December 31 adjusting entry for the account payable to Ninja Cycles: 


GENERAL JOURNAL 


Date Account Titles and Explanation Debit Credit 
Dec. 31 Loss on Fluctuations in Foreign Exchange Rates............ 18,000 
Accounts Payable (Ninja Cycles) ..................... 18,000 


To adjust balance of ¥60,000,000 liability to amount 
indicated by year-end exchange rate: 
(Original balance less adjusted balance equals loss: 
$660,000 — (¥60,000,000 x $0.0113) = —$18,000). 


c. IronMan could use offsetting payables and receivables to control potential foreign exchange rate 
losses. For example, if IronMan could export its exercise equipment to Japan, then it would have 
a receivable to offset its payable. IronMan could also purchase future contracts maturing 
at the same time the liabilities were due. Gains and losses on the future contracts would 
offset gains and losses resulting from foreign currency fluctuations. 


d. Germany has a lower volume and smaller capitalized equities market. Germany uses the euro and 
is part of the European Union. Banks are a major provider of capital to businesses in Germany. 
Japan has keiretsu organizations for many of its industrial groups. These organizations include 
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manufacturers, distributors, wholesalers, retailers, and suppliers who work together and share 
resources. The accounting profession is much weaker in both Germany and Japan than in the 
United States. The United Kingdom is most like the United States, with active equity markets, 
a strong accounting profession, and similar accounting rules. 


Self-Test Questions 


The answers to these questions appear on page 719. 


1. 


Which of the following statements are true about globaliza- 
tion methods? 


a. International licensing involves the creation of a new 
company that is owned by two or more firms from dif- 
ferent countries. 


b. Exporting involves contracts that allow a foreign com- 
pany to use a domestic company’s trademarks, patents, 
processes, or technology. 


ce. Global sourcing involves the close coordination of 
research and development, purchasing, marketing, and 
manufacturing across national boundaries. 

d. A wholly owned international subsidiary is created 
when a foreign government owns 100 percent of the 
equity in a U.S.-based firm. 


. Which of the following environmental factors can affect the 


cost of doing business in a foreign country? (Identify all 
correct answers.) 


a. The educational level of the workforce. 

b. Laws regulating the transfer of profits out of a country. 
c. Tax and tariff regulations. 
d 


Restricted access to communication and transportation 
networks. 


. A country whose citizens are highly group oriented and 


who accept unequal power distributions between and within 
organizations would be considered: 


Individualistic and low power distance. 
Collectivist and high power distance. 
Individualistic and high power distance. 


Bess 


Collectivist and low power distance. 


. On March 1, Laton Products (a U.S. firm) purchased manu- 


facturing inputs from a Mexican supplier for 20,000 pesos, 
payable on June |. The exchange rate for pesos on March 1 
was $0.17. If the exchange rate increases to $0.19 on June 1, 
what amount of gain or loss would be reported by Laton 
related to the currency exchange? 


a. $400 gain. 
b. $200 loss. 
c. $400 loss. 
d. $200 gain. 


. On January 1, a German company purchased merchan- 


dise from a U.S. firm for $50,000, payable on March 1. 
The exchange rate for the euro on January 1 was $1.10. 
If the exchange rate increases to $1.12 on March 1, what 
amount of gain or loss would the U.S. firm report related to 
currency fluctuations? 


a. $1,000 gain. 

b. $1,000 loss. 

c. $500 gain. 

d. No gain or loss would be reported. 


TMA Discussion Questions 


1. 


In general terms, identify several factors that prompt differ- 
ent countries to develop different accounting principles. 


. What is the International Accounting Standards Board? 


Why has the board been unable to obtain uniform global 
application of its standards? 


. An American company is considering entering into a joint 


venture with a Japanese firm. Describe what cultural differ- 
ences each party should consider. 


. Consider Exhibit 15-4. Explain the cultural differences 


between the United States and Brazil. 


. Why is it important to understand the economic system 


under which a company operates before entering into a 
business relationship? 


. Provide an example showing how the following environ- 


mental forces affect accounting practices: 
a. Political and legal systems 


b. Economic systems 


10. 


11. 


c. Culture 
d. Technology and infrastructure 


Discuss two ways in which the Foreign Corrupt Practices 
Act has affected U.S. companies. 


Explain two ways in which a company that makes pur- 
chases on account from foreign companies can protect itself 
against the losses that would arise from a sudden increase 
in the foreign exchange rate. 


What does the globalization of business mean? Think of 
two companies with which you are familiar. How would 
you describe their level of globalization? 


You’ve just read in The Wall Street Journal that the U.S. 
dollar has weakened relative to the euro. All else equal, 
what would you expect to happen to the quantity of Italian 
leather jackets sold in the United States? Why? 


What is the difference between an international licensing 
agreement and an international joint venture? 
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12. To maintain a high level of control over production opera- 14. A French furniture maker agrees to purchase wood stain 
tions and final product quality, what types of globalization from a U.S. paint manufacturer. If all payments are to be 
activities could a company engage in? made in U.S. dollars, which company bears the risk of 


13. How might the required financial reports differ between coun- exchange rate gains and losses? 


tries that are individualistic and countries that are collectivist? 15. What is meant by the phrase natural hedging against 
exchange rate risk? 


Brief Exercises connect” 


Lo4 BRIEF Translate the following amounts of foreign currency into an equivalent number of U.S. dollars 
EXERCISE 15.1 using the exchange rates in Exhibit 15.7. 

Foreign Currency a. £800,000 
Translations b. ¥350.000 
ce. £50,000 

Lo4 BRIEF Assume that a U.S. company makes a purchase from a British company and agrees to pay a price 
EXERCISE 15.2 of £2 million. 

105 Purchases in a a. How will the U.S. company determine the cost of this purchase for the purpose of recording it 
Foreign Currency in its accounting records? 

b. Briefly explain how the U.S. company can arrange for the payment of pounds to the British 
company. 

Lo4 BRIEF A recent newspaper shows the exchange rate for the British pound at $1.44 and the yen at $0.0108. 
EXERCISE 15.3 Does this indicate that the pound is stronger than the yen? Explain. 

Currency Strength 

Lo5 BRIEF Explain how an increase in a foreign exchange rate will affect a U.S. company that makes: 
EXERCISE 15.4 a. Credit sales to a foreign company at prices stated in the foreign currency. 

Sse BANC b. Credit purchases from a foreign company at prices stated in the foreign currency. 
Fluctuations 
c. Credit sales to a foreign company at prices stated in U.S. dollars. 

Lo5 BRIEF You are the purchasing agent for a U.S. business that purchases merchandise on account from 
EXERCISE 15.5 companies in Mexico. The exchange rate for the Mexican peso has been falling against the U.S. 
Currency Choice dollar and the trend is expected to continue for at least several months. Would you prefer that 

LOG the prices for purchases from the Mexican companies be specified in U.S. dollars or in Mexican 

pesos? Explain. 

lo4 BRIEF CompuTech is a U.S.-based multinational corporation. Foreign sales are made at prices set in 
EXERCISE 15.6 U.S. dollars, but foreign purchases are often made at prices stated in foreign currencies. If the 
Currency Strength exchange rate for the U.S. dollar has risen against most foreign currencies throughout the year, 


and Gains and Losses would CompuTech have recognized primarily gains or losses as a result of exchange rate fluctua- 
tions? Explain. 


102 BRIEF When business transactions are conducted internationally, cultural differences must be taken into 
EXERCISE 15.7 consideration. Geert Hofstede is a leading researcher on how cultural variables can affect such 
Culture Effects international arrangements. Hofstede has a Web site where he is quoted as saying: 


on Business 


For those who work in international business, it is sometimes amazing how different people 
in other cultures behave. We tend to have a human instinct that “deep inside” all people are 
the same—but they are not. Therefore, if we go into another country and make decisions 
based on how we operate in our own home country—the chances are we’ll make some very 
bad decisions. 


Exercises 


L05 


LOG 


LO8 


LO4 


L01 


through 


LO8 


L01 


L02 


BRIEF 
EXERCISE 15.8 


Currency Fluctuation 
Effects 


BRIEF 
EXERCISE 15.9 


Foreign Corrupt 
Practices Act 


BRIEF 
EXERCISE 15.10 


Exchange Rate 
Computation 


EXERCISE 15.1 


Global Business 
Terminology 


EXERCISE 15.2 
External Financial 
Reports and 
Globalization 
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Go to Hofstede’s Web site (http://www.geert-hofstede.com) and find an example of how busi- 
ness dealings can be hindered by a lack of understanding of cultural differences. 


Bell Corporation has a receivable denominated in British pounds and a payable in Mexican pesos 
resulting from imports from Mexico. Bell recorded foreign exchange gains related to both its 
pound-related receivable and its peso-denominated payable. Did the foreign currencies increase or 
decrease in dollar value from the date of the transaction to the settlement date? 


In 1995, Lockheed was prosecuted by the U.S. government for allegedly paying $1 million to a 
member of the Egyptian parliament in order to sell its military jets to Egypt’s armed forces. The 
company paid a $24.5 million fine and a vice president was fined $125,000 and sentenced to 
18 months in prison. What U.S. law was violated and why? 


AU.S. company purchased a shipment of fabrics from Bahrain for 3,500,000 dinars. According to 
the current exchange rate, what is the value of this contract in U.S. dollars? 


f connect 


[ACCOUNTING 


Exercises 


The following are nine global business terms used in this chapter: 


Hedging Foreign exchange risk International Accounting 
Foreign Corrupt Planned economy Standards Board 

Practices Act International licensing Harmonization 
Globalization Exporting 


Each of the following statements may describe one of these terms. For each statement, indicate the 
global business term described, or answer “None” if the statement does not correctly describe any 
of the terms. 


a. The amount it costs to purchase one unit of currency with another currency. 
b. Selling a good or service to a foreign customer. 


c. Across-border contractual agreement allowing one company to use the trademarks, patents, or 
technology of another company. 


d. Distinguishes between illegal influence peddling and legal facilitating payments. 


e. The practice of minimizing or eliminating risk of loss associated with foreign currency 
fluctuations. 


f. Markets dictate the allocation of resources and output among segments of the economy. 


g. The group charged with the responsibility of creating and encouraging the use of international 
financial reporting standards. 


With a group of two or three students, choose a publicly traded global company that you think you 
might want to invest in some time in the future. Use the Internet or annual report data to answer 
the following questions. 


a. In which geographical regions does the company operate? 


b. What is the proportion of total sales represented by foreign sales? How has this changed over 
the past five years? 


c. What efforts has the company recently undertaken to increase/decrease globalization (for 
example, joint ventures, licensing agreements, etc.)? 


d. What are the company’s hedging practices/policies? 


e. Have any overseas activities been unsuccessful, discontinued, or resulted in asset losses? If so, 
what happened? 


f. Overall, how aggressively do you feel this company is pursuing globalization? 
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EXERCISE 15.5 


Currency Fluctuations: 
Who Wins and 
Who Loses? 


EXERCISE 15.6 


Foreign Currency 
Transactions 
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For each of the following scenarios, use the current exchange rates in The Wall Street Journal or 

from an Internet site such as www.xe.com/ucc to compute the required amount: 

a. A Citroén automobile is advertised in France for 15,000 euros. What is the dollar equivalent 
of 15,000 euros? 

b. Jackk’s food emporium is importing foreign hot sauce from Brazil for 7,000 reals. What is the 
dollar equivalent? 

c. You are traveling on safari in South Africa and have brought $3,000 in spending money. How 
many South African rand will you receive for spending money? 

d. While traveling in Europe, you cross the border between Germany and Switzerland. You have 
150 euros left from your German travels when you spot a souvenir in a Swiss shop for 250 
Swiss francs. Do you have enough spending money to buy the souvenir if you convert your 
euros to Swiss francs? 


The State Department of the U.S. government maintains an Internet site containing informa- 
tion on various countries (www.state.gov). The site includes a database under the countries and 
regions tab. Use the data or other publicly available data to answer the following questions about 
Indonesia. 


a. What are the country’s main exports and imports? 

What is the educational and job classification composition of the labor force? 
How would you describe the infrastructure and technology base of the country? 
What are the political and legal risks of doing business there? 


ome 


If you were advising a U.S. company that wanted to locate a wholly owned subsidiary in Indo- 
nesia, what aspects of the country would you stress that management take into account when 
deciding whether to invest there and how to organize the subsidiary’s manufacturing process? 


Indicate whether each of the companies or individuals in the following independent cases would 
benefit more from a strong U.S. dollar (relatively low foreign exchange rates) or a weak U.S. dol- 
lar (relatively high foreign exchange rates). Provide a brief explanation of your reasoning. 


Boeing (a U.S. aircraft manufacturer that sells many planes to foreign customers). 

A Nikon camera store in Beverly Hills, California (Nikon cameras are made in Japan). 
Citroén (made by Peugot, an auto manufacturer in France). 

The Mexico City dealer for Caterpillar tractors (made in the United States). 

AUS. tourist visiting England. 


mea fo Sh Sf 


A small store that sells U.S.-made video recorders in Toledo, Ohio (the store has no foreign 
accounts receivable or payable). 


The following table summarizes the facts of five independent cases (labeled a through e) of U.S. 
companies engaging in credit transactions with foreign corporations while the foreign exchange 
rate is fluctuating: 


Column 
Type of Currency Exchange Effect 
Credit Used in Rate on 
Transaction Contract Direction Income 
Case 1 2 3 4 
a Sales Foreign currency Falling 
b Purchases U.S. dollars Rising 
c Foreign currency Rising Loss 
d Sales Falling No effect 
e Purchases Foreign currency Gain 


Exercises 


LOS 


LO4 


L05 


L01 


L02 


LOS 


LOG 


LO4 


LO7 


EXERCISE 15.7 


Harmonization around 


the World 


EXERCISE 15.8 


Foreign Currency 
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EXERCISE 15.9 
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nternational 
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EXERCISE 15.10 


Matching Foreign 
Exchange Gains 
and Losses 


EXRCISE 15.11 


Foreign Currency 
Translation Effects 


EXERCISE 15.12 


Global Sourcing Costs 


for Mattel Inc. 
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You are to fill in each blank space after evaluating the information about the case provided in the 
other three columns. The content of each column and the word or words that you should enter in 
the blank spaces are described as follows: 


Column I indicates the type of credit transaction in which the U.S. company engaged with the 
foreign corporations. The answer entered in this column should be either Sales or Purchases. 


Column 2 indicates the currency in which the invoice price is stated. The answer may be either 
U.S. dollars or Foreign currency. 


Column 3 indicates the direction in which the foreign currency exchange rate has moved 
between the date of the credit transaction and the date of settlement. The answer entered in this 
column may be either Rising or Falling. 


Column 4 indicates the effect of the exchange rate fluctuation on the income of the American 
company. The answers entered in this column are to be selected from the following: Gain, Loss, 
or No effect. 


Visit the IASB Web site at www.iasplus.com/country/useias.htm 


a. Name three governments that require companies to prepare their financial reports only in 
accordance with IFRS in order to list their stocks on the country’s securities markets. 


b. Name three governments that will not allow companies that prepare their financial reports 
only in accordance with IFRS list their stocks on the country’s securities markets. 


Assume that on May 1, Zavior Corporation (a U.S. company) sells goods to a Portuguese corpora- 
tion at a price of 100,000 euros, with payment due within three months. At the date of the sale, the 
exchange rate is $1.20 per euro. The Portuguese customer waits until the three months have passed 
and pays for the purchase on July 31, when the exchange rate is $1.18 per euro. What is the gain 
or loss on the transaction for Zavior? Show the journal entries that Zavior would record on May 1 
and on July 31. 


In the Home Depot 2009 financial statements in Appendix A at the end of this textbook, read note 1. 
Find the information about Home Depot’s international store locations. 


a. In what countries (other than the U.S.) does Home Depot have stores? 


b. What environmental factors does it need to consider when expanding to foreign countries and 
why? 


Match the following transactions, which are denominated in a foreign currency, with the appropri- 
ate foreign currency and exchange gain or loss effects. 


Matching Foreign Foreign 
Transaction Currency Exchange Gain 
Transaction Letter Effect or Loss 
a. Export sale ? Appreciates Loss 
b. Import purchase ? Appreciates Gain 
c. Foreign currency receivable ? Depreciates Gain 
d. Payable in foreign currency ? Depreciates Loss 


Find the Consolidated Statement of Stockholders’ Equity and Comprehensive Income section of 
the Home Depot 2009 financial statements in Appendix A. Locate the translation adjustment for 
2009. Was the effect of the adjustment positive or negative on Comprehensive Income? What is 
the implication of the translation adjustment? 


Reconsider Exhibit 15—10, panel B, in the chapter. Use current exchange rates to estimate the 
global costs of making a Barbie™ doll. Has the total cost increased or decreased as a result of 
changes in exchange rates? 


710 Chapter 15 Global Business and Accounting 


02 EXERCISE 15.13 Refer to Exhibit 15-6 in this chapter. Assume a United Kingdom company, Brits International, 
Financial Statement lists on both the London Exchange using U.K. GAAP and the New York Stock Exchange. Brits 
Harmonization International must prepare a reconciliation from U.K. GAAP to U.S. GAAP. This reconciliation 

LO3 shows the following difference associated with revaluations of fixed assets: 

Net Income Shareholder’s Equity 
U.K. balances $783,200 $4,767,900 
U.S. GAAP adjustments: 
a. Additional depreciation charges 47,600 326,533 
that result from revaluation of assets 
b. Reversal of revaluation of fixed assets —_ (523,740) 
U.S. GAAP restatement $830,800 $4,570,693 
Required: 


a. Explain why the adjustment to U.S. GAAP resulted in additions to net income. 


b. Explain why there are additions to shareholders’ equity and why those additions are greater 
than the additions to net income. 


c. Explain why there is a deduction to shareholders’ equity. 


403 EXERCISE 15.14 Honda Motor Company reports that it has manufacturing facilities in over twenty locations 
Honda Motor around the world. Only four of those locations are in Japan. Several are in the U.S., Europe, and 
Company’s Use of South America. Identify the advantages and disadvantages for Honda Motor Company of report- 
IFRS or U.S. GAAP ing its financial results using either IFRS or U.S. GAAP. 

02 EXERCISE 15.15 Research China and write a brief comparison of Chinese political-legal, economic, cultural, and 
Comparing infrastructure factors as contrasted to those in the U.S. Explain how these factors might affect 
Environmental accounting practices in the two countries. 

Factors 


Problem Set A sconnect 


Lo4. PROBLEM 15.1A Crackle Cookie Company is a relatively new company and so far has sold its products only in its 
Exchange Rates home country, Denmark. In December, Crackle determined that it had excess capacity to produce 
L05 and Export Decision more of its special Christmas cookies. It is trying to decide whether to use that capacity to ship a 


batch of cookies overseas. The marketing department has determined that the United States and 
Great Britain are the two most viable markets. Crackle has enough excess capacity to produce only 
107 one batch, which can be shipped to either country. The materials and labor cost to produce the 
batch amount to 8,500 kroner. The marketing department, which located a U.S. shipping company 
that could deliver to either location, also provided the following information: 


United States Great Britain 
Shipping cost 3,000 U.S. dollars 2,000 U.S. dollars 
Duties/customs charges 400 U.S. dollars 480 British pounds 
and miscellaneous 
selling expenses 
Total sales revenue 5,200 U.S. dollars 2,800 British pounds 
Exchange rate data 1 krone = 0.166 U.S. dollars 1 krone = 0.115 


British pounds 


Problem Set A 


loi PROBLEM 15.2A 


Gains and Losses 
Journalizing Exchange 
104 Rate 


through 


LOG 


L044 PROBLEM 15.3A 


Exchange Rates 
and Income Effects 


theanagh 
through 


LO7 


Instructions 


711 


a. If Crackle exports the batch to the United States, what is its estimated profit/loss in Danish 


kroner? 


b. If Crackle exports the batch to Great Britain, what is its estimated profit/loss in Danish kroner? 


c. If the British pound has exhibited rather large fluctuations relative to the Danish kroner 


recently, how might this impact Crackle’s decision as to which country to ship to? 


Global Motors is a U.S. corporation that purchases automobiles from European manufacturers for 


distribution in the United States. A recent purchase involved the following events: 


Nov. 12 Purchased automobiles from Stockholm Motors in Swedish kronor for Sk20,000,000, 
payable in 60 days. Current exchange rate, $0.1286 per krona. (Global uses the per- 


petual inventory system.) 


Dec. 31 Made year-end adjusting entry relating to the $k20,000,000 account payable to Stock- 


holm Motors. Current exchange rate, $0.1288 per krona. 


Jan. 11 Issued a check to World Bank for $2,566,800 in full payment of the account payable 


to Stockholm Motors. 


Instructions 


a. Prepare in general journal form the entries necessary to record the preceding events. 


b. Compute the exchange rate (price) of the krona in U.S. dollars on January 11. 


c. Explain a hedging technique that Global might have used to protect itself from the 
possibility of losses resulting from a significant increase in the exchange rate for the krona. 


Wallerton, Inc., is a U.S. company that has business operations in Canada. Wallerton’s Canadian 
operation exports the majority of its output to customers in the U.S. and sells only a small portion of 
its output to Canadian customers. The following budgeted income statement for Wallerton separates 
the revenue and costs that are in Canadian dollars from those in U.S. dollars. Wallerton wants to know 
the impact of three possible exchange rate scenarios for the Canadian dollar on its budgeted income 
statement (assume one Canadian dollar is equivalent to either $.72, $.77, or $.82 in U.S. dollars). 


WALLERTON, INC. 


BUDGETED INCOME STATEMENT 
FOR THE PERIOD ENDING DECEMBER 31, 2011 


Currency in Millions 


U.S. Canadian 

SASS is ane aes areyats hs, sane Backed abeve dasa 4 cane dias Modvalevs ppaaite ane bh aeeiacanepsee $304.00 C$ 4 
Gostiof goods: Sold... cc eed cae ee hae ere ede awd ta deeb ewe 50.00 200 
Gross profit............00.0 00002 eee $254.00 C$(196) 
Operating expenses: 

FING a.sate teaaes. ao weeded aie ard 6 Pate che anh AJ menended: woe alow ana 30.00 —0- 

Vania ares: fine ait ed eed San eat ard eie inne eae tt and saat 30.72 —0- 
MOAN: sce nscecteevss ne Maeunte deat sue Go Sk tna eh dpsckitcus nat ik Aneta vec ae en $ 60.72 —0- 
Operating CaMmingSs2.4.6..c2d peed dara Poein berg data d a e seed $193.28 C$(196) 
Interest CXPENSES ss cccc cco Ae et bas wd eee Sia A bad gad dale eee 3.00 10 
Earnings before tax ..............0 0000 cc cee eee $190.28 C$(206) 


Additional Information 


Possible Exchange Rate Projected U.S. Sales 


$.72 $300 
77 304 
82 307 
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Instructions 


a. Complete the chart in the working papers related to Wallerton’s budgeted income statement in 
USS. dollars: 


C$ = $.72 C$ = $.77 C$ = $.82 


Sales: 
(1) U.S. 
(2) Canadian 
(3) Total 


Cost of goods sold: 
(4) U.S. 
(5) Canadian 
(6) Total 


(7) Gross profit $103.08 


Operating expenses: 
(8) U.S. fixed 
(9) U.S. variable 
10% of sales 
(10) Total 
(11) Operating earnings $35.252 


Interest expenses: 
(12) U.S. 
(13) Canadian 
(14) Total 
Earnings before tax $38.392 


b. Explain the impact of a stronger Canadian dollar on budgeted earnings before tax. 


104 PROBLEM 15.4A Ulsa Company has manufacturing subsidiaries in Malaysia and Malta. It is considering shipping 
Exchange Rates and the subcomponents of Product Y to one or the other of these countries for final assembly. The final 
107 Production Decisions product will be sold in the country where it is assembled. Other information is as follows: 
Malaysia Malta 
Average exchange rate $1 = 4.30 ringgits $1 = 0.40 lira 
Import duty 5% 15% 
Income tax rate 20% 10% 
Unit selling price of Product Y 645 ringgits 70 liri 
Price of subcomponent 215 ringgits 20 liri 
Final assembly costs 200 ringgits 25 liri 
Number of units to be sold 12,000 units 8,000 units 


In both countries, the import duties are based on the value of the incoming goods in the receiving 
country’s currency. 


Instructions 


a. For each country, prepare an income statement on a per-unit basis denominated in that coun- 
try’s currency. 


b. In which country would the highest profit per unit (in dollars) be earned? 


c. In which country would the highest total profit (in dollars) be earned? 


Problem Set A 


102 PROBLEM 15.5A 
NAFTA vs. ASEAN 


"we 


L044. PROBLEM 15.6A 

A Comprehensive 
Problem: Journalizing 
Log xchange Rate Effects 


through 


Log PROBLEM 15.7A 
FCPA Violations 
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Form a group of students and research the ASEAN Initiative. A government Web site, www.ustr. 
gov, provides information on various trade agreements. Prepare a short presentation or a paper 
that explains how the North American Free Trade Agreement (NAFTA) differs from the ASEAN. 
Explain how trade agreements help businesses and people in various countries. 


Wolfe Computer is a U.S. company that manufactures portable personal computers. Many of the 
components for the computer are purchased abroad, and the finished product is sold in foreign 
countries as well as in the United States. Among the recent transactions of Wolfe are the 
following: 


Oct. 28 Purchased from Mitsutonka, a Japanese company, 20,000 disk drives. The purchase 
price was ¥180,000,000, payable in 30 days. Current exchange rate, $0.0105 per yen. 
(Wolfe uses the perpetual inventory method; debit the Inventory of Raw Materials 
account.) 


Nov. 9 Sold 700 personal computers to the Bank of England for £604,500 due in 30 days. The 
cost of the computers, to be debited to the Cost of Goods Sold account, was $518,000. 
Current exchange rate, $1.65 per British pound. (Use one compound journal entry to 
record the sale and the cost of goods sold. In recording the cost of goods sold, credit 
Inventory of Finished Goods.) 


Novy. 27 Issued a check to Inland Bank for $1,836,000 in full payment of account payable to 
Mitsutonka. 


Dec. 2 Purchased 10,000 gray-scale monitors from German Optical for €1,200,000, payable in 
60 days. Current exchange rate, $0.7030 per euro. (Debit Inventory of Raw Materials.) 


Dec. 9 Collected dollar-equivalent of £604,500 from the Bank of England. Current exchange 
rate, $1.63 per British pound. 


Dec. 11 Sold 10,000 personal computers to Computique, a Swiss retail chain, for 
SFr23,750,000, due in 30 days. Current exchange rate, $0.6000 per Swiss franc. 
The cost of the computers, to be debited to Cost of Goods Sold and credited to 
Inventory of Finished Goods, is $7,400,000. 


Instructions 
a. Prepare in general journal form the entries necessary to record the preceding transactions. 


b. Prepare the adjusting entries needed at December 31 for the €1,200,000 account payable 
to German Optical and the SFr23,750,000 account receivable from Computique. Year-end 
exchange rates, $0.7000 per euro and $0.5980 per Swiss franc. (Use a separate journal entry to 
adjust each account balance.) 


c. Compute (to the nearest dollar) the unit sales price of computers in U.S. dollars in either the 
November 9 or December 11 sales transaction. (The sales price is the same in each transaction.) 


d. Compute the exchange rate for the yen, stated in U.S. dollars, on November 27. 


e. Explain how Wolfe Computer could have hedged its position to reduce the risk of loss from 
exchange rate fluctuations on (1) its foreign payables and (2) its foreign receivables. 


Company A, a U.S. company, has a subsidiary located in Country Z, where various forms of brib- 
ery are accepted and expected. To oversee the operations of the subsidiary, Company A sent one 
of its top U.S. managers to Country Z. Manager M engaged in the following activities while in 
Country Z during recent months of operation: 


a. Paid the equivalent of $200 to a government inspector to reschedule the inspection date of a 
new manufacturing facility from April 15 to February 15. 

b. Paid an average of $50 each to four local police officers who are in charge of patrolling the 
area around the new manufacturing facility. The officers have agreed to increase the number 
of times they check the area. 


c. Company N, a domestic company, is in competition with Company A for a government con- 
tract. Company A has learned that N has given approximately $5,000 to the official who will 
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make the final contract decision. To remain in the running, Manager M authorized Company 
A to pay an equal amount to the official. 


d. The electric utilities are government owned and operated. Due to the frequency of severe 
storms, there are often power outages due to downed lines. Manager M has paid the official 
in charge of coordinating repair crews $200 to ensure that the manufacturing plant’s power is 
one of the first restored. 


Under the Foreign Corrupt Practices Act, as amended, which of the above activities do you think 
would be considered illegal? From an operations standpoint, which of the above activities would 
be considered bad management practice? Are there solutions other than bribery? 


Loi PROBLEM 15.8A Consider note | to the 2009 financial statements of Home Depot, Inc., in Appendix A at the end 
Home Depot's of this textbook. Use this report to assess the globalization of Home Depot by answering the fol- 
ie Globalization lowing questions: 
$ eS a. What are the locations of Home Depot’s international stores? What other global operations 
we does Home Depot undertake? 
Log SA b. Refer to note 1 under “Segment Information.” What percentages of total assets and net sales 


revenue were associated with international operations in 2009? in 2008? 


L07 c. Read note | under “Foreign Currency Translation.” What exchange rate is used to translate 
foreign assets and liabilities for reporting purposes? 


d. Read note | under “Derivatives.” Is there any evidence that management undertakes any for- 
mal hedging to attempt to reduce the impact of currency exchange risk? 


e. Home Depot’s provision for taxes for 2009 and 2008 was $1,362 and $1,278 million, respec- 
tively. Of the total taxes each year, $166 and $62 million, respectively, were paid to foreign 
governments. What percentage of taxes was paid to foreign countries each year? 


f. Do you believe Home Depot, Inc., is a multinational company? Why or why not? 


Problem Set B 


L044 PROBLEM 15.1B Monster Cookie Company is located in Denmark. It is a relatively new company and so far has 
Exchange Rates and sold its products only in its home country. In December, Monster determined that it had excess 
105 Export Decisions capacity to produce more of its special Halloween cookies. It is trying to decide whether to use 


that capacity to ship a batch of cookies overseas. The marketing department has determined 
that the United States and Great Britain are the two most viable markets. Monster has enough 
LO7 excess capacity to produce only one batch, which can be shipped to either country. The materials 
and labor cost to produce the batch amount to 9,000 kroner. The marketing department, which 
located a U.S. shipping company that could deliver to either location, also provided the following 


information: 
United States Great Britain 

Shipping cost 2,800 U.S. dollars 1,900 U.S. dollars 
Duties/customs charges 420 U.S. dollars 500 British pounds 

and miscellaneous 

selling expenses 
Total sales revenue 6,000 U.S. dollars 2,600 British pounds 
Exchange rate data 1 krone = 0.16 U.S. dollars 1 krone = 0.09 British pounds 


Instructions 
a. If Monster exports the batch to the United States, what is its estimated profit/loss in Danish 
kroner? 


b. If Monster exports the batch to Great Britain, what is its estimated profit/loss in Danish 
kroner? 


c. Ifthe British pound has exhibited rather large fluctuations relative to the Danish krone recently, 
how might this impact Monster’s decision as to which country to ship to? 


Problem Set B 
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Euroam is a U.S. corporation that purchases motors from European manufacturers for distribution 
in the United States. A recent purchase involved the following events: 


Dec. 1 Purchased tractors from WMB Motors for SFr4,000,000, payable in 45 days. 
Current exchange rate, $0.75 per Swiss franc. (Euroam uses the perpetual 
inventory system.) 


Dec. 31 Made year-end adjusting entry relating to the SFr4,000,000 account payable to 
WMB Motors. Current exchange rate, $0.78 per Swiss franc. 


Jan. 15 Issued a check to World Bank for $3,080,000 in full payment of the account payable 
to WMB Motors. 


Instructions 
a. Prepare in general journal form the entries necessary to record the preceding events. 
b. Compute the exchange rate (price) of the Swiss franc in U.S. dollars on January 15. 


c. Explain a hedging technique that Euroam might have used to protect itself from the possi- 
bility of losses resulting from a significant increase in the exchange rate for the Swiss franc. 


Jelton, Inc., is a U.S. company that has some business operations in Canada. The Canadian 
operation exports most of its output to the U.S., but incurs most of its costs in Canadian dollars. 
The budgeted income statement for next year is shown below. Jelton wants to know the impact 
of three possible exchange rate scenarios for the Canadian dollar on its budgeted income 
statement (assume one Canadian dollar is equivalent to either $0.70, $0.80, or $0.90 in U.S. 
dollars). 


JELTON, INC. 


BUDGETED INCOME STATEMENT 
FOR THE PERIOD ENDING DECEMBER 31, 2011 


U.S. Canadian 


GIGS aia mate Sue yavees ete Sag a etatineaave Sain Davie, @ceavar canes tbat a Sah Sasa ace $400.00 C$ 5 
Cost Of Goods: SOG. wasdui424 fhe tees eb ies bebe beacon bhaRe 100.00 100 
Gross profit.........0..00.0000 000 ee $300.00 C$ (95) 
Operating expenses: 

FIXGG ss iirc @ ecchstiesnus & So od a cide duns, bin site & dgmwerus & koe atid ddr 30.00 —0- 

Variable ¢.2hao Sid Grant Pie ne Spon ace eel ae Se 40.00 —0- 
TOtAlnc ciate nae arewew tne ae AR ee Tae RA Ae Renn wae $ 70.00 —0- 
Operating CarmingSii.345 ies Pt Ayeteas tae Ringeees tae Pane $230.00 C$ (95) 
Interest CXPENSeS 0.4 06 oc cee reaeek st ek ade ane abe d ae eee 5.00 10 
Earnings before tax ..............0 00000 c cece cece $225.00 C$(105) 


Additional Information 


Possible Exchange Rate Projected U.S. Sales 


$0.70 $395 
0.80 400 
0.90 405 
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Instructions 


a. Complete the chart in the working papers related to Jelton’s budgeted income statement in 
U.S. dollars: 


C$ = $0.70 C$ = $0.80 C$ = 0.90 


Sales: 
(1) U.S. 
(2) Canadian 
(3) Total 


Cost of goods sold 
(4) U.S. 
(5) Canadian 
(6) Total 


(7) Gross profit $224.00 
Operating expenses: 
(8) U.S. fixed 

(9) U.S. variable 
10% of sales 
(10) Total 
(11) Operating earnings $148.55 


Interest expenses: 
(12) U.S. 
(13) Canadian 
(14) Total 
Earnings before tax $146.65 


b. Explain the impact of a stronger Canadian dollar on earnings before tax. 


Haliday Company has manufacturing subsidiaries in Thailand and Mexico. It is considering ship- 
ping the subcomponents of Product X to one or the other of these countries for final assembly. The 
final product will be sold in the country where it is assembled. Other information is as follows: 


Thailand Mexico 
Average exchange rate $1 = 32.5 bhats $1 = 12 pesos 
Import duty 4% 12% 
Income tax rate 30% 28% 
Unit selling price of Product X 5055 bhats 2250 pesos 
Price of subcomponent 1444 bhats 540 pesos 
Final assembly costs 1805 bhats 900 pesos 
Number of units to be sold 14,000 units 10,000 units 


In both countries, the import duties are based on the value of the incoming goods in the receiving 
country’s currency. 


Problem Set B 
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Instructions 


a. For each country, prepare an income statement on a per-unit basis denominated in that coun- 
try’s currency. 


b. In which country would the highest profit per unit (in dollars) be earned? 
c. In which country would the highest total profit (in dollars) be earned? 


Form a group of students and research Dominican Republic—Central America—United States 
(CAFTA-DR) trade agreement for central America. A government Web site, www.ustr.goy, pro- 
vides information on various trade agreements. Prepare a short presentation or a paper that explains 
how requirements for CAFTA-DR differ from those of the North American Free Trade Agreement 
(NAFTA). Explain how trade agreements help businesses and people in various countries. 


Fox Games is a U.S. company that manufacturers computer game consoles. Many of the compo- 
nents for the consoles are purchased abroad, and the finished product is sold in foreign countries as 
well as in the United States. Among the recent transactions of Fox are the following: 


Oct. 25 Purchased from Sutaki, a Japanese company, 15,000 parts. The purchase price was 
¥120,000,000, payable in 30 days. Current exchange rate, $0.01 per yen. (Fox uses 
the perpetual inventory method; debit the Inventory of Raw Materials account.) 

Nov. 15 Sold 500 consoles to British Vibes for £200,000, due in 30 days. The cost of the 
consoles, to be debited to the Cost of Goods Sold account, was $160,000. Current 
exchange rate, $1.60 per British pound. (Use one compound journal entry to record 
the sale and the cost of goods sold. In recording the cost of goods sold, credit Inven- 
tory of Finished Goods.) 

Nov. 24 — Issued a check to Inland Bank for $1,150,000 in full payment of account payable to Sutaki. 


Dec. 4 Purchased 5,000 black cases from Swiss Plastics for SFr80,000, payable in 60 days. 
Current exchange rate, $0.70 per Swiss franc. (Debit Inventory of Raw Materials.) 


Dec. 15 Collected dollar-equivalent of £200,000 from British Vibes. Current exchange rate, 
$1.55 per British pound. 


Dec. 21 Sold 6,000 game consoles to Sounds, a Norwegian retail chain, for NOK40,000,000, 
due in 30 days. Current exchange rate, $0.20 per Norwegian krone. The cost of the 
consoles, to be debited to Cost of Goods Sold and credited to Inventory of Finished 
Goods, is $5,000,000. 


Instructions 
a. Prepare in general journal form the entries necessary to record the preceding transactions. 


b. Prepare the adjusted entries needed at December 31 for the SFr80,000 account payable to 
Swiss Plastics and the NOK40,000,000 account receivable from Sounds. Year-end exchange 
rates, $0.68 per Swiss franc and $0.18 per Norwegian krone. (Use a separate journal entry to 
adjust each account balance.) 

c. Compute (to the nearest dollar) the unit sales price of consoles in U.S. dollars in both the 
November 15 and the December 21 sales transaction. (The sales price may not be the same in 
each transaction.) 

d. Compute the exchange rate for the yen, stated in U.S. dollars, on November 24. 


Explain how Fox Games could have hedged its position to reduce the risk of loss from 
exchange rate fluctuations on (1) its foreign payables and (2) its foreign receivables. 


Company P, a U.S. company, has a foreign subsidiary in Country Q, where various forms of bribery 
are accepted and expected. Company P sent one of its top U.S. managers to oversee operations in 
its subsidiary in Country Q. That manager engaged in the following activities while in Country Q: 


a. Paid the equivalent of $200,000 to a government official to win the bid for a new manufactur- 
ing facility that opened on April 15. 

b. Paid about $80 each to four local clerks at the import agency who agreed to move the company’s 
import inspection process to expedite status, saving the company one week of inspection time. 


c. The streets and sanitation department in Country Q is government owned and operated. 
Because of many hurricanes, downed trees and other debris frequently block access to the 
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roads leading to the plant. The manager paid the official in charge of streets an additional $200 
to ensure quick clearing of the streets leading to the plant. 

d. After learning that a competing foreign company paid a government official in Country Q 
$10,000 to have priority consideration on a new contract to supply the military, the manager of 
Company P offered the official $20,000 for priority consideration for the same contract. 


Under the Foreign Corrupt Practices Act as amended, which of the above activities would be con- 
sidered illegal? From an operations standpoint, which of the above activities would be considered 
bad management practice? What alternative actions could you suggest for the manager? 


Critical Thinking Cases 


L01 CASE 15.1 Bristow Inc. is interested in establishing a presence in Country Y. Bristow is expecting demand for 
Decisions to Globalize Several of its products to increase in that country because a major customer, Kale Enterprises, is 
102 Are Complex building a large manufacturing plant in Y. Bristow has been supplying Kale’s other foreign manu- 


facturing operations mainly through exporting. However, shipping costs and long delivery times 
have been somewhat troublesome to both companies in the past. Bristow has also identified several 
other companies native to Country Y as potential customers. 

Bristow currently has operations only in the United States. Kale Enterprises is a successful 
global company with operations in over 20 countries. Bristow’s managers have identified the fol- 
lowing possible options: 


a. Simply export to Country Y. 


b. Accompany in Y has expressed an interest in licensing Bristow’s technology and has the capa- 
bility and capacity to produce the products used by Kale. 


c. A joint venture with Kale may be possible, but managers for Kale would be willing to enter into 
an agreement only if substantial control for Bristow’s operations is given to Kale managers. 


d. Bristow’s managers have located a company that could be purchased and operated as a subsidiary. 
The company currently produces products similar to Bristow, but it is using outdated technology. 


Instructions 


Discuss what factors should be considered when choosing among the above options. Develop a list 
of additional information you believe would be useful in making the decision. 


The International Organization of Securities Commissions (IOSCO) is a group of top securi- 


L022. CASE 15.2 ties administrators from about 50 countries. The Securities and Exchange Commission (SEC) is a 
Disclosure member of IOSCO. IOSCO is a primary supporter of the internationalization of financial reporting 
Requirements standards through the International Accounting Standards Board (IASB). At a recent meeting, a dis- 

LO3 : : ee : ; : f 

cussion of the pros and cons of internationalizing financial reporting standards included the following 
arguments: 

ts Pro: 


Having the same accounting standards for external financial reporting for all securities mar- 
kets will reduce misunderstandings and create comparable information. For example, inves- 
tors will be able to compare the financial reports of similar companies located in the United 
States with those located in China and decide where best to allocate their investments. One 
set of accounting standards will also save corporations money because they will not need 
multiple sets of books to track their international operations. 


Con: 


Requiring companies that list on all global securities exchanges to use the same external re- 
porting requirements will mislead investors. For example, in countries where the majority of 
investment funds come from banks in the form of long-term borrowing, debt to equity ratios 
will look very different than those of comparable U.S. firms. Accounting information must 
reflect its environment. Besides, as all business becomes global, reporting requirements will 
naturally evolve to what investors demand. 


Instructions 


Write a one-page summary reflecting your opinion about the value of harmonizing accounting stan- 
dards for global equity markets. Support your opinions by referencing comparable cross-country 
companies you have located on the Internet. 
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The National Association of Foreign Trade Zones (FTZs) maintains an Internet site containing 
information on U.S. foreign trade zones. Locate the site by searching under “foreign trade zone,” 
or go to: 


www.naftz.org 


Instructions 

a. What is the difference between a zone and a subzone? 

b. Identify an FTZ in your state. Where is it located? What types of business use it? 

c. Other information is available at the site. Use that information to answer the following: 
1. How are FTZs created? 
2. What businesses utilize FTZs? 
3. What benefits can firms obtain from operating in FTZs? 


The international business community has been calling for stronger corporate governance for com- 
panies around the globe. As a result, in 1999 the Organization for Economic Cooperation and 
Development (OECD) issued some principles that deal with the ethical and fair treatment of share- 
holders, the importance of transparency, and adequate disclosure. These OECD principles were 
revised in 2004. The World Bank and the International Monetary Fund support these efforts. In 
particular, principle number five, called Disclosure and Transparency, states: 


The corporate governance framework should ensure that timely and accurate disclosure is 
made on all material matters regarding the corporation, including the financial situation, 
performance, ownership and governance of the company (see www.oecd.org). 


Required 

Form a group of four students. Visit the OECD Web site and use the information to write a one- 
page paper that explains why OECD corporate governance principle number five is important for 
international capital flows. 


Internet sites are time and date sensitive. It is the purpose of these exercises to have you explore 
the Internet. You may need to use the Yahoo! search engine http://www.yahoo.com (or another 
favorite search engine) to find a company’s current Web address. 


Answers to Self-Test Questions 


i, © 2. a,b,c, d 3. b 4. c(.17 — .19) X 20,000 
5. d (the transaction was denominated in dollars) 
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Explain the three principles guiding the 
design of management accounting systems. 


Describe the three basic types of 
manufacturing costs. 


Distinguish between product costs and period 
costs. 


Describe how manufacturing costs flow 
through perpetual inventory accounts. 


Distinguish between direct and indirect 
costs. 


Prepare a schedule of the cost of finished 
goods manufactured. 


COCA-COLA COMPANY 


The secret syrup formula for Coca-Cola® was created in 1886 by Dr. John 
S. Pemberton, a pharmacist in Atlanta, Georgia.! Dr. Pemberton’s partner, 
Frank Robinson, a management accountant, penned the famous trademark 
symbol Coca-Cola.® In 1891, when Asa Candler purchased the Coca-Cola 
business from Pemberton for $2,300, he also recognized the value of the 
management accounting skills of Frank Robinson. In 1892, Candler and 
Robinson, along with three other associates, formed the Georgia corporation 
now known as the 

Today, the produces more than 3,300 products in 
over 200 countries. Seventy-four percent of *s income is derived 
from sales outside the United States. To help manage its global business, 
the employs thousands of management accountants in 


hundreds of countries. = 


' For more details, see www.thecoca-colacompany.com/heritage/chronicle_birth_refreshing_idea.html. 
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Learning Objective 


L01 


Explain the three principles 
guiding the design of 
management accounting 
systems. 
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Management Accounting: Basic Framework 


Because accounting information is critical for assessing an organization’s output, performance 
measurement and reporting are key activities frequently coordinated through accounting. In 
this chapter, you will learn how management accounting becomes an important business part- 
ner. Management accounting information links decision-making authority with the informa- 
tion necessary to make decisions. It also provides a means to assess decision performance. 
This chapter introduces the foundations of management accounting. 

The opening story describes a management accountant at Coca-Cola Company. Manage- 
ment accounting is the design and use of accounting information systems inside the company 
to achieve the company’s objectives. Three principles govern how management accounting 
systems are designed. First, management accounting systems help to decide who has decision- 
making authority over company assets. Second, accounting information produced by or cre- 
ated from the management accounting system supports planning and decision making. Finally, 
management accounting reports provide a means of monitoring, evaluating, and rewarding 
performance. 


MANAGEMENT ACCOUNTING’S ROLE IN ASSIGNING 
DECISION-MAKING AUTHORITY 


To achieve organizational goals, managers are assigned decision-making authority for some of 
the firm’s assets. For example, plant managers typically are responsible for decisions about 
equipment in the plant, employees at the plant, the physical plant layout, and sources of raw 
materials, among other things. Within the plant, the materials inventory manager may be dele- 
gated decision-making responsibility for reordering materials, and the production supervisor 
may be delegated decision-making responsibility for assigning employees to jobs on the produc- 
tion line. The point is that all members of an organization have some decision-making authority. 

Employees within a corporation know their decision-making responsibilities because they 
are outlined in a variety of ways, such as in job descriptions, verbal instructions from their 
supervisors, and management accounting system documents and reports. Just as you have 
received a course syllabus that outlines your instructor’s standards for you to follow to earn an 
A or B in this course, managers receive management accounting reports that outline expected 
outcomes to help achieve the organization’s goals. Just as you have decision-making respon- 
sibility over the “assets” necessary to achieve an A or B (the time you allocate to studying), 
managers have decision-making responsibility over the assets included in their management 
accounting reports. 


MANAGEMENT ACCOUNTING’S ROLE IN DECISION MAKING 


Managers need reliable and timely information on which to base their decisions. For example, 
the plant manager needs information to help assess if equipment is inefficient or if certain 
work arrangements and plant layouts are more productive than others. Thus, managers need 
both historical information (for example, the current equipment’s cost and productivity) and 
projected information (for example, the productivity and cost of other available equipment). 
They need information oriented both toward their specific operations and toward other parts of 
the organization’s value chain. A value chain is the linked set of activities and resources nec- 
essary to create and deliver the product or service to the customer. Therefore, plant managers 
will require information from other parts of the value chain such as engineering or sales. They 
need information from both internal operations and externally oriented benchmark sources. 
More and more organizations are sharing information. It is very common for organizations 
to participate in and undertake benchmark studies. Independent consulting companies often 
create benchmark reports by collecting information from companies in the same industry. These 
studies show an organization how its costs and processes compare with others in its industry. 
Organizations also share information with customers and suppliers in their value chain. For 
example, in order for shipments from suppliers to arrive at the exact time they are needed 
for use in production, buyers and suppliers share their production information. Customers 
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often require or are voluntarily provided quality information. As shown in Exhibit 16-1, the 
management accounting system provides past-, current-, and future-oriented information for 
users both inside and outside the firm. 


Top Management 


Budget plans: a results: —— Performance 
Future Current evaluation: Past 
Assign decision making Support decision making Evaluate decision making 


MANAGEMENT ACCOUNTING’S ROLE IN PERFORMANCE 
EVALUATION AND REWARDS 


The assets over which managers have decision-making authority do not belong to these man- 
agers. The corporation owns these assets, and the returns from these assets belong to the 
corporation. To make sure the assets are earning a good return, the corporation monitors the 
outcomes of the decisions made by the managers. When the corporation is owned by share- 
holders, the external financial statements discussed in previous chapters serve this monitoring 
role for the corporation as a whole. Parallel monitoring systems are designed to serve simi- 
lar functions inside corporations. For example, many companies prepare plant-level income 
statements. Headquarters’ executives compare these plant-level financial statements with 
budgets to monitor the decisions made by plant managers. Frequently, managerial rewards 
and bonuses are related to the outcomes of these internally prepared financial statements. 

Exhibit 16-1 shows that the accounting system must be designed to fulfill all of the three 
roles described above simultaneously. The system must clearly allocate decision-making 
authority, provide information for decision making, and furnish information for evaluat- 
ing and rewarding performance. The accounting system must be constantly monitored and 
adjusted to make sure all three roles are being supported. 


ACCOUNTING SYSTEMS: A BUSINESS PARTNER 


Creating accounting information systems that can satisfy the demands of both external users 
(shareholders, creditors, IRS, SEC) and internal users (plant managers, marketing managers, 
human resource personnel, CFO, CEO) is very challenging. Exhibit 16-2 outlines the 
demands placed on accounting information systems. Users want accounting information for 
different, sometimes conflicting, reasons. Information necessary for planning and decision 
making is likely to be future oriented, and information for monitoring is likely to be histori- 
cal. Shareholders, creditors, and the IRS do not expect information that is as timely, or at the 
same level of detail, as the information needed by a plant manager. Yet, the same accounting 
information system usually serves multiple sets of users. Employees use it across a multitude 
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THE ACCOUNTING SYSTEM 


Financial Accounting 


Purpose 


To provide investors, creditors, and other 
external parties with useful information 
about the financial position, financial 
performance, and cash flow prospects of an 
enterprise. 


Types of Reports 


Primarily financial statements (statement 

of financial position or balance sheet, income 
statement, statement of cash flows) and 
related notes and supplemental disclosures 
that provide investors, creditors, and other 
users information to support external 
decision-making processes. 


Standards for Presentation 


Generally accepted accounting principles, 
including those formally established in the 
authoritative accounting literature and 
standard industry practice. 


Reporting Entity 
Usually the company viewed as a whole. 


Time Periods Covered 


Usually a year, quarter, or month. Most 
reports focus on completed periods. 
Emphasis is placed on the current (latest) 
period, with prior periods often shown for 
comparison. 


Users of Information 


Outsiders as well as 
managers. For financial 
statements, these outsiders 
include stockholders, creditors, 
prospective investors, 
regulatory authorities, and the 
general public. 


Management Accounting 


Purpose 


To provide managers with information useful 
for planning, evaluating and rewarding 
performance, and sharing with other outside 
parties. To apportion decision-making 
authority over firm resources. 


Types of Reports 


Many different types of reports, depending 
on the nature of the business and the specific 
information needs of management. 
Examples include budgets, financial 
projections, benchmark studies, activity- 
based cost reports, and cost-of-quality 
assessment. 


Standards for Presentation 


Rules are set within each organization to 
produce information most relevant to the 
needs of management. Management needs 
include reporting to both external 
constituents and internal users. 

Reporting Entity 
A component of the company’s value 
chain, such as a business segment, supplier, 
customer, product line, department, or 
product. 


Time Periods Covered 


Any period—year, quarter, month, week, 
day, even a work shift. Some reports are 
historical in nature; others focus on 
estimates of results expected in future 


periods. 


Users of Information 


Management (different 
reports to different 
managers), customers, 
auditors, suppliers, and 
others involved in an 
organization’s value chain. 


of organizational levels and job responsibilities, and it spreads over numerous geographic 
areas with different cultures, languages, currencies, and economic environments. Companies 
such as Coca-Cola Company are much better than they were 15 years ago at designing cost- 
efficient accounting information systems to serve multiple users. One of the primary rea- 
sons for better accounting information systems is the advance in these systems’ technological 
capabilities. 

Due to rapidly evolving changes in technology and information needs, business managers 
study management accounting throughout their professional careers. In fact, many companies 
require employees to complete training in a variety of accounting techniques. Professional cer- 
tification is available to individuals who plan to make their career in management accounting. 
The Institute of Certified Management Accountants sponsors two certification exams, the 
Certified Management Accountant (CMA) exam and the Certified Financial Manager (CFM) 
exam. To become either a CMA or a CFM, an individual must meet educational and experi- 
ence requirements as well as pass a rigorous examination. 
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CASE IN POINT 


As the tech industry shifted from the PC to the Internet, the company Michael Dell started 
in his college dorm to efficiently build and sell personal computers fell on hard times. For 
example, in 2005 Dell was valued at $100 billion, but by 2009 its value fell to $30 billion.? 
It seems clear that Dell had stayed with its old playbook of cranking out PCs as efficiently 
Va - ; = as possible for too long. 

d == Michael Dell returned to the chief execu- 
tive roll in 2007 with the objective of remak- 
ing the company. However, lack of structure 
at the massive company including a lack of 
management accounting processes, tools, 
ii and culture didn’t support a new way of 
doing business. To get executives to seize 
fe new business opportunities and take more 

mee ———— risks, Dell needed to change the com- 
© Keith Eng 2007/DAL 
pany’s management structure and culture. 
He arranged for leaders of each division to be responsible for meeting financial targets 
and have broad authority to figure out how to reach them. Dell thought that by focusing 
outward and giving top managers more responsibility and more flexibility, the company 
would be more responsive to clients. Results are supporting his claims. By late 2009, Dell 
was beginning to show improvement in its financial results. 


As you progress through the remaining chapters, keep in mind the three principles of 
management accounting systems: assigning decision-making authority, making and support- 
ing decisions, and evaluating and rewarding performance. The procedures and techniques dis- 
cussed in the remaining chapters are aimed at one or more of these principles. In addition, you 
will encounter many familiar terms and concepts because of the overlap of management and 
financial accounting. After all, a single accounting system serves both sets of users. It is com- 
mon for managers to use information about revenue, expenses, and assets in their daily deci- 
sion making. Managers receive customized accounting information (for example, by product 
line or customer) as needed to make decisions. 


Accounting for Manufacturing Operations 


A merchandising company buys its inventory in a ready-to-sell condition. Therefore, its cost 
of goods is mostly composed of the purchase price of the products it sells. A manufacturing 
company, however, produces the goods that it sells. As a consequence, its cost of goods sold 
consists of various manufacturing costs, including the cost of materials, wages earned by 
production workers, and a variety of other costs relating to the operation of a production 
facility. 

Manufacturing operations are an excellent example of how managerial and financial 
accounting overlap because manufacturing costs are of vital importance to both financial and 
managerial accountants. Financial accountants use manufacturing costs to determine the cost 
of goods sold and inventory values reported in financial statements. Management accountants 
also rely on prompt and reliable information about manufacturing costs to help answer such 
questions as: 


2 “Dell’s Do-Over,’ BusinessWeek, Iss. 4152, October 26, 2009, p. 36. 


3 Manufacturing costs are the cost of producing inventory, which is an asset. Therefore, these expenditures are 
termed costs rather than expenses. Unexpired costs are assets; expired costs are expenses. 
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e What sales price must we charge for our products to earn a reasonable profit? 

e Is it possible to lower the cost of producing a particular product line in order to be more 
price competitive? 

e Is it less expensive to buy certain parts used in our products or to manufacture these parts 
ourselves? 

e Should we automate our production process with a robotic assembly line? 


CLASSIFICATIONS OF MANUFACTURING COSTS 


A typical manufacturing company purchases raw materials and converts these materials into 
finished goods through the process of production. The costs of converting raw materials into 
finished goods, specifically the direct labor and overhead costs, are called conversion costs. 
In contrast, the direct materials and direct labor that are consumed in production are referred 
to as prime costs. Thus, direct labor is both a prime cost and a conversion cost. These cost 
classifications are illustrated in Exhibit 16-3 and described below. The manufacturing costs 
are often divided into three broad categories: 


1. Direct materials—the raw materials and component parts used in production whose costs 
are directly traceable to the products manufactured. 

2. Direct labor—wages and other payroll costs of employees whose efforts are directly 
traceable to the products they manufacture. 

3. Manufacturing overhead—a catchall classification, which includes all manufacturing 
costs other than the costs of direct materials and direct labor. Examples include factory 
utilities, supervisor salaries, equipment repairs, and depreciation on production machinery. 


Exhibit 16-3 FLOW OF PHYSICAL GOODS IN PRODUCTION 


Distinguish between 
product costs and period 
costs. 


Note that manufacturing costs are not immediately recorded as current period expenses. 
Rather, they are costs of creating inventory, and they remain on the balance sheet until the 
inventory is sold. For this reason, manufacturing costs are often called product costs (or 
inventoriable costs). 


PRODUCT COSTS VERSUS PERIOD COSTS 


The terms product costs and period costs are helpful in explaining the difference between 
manufacturing costs and operating expenses. In a manufacturing environment, product costs 
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are those costs incurred to manufacture inventory. Thus, until the related goods are sold, 
product costs represent inventory. As such, they are reported in the balance sheet as an asset. 
When the goods are ultimately sold, product costs are transferred from the balance sheet to 
the income statement, where they are deducted from revenue as the cost of goods sold. 

Operating expenses associated with time periods, rather than with the production of 
inventory, are referred to as period costs. Period costs are charged directly to expense 
accounts on the assumption that their benefit is recognized entirely in the period when 
the cost is incurred. Period costs include all selling expenses, general and administrative 
expenses, interest expense, and income tax expense. In short, period costs are classified in 
the income statement separately from cost of goods sold, as deductions from a company’s 
gross profit. 

The flow of product costs and period costs through the financial statements is shown in 
Exhibit 16-4. 


Exhibit 16-4 “FLOW” OF COSTS THROUGH FINANCIAL STATEMENTS 


Balance Sheet 


Income Statement 


Period costs 


Cas costs are incurred. § ——_-A-- 


To further illustrate the distinction between product and period costs, consider two costs 
that, on the surface, appear quite similar: the depreciation of a warehouse used to store raw 
materials versus depreciation of a warehouse used to store finished goods. Depreciation of 
the raw materials warehouse is considered a product cost (a component of manufacturing 
overhead) because the building is part of the manufacturing process. Once the manufacturing 
process is complete and the finished goods are available for sale, all costs associated with 
their storage are considered selling expenses. Thus, the depreciation of the finished goods 
warehouse is a period cost. 


Ethics, Fraud & Corporate Governance 


A company can artificially inflate reported income by 
improperly capitalizing period costs. Capitalizing period costs 
violates GAAP. For example, the Securities and Exchange 
Commission (SEC) brought an enforcement action against 
Winners Internet Network, Inc. (Winners), its former 
chairman/CEO/president, and its former auditing firm for filing 
materially misleading financial statements with the SEC, due 
at least in part to the improper capitalization of period costs. 
Winners capitalized wages, payroll taxes, rent, travel, 
marketing, and consulting costs—all period costs that were 
related to the employment of Winners’s chairman/CEO/ 


president. These costs were unrelated to the development of 
Winners’s software asset. As such, these costs should have 
been expensed as incurred. Winners’s improper capitalization 
of period costs resulted in an overstatement of its total assets 
by 416 percent. 

The SEC sought and received a permanent injunction 
barring American Television and Film Company (the 
successor company to Winners) from further violations of the 
securities laws, in addition to issuing other sanctions against 
Winners’s former chairman/CEO/president and Winners’s 
former accounting firm. 
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PRODUCT COSTS AND THE MATCHING PRINCIPLE 


Underlying the distinction between product costs and period costs is a familiar accounting 
concept—the matching principle. In short, product costs should be reported in the income 
statement only when they can be matched against product revenue. To illustrate, consider 
a real estate developer who starts a tract of 10 homes in May of the current year. During 
the year, the developer incurs material, labor, and overhead costs amounting to $1 million 
(assume $100,000 per house). By the end of December, none of the houses has been sold. 
How much of the $1 million in construction costs should appear in the developer’s income 
statement for the current year? 

The answer is none. These costs are not related to any revenue earned by the developer dur- 
ing the current year. Instead, they are related to future revenue the developer will earn when 
the houses are eventually sold. Therefore, at the end of the current year, the $1 million of prod- 
uct costs should appear in the developer’s balance sheet as inventory. As each house is sold, 
$100,000 will be deducted from sales revenue as cost of goods sold. This way, the developer’s 
income statements in future periods will properly match sales revenue with the cost of each sale. 


INVENTORIES OF A MANUFACTURING BUSINESS 


In the preceding example, assume all 10 houses were completed by the end of the year. In this 
case, the developer’s inventory consists only of finished goods. Most manufacturing compa- 
nies, however, typically account for three types of inventory: 


1. Materials inventory—traw materials on hand and available for use in the manufacturing 
process. 

2. Work in process inventory—partially completed goods on which production activities 
have been started but not yet completed. 

3. Finished goods inventory—unsold finished products available for sale to customers. 

All three of these inventories are classified on the balance sheet as current assets. The cost 
of the materials inventory is based in its purchase price. The work in process and finished 
goods inventories are based on the costs of direct material, direct labor, and manufacturing 
overhead assigned to them. 


INTERNATIONAL Gai, 


In many countries such as Argentina and Greece, inventory valuation does not conform to 
the lower of cost or market value rules used in the United States. In addition, many coun- 
tries, including Korea, Mexico, Nigeria, Poland, and Taiwan, allow upward revaluation 
of property and equipment. These differences in accounting methods make comparing 
inventory values of companies from different parts of the world very difficult. 


Manufacturing companies may use either a perpetual or a periodic inventory system. 
Perpetual systems have many advantages, however, such as providing managers with up-to-date 
information about the amounts of inventory on hand and the per-unit costs of manufacturing 
products. For these reasons, virtually all large manufacturing companies use perpetual inven- 
tory systems. Also, the flow of manufacturing costs through the inventory accounts and into the 
cost of goods sold is most easily illustrated in a perpetual inventory system. Therefore, we will 
assume the use of a perpetual inventory system in our discussion of manufacturing activities. 


THE FLOW OF COSTS PARALLELS 
THE FLOW OF PHYSICAL GOODS 
When a perpetual inventory system is in use, the flow of manufacturing costs through the com- 


pany’s general ledger accounts closely parallels the physical flow of goods through the produc- 
tion process. This relationship is illustrated in Exhibit 16-5. The numbered boxes in the exhibit 
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represent six general ledger accounts used by manufacturing companies to account for their Learning Objective 
production activities: (1) Materials Inventory, (2) Direct Labor, (3) Manufacturing Overhead, Describe how manufac- 


(4) Work in Process Inventory, (5) Finished Goods Inventory, and (6) Cost of Goods Sold. turing costs flow through =| 94 
perpetual inventory 


Exhibit 16-5 FLOW OF COST ASSOCIATED WITH PRODUCTION accounts. 


ACCOUNTING FOR MANUFACTURING COSTS: 
AN ILLUSTRATION 


To illustrate accounting for manufacturing costs, we will assume that Conquest, Inc., manu- 
factures high-quality mountain bikes in Bend, Oregon. The company relies on cost informa- 
tion to monitor its production efficiency, set prices, and maintain control over its inventories. 

Conquest carefully tracks the flow of manufacturing costs through its general ledger 
accounts as illustrated in Exhibit 16-6 on the following page. The figures shown represent all 
of Conquest’s manufacturing costs for the current year. The debit and credit entries summa- 
rize the numerous transactions recorded by the company throughout the year. 

Our use of several colors in this illustration will help you follow the flow of manufactur- 
ing costs through these accounts. The beginning balances in the three inventory accounts are 
shown in black. Manufacturing costs, and the arrows showing the transfer of these costs from 
one account to another, are shown in red. Account balances at year-end, which will appear in 
the company’s financial statements, are shown in blue. 

Let us now look more closely at exactly how the company’s manufacturing costs flow 
through these general ledger accounts. 


DIRECT MATERIALS 


Direct materials are the raw materials and component parts that become an integral part of 
finished products and can be traced directly and conveniently to products manufactured. Con- 
quest’s direct materials include lightweight alloy tubing for cycle frames, brakes, shifting 
levers, pedals, sprockets, tires, and so on. The mountain bikes assembled from these compo- 
nents are Conquest’s finished goods. 

The terms direct materials and finished goods are defined from the viewpoint of individ- 
ual manufacturing companies. For example, Conquest views brake components as a direct 
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Exhibit 16-6 ACCOUNTING FOR MANUFACTURING COSTS 


Purchases of 
direct materials 145,000 


Direct labor payroll $292,000 


Indirect labor payroll $140,000 
Occupancy costs 95,000 


Other overhead costs 125,000 


Direct materials used $150,000 —® Direct materials used 150,000 | Cost of finished goods 
manufactured $800,000 
Direct labor 300,000 mea ma 


-Overhead applied 


Direct labor cost 
applicable to 
production $300,000 |" Cost of finished goods Cost of goods sold $782,000 
manufactured 800,000 at 


Overhead cost applied 
to production $360,000 — 


material. However, the Shimano Company (a brake manufacturer) views the brake compo- 
nents it sells to Conquest as finished goods. 

Conquest uses a perpetual inventory system. Accordingly, the costs of direct materials pur- 
chased are debited directly to the Materials Inventory account. As these materials are placed 
into production, their costs are transferred from the Materials Inventory account to the Work 
in Process Inventory account by debiting Work in Process Inventory and crediting Materials 
Inventory. The balance remaining in the Materials Inventory account at year-end represents 
the cost of direct materials on hand and ready for use. 

Some materials used in the production process cannot be traced conveniently or directly 
to the finished goods manufactured. For Conquest, examples include bearing grease, welding 
materials, and material used in factory maintenance such as cleaning compounds. These items 
are referred to as indirect materials and are classified as part of manufacturing overhead. 


DIRECT LABOR 


The Direct Labor account is used to record the payroll cost of direct workers and assign this 
cost to the goods they help manufacture.* Direct workers are those employees who work 
directly on the bicycles being manufactured, either by hand or by using machines. 


4 As explained in Chapter 10, payroll costs include such factors as payroll taxes and “fringe benefits” as well 
as the wages earned by employees. Some companies classify fringe benefits as overhead because they are not 
proportionally related to hourly wages. 
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Conquest employs five classifications of direct laborers. Each classification and its 
corresponding job description are as follows: 


Classification Job Description 

Cutters Cut alloy tubing into appropriate lengths. 

Welders Transform the cut pieces of alloy tubing into bicycle frames. 
Painters Prime and paint each frame. 

Assemblers Partially assemble each bicycle in preparation for packing. 
Packers Pack the partially assembled bicycles in boxes. 


There are two separate and distinct aspects of accounting for direct labor costs. The first 
involves the payment of cash made to the direct workers at the end of each pay period. At 
each payroll date, the Direct Labor account is debited for the total direct labor payroll, and an 
offsetting credit is made to Cash. The second aspect involves the application of direct labor 
costs to the goods being produced. As direct labor employees contribute to the production 
process during the period, the cost of their labor is applied to production by debiting the Work 
in Process Inventory account and crediting the Direct Labor account. 

In our T accounts in Exhibit 16—6, the flow of direct labor costs looks similar to the flow of 
direct materials costs. There is, however, one significant difference. Materials are purchased 
before they are used; therefore, the Materials Inventory account has a debit balance equal to 
the cost of unused materials on hand. The services of employees, however, are used before 
the employees are paid. Thus, the credits to the Direct Labor account are recorded through- 
out the payroll period, but the debits are not recorded until the end of the payroll period. If 
the balance sheet date falls between payroll dates and before adjusting entries are made, the 
Direct Labor account will have a credit balance representing the amount owed to employees 
for work already performed. This credit balance should be listed in the balance sheet as wages 
payable, a current liability. 

Many employees in a manufacturing plant do not work directly on the goods being manufac- 
tured. Examples at Conquest include factory supervisors, maintenance personnel, forklift driv- 
ers, and security guards. These indirect labor costs, which are handled in a fashion similar to 
that used for indirect materials costs, are considered part of Conquest’s manufacturing overhead. 


MANUFACTURING OVERHEAD 


All manufacturing costs, other than direct materials and direct labor, are classified as manu- 
facturing overhead. The Manufacturing Overhead account is used to (1) record all costs clas- 
sified as “overhead” and (2) assign these costs to products being manufactured. 

There are many types of overhead costs. Consequently, Manufacturing Overhead is treated 
as a control account for which subsidiary records are typically maintained to keep track of 
various overhead classifications. 

Because of the diverse nature of manufacturing companies, it simply isn’t possible to 
prepare a complete list of all overhead cost types. However, specific examples at Conquest 
include the following: 


1. Indirect materials costs 

a. Factory supplies that do not become an integral part of finished goods, such as oil used 
to lubricate the cutting machines and solvents used to clean the painting machines. 

b. Materials that become an integral part of finished goods but whose cost would require 
great effort to actually trace to finished goods. These items include grease used in each 
bike’s bearing assembly and the nuts and bolts used to attach shift levers and other 
component parts. 

2. Indirect labor costs 

a. Supervisors’ salaries. 

b. Salaries of factory maintenance workers, forklift drivers, receiving clerks in the materi- 
als warehouse, and factory security personnel. 
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3. Plant occupancy costs 
a. Depreciation of the factory and the materials warehouse. 
b. Insurance and property taxes on land and buildings. 
c. Maintenance and repairs on buildings. 
d. Utilities and telephone costs. 
4. Machinery and equipment costs 
a. Depreciation of machinery. 
b. Maintenance of machinery. 
5. Cost of regulatory compliance 
a. Meeting factory safety requirements. 
b. Disposal of waste materials such as empty paint canisters. 
c. Control over factory emissions (meeting clean air standards). 


Selling expenses and general and administrative expenses do nof relate to the manufactur- 
ing process and are not included in manufacturing overhead. Certain costs, such as insurance, 
property taxes, and utilities, sometimes apply in part to manufacturing operations and in part 
to selling and administrative functions. In such cases, these costs are apportioned among 
manufacturing overhead, general and administrative expenses, and selling expenses. 


Recording Overhead Costs The Manufacturing Overhead account is debited to 
record any cost classified as overhead. Examples of costs debited to this account include the 
payment of indirect labor payrolls, the payment of factory utilities, the recording of deprecia- 
tion on factory assets, and the purchase of indirect materials.> The account credited will vary 
depending on the nature of the overhead cost. For example, in recording the purchase of indi- 
rect materials, the account credited is usually Accounts Payable. In recording depreciation on 
machinery, however, the account credited is Accumulated Depreciation. 

As the items included in total overhead costs are consumed by production activities, the 
related costs are transferred from the Manufacturing Overhead account into the Work in Process 
Inventory account (debit Work in Process Inventory, credit Manufacturing Overhead). In the 
course of the year, all the overhead costs incurred should be assigned to units of product manu- 
factured. Thus, at year-end, the Manufacturing Overhead account should have a zero balance. 


DIRECT AND INDIRECT MANUFACTURING COSTS 


The costs of direct materials and direct labor may be traced conveniently and directly to spe- 
cific units of product. At Conquest, for example, it is relatively easy to determine the cost of 
the metal tubing and the cost of the direct labor that go into making a particular bicycle. For 
this reason, accountants call these items direct manufacturing costs. 

Overhead, however, is an indirect manufacturing cost. Consider, for example, the types 
of costs that Conquest classifies as overhead. These costs include property taxes on the fac- 
tory, depreciation on tools and equipment, supervisors’ salaries, and repairs to equipment. 
How much of these indirect costs should be assigned to each bicycle? 

There is no easy answer to this question. By definition, indirect costs cannot be traced eas- 
ily and directly to specific units of production. While these costs are often easier to view as a 
whole than on a per-unit basis, we will see that both financial and management accountants 
require unit cost information. Therefore, manufacturing companies must develop methods of 
allocating an appropriate portion of total manufacturing overhead to each product manufac- 
tured. These methods will be discussed in detail in Chapter 17. 


WORK IN PROCESS INVENTORY, FINISHED GOODS 
INVENTORY, AND THE COST OF GOODS SOLD 


We have devoted much of this chapter to discussing the three types of manufacturing costs— 
direct materials, direct labor, and manufacturing overhead. We will now shift our attention to 


> Some companies record the purchase of indirect materials in the Materials Inventory account or in a separate 
inventory account. Our approach is commonly used when the quantity of indirect materials purchased does not 
differ significantly from the quantity of indirect materials used during each period. 
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the three accounts that provide the structure for the flow of these costs—the Work in Process 
Inventory account, the Finished Goods Inventory account, and the Cost of Goods Sold account. 

The Work in Process Inventory account is used (1) to record the accumulation of manu- 
facturing costs associated with the units of product worked on during the period and (2) to 
allocate these costs between those units completed during the period and those that are only 
partially completed. 

Because direct materials, direct labor, and manufacturing overhead are consumed in pro- 
duction, their related costs are debited to the Work in Process Inventory account. The flow of 
costs into this inventory account (rather than into a corresponding expense account) is consis- 
tent with the idea that manufacturing costs are product costs, not period costs. 

As specific units are completed, the cost of manufacturing them is transferred from the 
Work in Process Inventory account to the Finished Goods Inventory account. Thus, the bal- 
ance in the Work in Process account represents only the manufacturing costs associated with 
units still “in process.” 

It is important to realize that once products are classified as finished goods, no additional 
costs are allocated to them. Therefore, the costs of storing, marketing, or delivering finished 
goods are regarded as selling expenses, not manufacturing costs. When units of finished goods 
are sold, their related costs must “flow” from the balance sheet through the income statement 
in compliance with the matching principle. Accordingly, as products are sold, their costs are 
transferred from the Finished Goods Inventory account to the Cost of Goods Sold account. 


You as a Chief Financial Officer 


Assume that you are CFO of Conquest, Inc., and that you have just received an income 
statement and balance sheet from plant accountant Jim Sway in Bend, Oregon. In your 
conversations with Jim you learn that, in the recent reporting period, plant manager 
Darlene Cosky asked that inventory transportation cost, the cost of repairing the plant 
parking lot, and the newly installed plant landscaping costs all be allocated to cost of 
production. In addition, when these allocations took place, the plant produced many more 
bicycles than were sold, creating significant increases in the amount of inventory on hand. 
As a result, most of the costs described by Jim have been assigned to the inventory 
on hand (included as part of inventory costs in the balance sheet) but have not been 
assigned to cost of goods sold expenses (included on the income statement). Further- 
more, during the recent reporting period both Darlene and Jim earned significant bonuses 
based on plant profitability. What, if anything, would you do as the CFO? 


(See our comments on the Online Learning Center Web site.) 


THE NEED FOR PER-UNIT COST DATA 


Transferring the cost of specific units from one account to another requires knowledge of 
each unit’s per-unit cost—that is, the total manufacturing costs assigned to specific units. The 
determination of unit cost is one of the primary goals of every cost accounting system and will 
be explained and illustrated more completely in Chapter 17. 

Unit costs are of importance to both financial and management accountants. Financial 
accountants use unit costs in recording the transfer of completed goods from Work in Process 
to Finished Goods and from Finished Goods to Cost of Goods Sold. Management accountants 
use the same information to make pricing decisions, evaluate the efficiency of current opera- 
tions, and plan for future operations. 


DETERMINING THE COST OF FINISHED 
GOODS MANUFACTURED 


Most manufacturing companies prepare a schedule of the cost of finished goods manufac- 
tured to provide managers with an overview of manufacturing activities during the period. 
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Using the information from Exhibit 16-6, a schedule of Conquest’s cost of finished goods 
manufactured is shown in Exhibit 16-7. 


CONQUEST, INC. 


SCHEDULE OF THE COST OF FINISHED GOODS MANUFACTURED 
FOR THE YEAR ENDED DECEMBER 31, 2011 


Work in process inventory, beginning of the year .......................2.-- $ 30,000 
Manufacturing cost assigned to production: 
Directimaterialsiused).< os c5c8s ee oes keer ese nore gee aut: $150,000 
Directilab otis stes seu fstevans spac arsrsvane aren case hye seis micneavens a chee 300,000 
Manutacturingroverneadienes rer rrr rece 360,000 
UGE MENUECUTMIMG) GOS soosceannpaunesapqanpnenoasponnpanooanpon 810,000 
Total cost of all work in process during the year ..........................-. $840,000 
Less: Work in process inventory, end of the year .........................-. (40,000) 
(COs Oi Tis Tet! Coos MEME] souncnsaccnsansonsnaasoonnenanaauoon $800,000 


Notice that all of the figures in this schedule were obtained from Conquest’s Work in 
Process Inventory account illustrated in Exhibit 16-6. In short, Exhibit 16-7 summarizes the 
flow of manufacturing costs into and out of the Work in Process Inventory account. 


Purpose of the Schedule A schedule of the cost of finished goods manufactured 
is not a formal financial statement and generally does not appear in the company’s annual 
report. Rather, it is intended primarily to assist managers in understanding and evaluating the 
overall cost of manufacturing products. By comparing these schedules for successive periods, 
for example, managers can determine whether direct labor or manufacturing overhead is ris- 
ing or falling as a percentage of total manufacturing costs. In addition, the schedule is helpful 
in developing information about unit costs. 

If a company manufactures only a single product line, its cost per unit simply equals its 
cost of finished goods manufactured divided by the number of units produced. For example, 
if Conquest produces only one line of mountain bikes, its average cost per unit would be $80 
had it produced /0,000 finished units during 2011 ($800,000 divided by 10,000 units). If 
Conquest produced multiple lines of mountain bikes, it would prepare a separate schedule of 
the cost of finished goods manufactured for each product line. 


FINANCIAL STATEMENTS OF A MANUFACTURING COMPANY 


Let us now illustrate how the information used in our example will be reported in the 2011 
income statement and balance sheet of Conquest, Inc. 

The company’s 2011 income statement is presented in Exhibit 16-8. 

Notice that no manufacturing costs appear among the company’s operating expenses. In 
fact, manufacturing costs appear in only two places in a manufacturer’s financial statements. 
First, costs associated with units sold during the period appear in the income statement as the 
cost of goods sold. The $782,000 cost of goods sold figure reported in Conquest’s income 
statement was taken directly from the company’s perpetual inventory records. However, this 
amount may be verified as follows: 


Beginning finished goods inventory (1/1/11) ...............-..0-0 002 ee $150,000 
Add: Cost of finished goods manufactured during the year................... 800,000 
Cost ofitinishedigoodsiavailableitonisaleser ery crr-tyete eteite) le) teeta iene eters sei $950,000 
Less: Ending finished goods inventory (12/31/11) ...............--.000-000- 168,000 


GoStofigoodsssoldimesaecserctpsesee ste sas cee ey eee a Oe ea fos ge ate $782,000 


Accounting for Manufacturing Operations 


CONQUEST, INC. 


INCOME STATEMENT 
FOR THE YEAR ENDED DECEMBER 31, 2011 


AICS Se reas cneavaas ieee ats feery techn cae ver vane Gute ae nmee re eau rh wear ECHR ep ene omen eee $1,300,000 
Costiolgoods:soldlin iis sncs haw am auniat erie escumonn ara caaaeelss tGuseeen coe ena aye 782,000 
GrossiprofitomiSaleSiaenes eis aer ri ati erie care eect $ 518,000 
Operating expenses: 
SellinglexpenSesicxcxeeenc-s eww rive eso es ees aa eee $135,000 
General and administrative expenses ....................- 265,000 
MOtalioperatinGrexPEMSeS a cc avvencrseeisae cate towenrete cacuene rey steels teasy Nahehe oetedtnaro 400,000 
Income: frOMiOPEKAatlOnS sve sau worse ee ene te eas Ges tre nua nee eset eeeacnent $ 118,000 
ESSSHINtErEStyOXDEMSE carisc ates casdeesusudieushewene eacueuctrateae wilcasysperaumtethe tutenract<asuclzes 18,000 
Income beforerincomeltaxes) 2 asa cm cae ney ern cae aeersune reese $ 100,000 
Income:taxeS!exPOMmSe ier vetics eye. sieus) sess sers cmteewe reel hte nctea ene y eee 30,000 
Netincomess yay vines Garinertare era mern dere eee trer tin ora eu tne ey peeane ey Ole $ 70,000 


Second, all manufacturing costs associated with goods still on hand are classified as inven- 
tory and appear in the balance sheet. The balance sheet presentation of Conquest’s three types 
of inventory is illustrated in Exhibit 16-9. 


CONQUEST, INC. 


PARTIAL BALANCE SHEET 
DECEMBER 31, 2011 


Current assets: 


CashrandiGashtEquivalentS=w.2025. cc tcuear ene.) hone shanna ceeseg ee iatan cia $ 60,000 
Accounts Receivable (net of allowance for doubtful accounts)............... 190,000 
Inventories: 
Material Steecrar ase yons eater tenes hau shcn aaa Renee aol Ree ee eae pee $ 20,000 
WorksimiPrOGESS) 35 ees arte corres ry a ene nee eens eee ce ene 40,000 
RinishediGoods Merrmrcrecsenccicrs circ cesneerciettee erry Serene rete 168,000 
MOtaliINVENtOniGSss soe 4 Sec reanr res eae ore ner enee Ge Sent me rep eae peg meres 228,000 
MOtAlCUMENTASSE ES ee csrs ceeys eee cae wean oasis syncs eames eae Seon ee eee nse ee $478,000 


As previously mentioned, Conquest’s balance sheet includes a current liability for wages 
payable equal to the unadjusted $8,000 credit balance in the Direct Labor account. 


INTERNATIONAL FINANCIAL REPORTING STANDARDS 
AND INVENTORIES 


U.S. generally accepted accounting principles (GAAP) allows a variety of inventory methods 
for financial statement presentation including the average cost approach discussed in this 
chapter (others are specific identification, LIFO, FIFO, or average cost). However, interna- 
tional accounting standards are not consistent with several U.S. GAAP methods. For example, 
as discussed in Chapter 8, LIFO methods are allowed by U.S. GAAP, but not allowed under 
IFRS. Further, when impairment of inventory occurs then both U.S. GAAP and IFRS require 
companies to write inventories down. However, IFRS requires revaluation under certain cir- 
cumstances, but U.S. GAAP does not allow such a revaluation. As the members of the FASB 
and the IASB work to reconcile differences and converge their financial reporting standards, 
consideration of internal management accounting activities are brought to their attention 
from such organizations as the Institute of Management Accountants, mentioned earlier in 
this chapter. 
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Exhibit 16-8 


REPORTED INCOME AT 
CONQUEST, INC., FOR 
2011 


Exhibit 16-9 


CONQUEST, INC.’S 
CURRENT ASSET 
BALANCE AT THE 
END OF 2011 


Notice the three types of 
inventory 
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Concluding Remarks 


This chapter provides a framework to help you think about the role of management accounting 
in business. The framework says management accounting information, tools, and techniques 
help (1) assign decision-making responsibility, (2) support the decision-making process, and 
(3) evaluate decision outcomes. Past, current, and future information is collected by the man- 
agement accounting system to support various decisions. Much of what you will learn in later 
chapters is based on this initial framework and on the management accounting terminology 
introduced in this chapter. These ideas will be useful to you whether you currently (or in the 
future will) work for a business or if you someday (or now) own your own business. 


Explain the three principles guiding the design of 
L01_ ~management accounting systems. First, management 
accounting systems help to decide who has the decision- 
making authority over company assets. Second, accounting 
information produced or created from the management accounting 
system supports planning and decision making. Finally, 
management accounting reports provide a means of monitoring, 
evaluating, and rewarding performance. 


Describe the three basic types of manufacturing 

L02 costs. Direct materials used consist of the parts and mate- 

rials that become part of the finished products. Direct labor 

cost consists of the wages paid to factory employees who work 

directly on the products being manufactured. Manufacturing 

overhead includes all manufacturing costs other than the cost of 

materials used and direct labor. Examples of manufacturing overhead 
include depreciation of machinery and the plant security service. 


Distinguish between product costs and period 

103 costs. Product costs are the costs of creating inventory. 

They are treated as assets until the related goods are 

sold, at which time the product costs are deducted from revenue 

as the cost of goods sold. Thus, goods manufactured this year but 
not sold until next year are deducted from next year’s revenue. 

Period costs are charged to expense in the accounting period 

in which they are incurred. Period costs are not related to pro- 

duction of goods; consequently, they are deducted from revenue 

on the assumption that the benefits obtained from the expendi- 

tures are received in the same period as the costs are incurred. 

Period costs include general and administrative expense, selling 

expense, and income taxes expense. 


Key Terms Introduced or 


Emphasized in Chapter 16 


benchmark study (p. 722) A study designed to show an orga- 
nization how its costs and processes compare to others in the 
industry. 


conversion costs (p. 726) The direct labor and overhead costs 
required to convert raw materials into finished goods. 


direct labor (p. 726) Payroll costs for employees who work 
directly on the products being manufactured, either by hand or 
with machines. 


direct manufacturing cost (p. 732) A manufacturing cost 
that can be traced conveniently and directly into the quantity of 
finished goods manufactured. Examples include direct materials 
and direct labor. 


direct materials (p. 726) Materials and component parts that 
become an integral part of the manufactured goods and can be 
traced directly to the finished products. 


END-OF-CHAPTER REVIEW 


Describe how manufacturing costs flow through 
104 perpetual inventory accounts. Manufacturing costs 
originally are recorded in three controlling accounts: 
Materiais Inventory, Direct Labor, and Manufacturing Overhead. 
As these costs become applicable to goods placed into production, 
they are transferred from these manufacturing cost accounts 
to the Work in Process Inventory account. As units are completed, 
their cost is transferred from the Work in Process account to 
Finished Goods Inventory. Then, when units are sold, their costs 
are transferred from Finished Goods Inventory to the Cost of 
Goods Sold account. 


Distinguish between direct and indirect costs. Direct 

L05 manufacturing costs (direct materials and direct labor) can 

be identified with specific products. Indirect manufacturing 

costs are the many elements of manufacturing overhead that apply 

to factory operations as a whole and cannot be traced to specific 
products. 


Prepare a schedule of the cost of finished goods 

L06 =manufactured. This schedule summarizes the flow of 

manufacturing costs into and out of the Work in Process 

Inventory account. Its purpose is to assist management in understand- 
ing and evaluating manufacturing costs incurred in the period. 

To prepare this schedule, start by listing the work in process 
inventory at the beginning of the year. To this amount, add the 
materials used, direct labor costs, and overhead for the period. 
Combining these four items indicates the total cost of all work 
in process during the period. A final step is deducting the cost of 
work still in process at the end of the period. This gives us the 
cost of finished goods manufactured during the period. 


finished goods inventory (p. 728) The completed units that 
have emerged from the manufacturing process and are on hand 
available for sale. 


indirect labor (p. 731) Payroll costs relating to factory employ- 
ees who do not work directly on the goods being manufactured. 
Examples are wages of security guards and maintenance person- 
nel. Indirect labor costs are classified as manufacturing overhead. 


indirect manufacturing cost (p. 732) A manufacturing cost 
that cannot be conveniently traced to the specific products being 
manufactured. Examples include property taxes, depreciation on 
machinery, and other types of manufacturing overhead. 


indirect materials (p. 730) Materials used in the manufactur- 
ing process that cannot be traced conveniently to specific units of 
production. Examples include lubricating oil, maintenance sup- 
plies, and glue. Indirect materials are accounted for as part of 
manufacturing overhead. 


management accounting (p. 722) The design and use of 
accounting information systems inside the firm to achieve the 
firm’s objectives. 
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manufacturing costs (p. 725) The cost of manufacturing the 
goods that will be sold to customers. The basic types of manu- 
facturing costs are direct materials, direct labor, and manufac- 
turing overhead. 


manufacturing overhead (p. 726) A “catchall” category 
including all manufacturing costs other than the costs of direct 
materials used and direct labor. 


materials inventory (p. 728) The cost of direct materials on 
hand and available for use in the manufacturing process. 


period costs (p. 727) Costs that are charged to expense 
accounts in the period that the costs are incurred. Includes all 
items classified as “expense.” 


prime costs (p. 726) The direct materials and direct labor 
consumed in the production of goods and services. 


product costs (p. 726) The costs of purchasing or manu- 
facturing inventory. Until the related goods are sold, these 
product costs represent an asset—inventory. Once the goods 
are sold, these costs are deducted from revenue as the cost of 
goods sold. 


schedule of the cost of finished goods manufactured (p. 733) 
A schedule summarizing the flow of manufacturing costs into 
and out of the Work in Process Inventory account. Intended to 
assist managers in evaluating manufacturing costs. 


value chain (p. 722) The linked set of activities and resources 
necessary to create and deliver a product or service to customers. 


work in process inventory (p. 728) Goods at any stage of the 
manufacturing process short of completion. As these units are 
completed, they become finished goods. 


Demonstration Problem 


The following T accounts summarize the flow of manufacturing costs during the current year 
through the ledger accounts of Marston Manufacturing Company: 


Materials Inventory 


Work in Process Inventory 


$ 43,000 
390,000 
Ending balance $ 39,000 


Beg. balance 


Direct Labor 


0 


Beg. balance $ 22,000 
$889,000 

210,000 

2 


Ending balance $ 31,000 


Finished Goods Inventory 


$210,000 


$203,500 
Ending balance $ 6,500 


Manufacturing Overhead 


$ 95,000 
889,000 ? 
Ending balance $120,000 


Beg. balance 


Cost of Goods Sold 


$294,000 | ? 


Instructions 


? 


Using the data above, determine the following amounts. Some amounts already appear in the 
T accounts; others require short computations. 


a. Purchases of direct materials. 


Pe moeoe = 


The cost of goods sold. 


he 
. 


Direct materials used during the year. 

Direct labor costs assigned to production. 

The year-end liability to direct workers for wages payable. 

The overhead costs assigned to production during the year. 

Total manufacturing costs charged to production during the year. 
The cost of finished goods manufactured. 


The total costs classified as inventory in the year-end balance sheet. 
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Solution to the Demonstration Problem 


an Purchasesiotdirectmatenals ame meer ciact meta nacerers ie iemiee eect renee $390,000 
b. Computation of direct materials used: 


Materials inventory, beginning of year .............. 0.0.0.0. e eee eee ee $ 43,000 
Burchasestofdinect matental syececy-e-e-e eases re errant 390,000 
Direct matenalsyayatlable fon lse seers wen re ree $433,000 
lEess: Materials anvyentorysend! OfyeaGeemem ee eee eee ee 39,000 
Directmaterialsusedtsycysee teas oa eee as Meee een eat cans aa esa ae $394,000 
c. Direct labor costs assigned to production ............... 0.00 cee eee eee $210,000 
Year-end liability for direct wages payable ..4..25.0022.03-s2tecesss soe $ 6,500 
e. Overhead costs during the year: 
Cost transferred out of work in process .............. 02 eee cece eee eee $889,000 
Ending work in process) sis¥2c+s5 tats as oc ayoug ase wis cael en oaave oe 31,000 
Total cost toraccount fone fd Sted ean oe ie enone een eats $920,000 
Less: Directimatenalsiused(pattib)i2 sac enemies cm eect eee ae cee ae 394,000 
Winectilabormsediite ya. ssetensee ea cin erence aestr chee een sent eemA eee ecw ene rans cree 210,000 
Beginning workeimsprocess srs gaciycceeteie eetenenrsesescntyerceereeer siete rs 22,000 
Overheadvasstonedia sae e aoe mieten aceaeea nos tae ae $294,000 
f. Total manufacturing costs charged to production: 
Direct:materials used\ (part D)) ween acu tts san ores eee eae ne $394,000 
Direct labor costs assigned to production ............. 0.000.000. e eee 210,000 
Manufacturing overhead assigned (parte) ............ 0.0.0.0. eee eee eee 294,000 
Total manufacturing costs charged to production ...................4. $898,000 
g-) (Cost of finished! goodsimanutactuned 222 sqe scree ees ae ra eee sence $889,000 
h. Computation of cost of goods sold: 
Beginning inventory of finished goods ............... 0.00.02 e eee eae $ 95,000 
Cost of finished|goodsimanulactured eae ae seem sceese serene ene ae 889,000 
Costoteoodsiayvatlabletionsalewmeway ei eieieiicic besten see ete tenet ee $984,000 
Less: Ending inventory of timishedieoodsi ta aq ascmersnsr eters ee ieee 120,000 
Costiofisoods:sold ean. eee ete ten ane erans cee Haren Aa ee $864,000 
i. Total year-end inventory: 
Materials: a8 cen aarmuacis vines Goan caren maetioura naan as coc en nara ne $ 39,000 
WOrKdMPLOCESS): sve aeecalen sails Ris anattata mare Sasrer ye lore ueee eases ee cenebe tule at aie shores 31,000 
Bimishedi good Sez 2 siescucnene anteaters tes sae dyseret ns aancmtatinet won tyer opt ehevarsteensl ns 120,000 
otallinventotysrrers sien esi er racmiie eG AGH Matis eee eee Cen e $190,000 


Self-Test Questions 


The answers to these questions appear on page 757. c. Information is more widely distributed. 
1. Indicate which of the following statements are more d. Emphasis is on expected future results. 
descriptive of management accounting than of financial 2. In a manufacturing company, the costs debited to the Work 
accounting. (More than one answer may be appropriate.) in Process Inventory account represent: 
a. Recognized standards are used for presentation. a. Direct materials used, direct labor, and manufacturing 
b. Information is tailored to the needs of individual deci- overhead. 


sion makers. b. Cost of finished goods manufactured. 
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c. Period costs and product costs. 


None of the above; the types of costs debited to this 
account will depend on the type of products being 
manufactured. 


3. The Work in Process Inventory account had a beginning 


balance of $4,200 on February 1. During February, the cost 
of direct materials used was $29,000 and direct labor cost 
assigned to production was $3,000. $3,600 of overhead was 
assigned. If the cost of finished goods manufactured was 
$34,100, compute the balance in the Work in Process Inven- 
tory account at the end of February. 


a. $9,900. c. $2,100. 
b. $1,500. d. $5,700. 


. Manufacturing overhead costs would include: 


a. Marketing costs related to selling the product. 
b. The salary of the production line supervisor. 
c. The chief executive officer’s salary. 


d. Research and development costs for a new product. 


. The accounting records of Newport Mfg. Co. include 


the following information for the most recent year ended 
December 31: 


Briefly distinguish between management and financial 
accounting information in terms of (a) the intended 
users of the information and (b) the purpose of the 
information. 


Describe the three principles guiding the design of manage- 
ment accounting systems. 


Is management accounting information developed in con- 
formity with generally accepted accounting principles or 
some other set of prescribed standards? Explain. 


A manufacturing firm has three inventory control accounts. 
Name each of the accounts, and describe briefly what 
the balance in each at the end of any accounting period 
represents. 


Is the cost of disposing of hazardous waste materials result- 
ing from factory operations a product cost or a period cost? 
Explain. 


An important focus of management accounting is decision- 
making authority. Everyone within an organization has 
some decision-making authority. How do employees and 
managers know what decision-making authority they have 
regarding firm assets? 


What amounts are debited to the Materials Inventory 
account? What amounts are credited to this account? What 
type of balance (debit or credit) is this account likely to 
have at year-end? Explain. 


Briefly explain what accounting benchmark studies are and 
why they are important for an organization’s management 
accounting system. 
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Dec. 31 Jan. 1 
Inventory of work in process .... $ 20,000 $10,000 
Inventory of finished goods ..... 80,000 60,000 
Direct materials used ......... 200,000 
Direct labor. .-si0scevie paws 120,000 
Manufacturing overhead ....... 180,000 
Selling expenses ............ 150,000 


Indicate which of the following are correct. (More than one 
answer may be correct.) 


a. Amount debited to the Work in Process Inventory 
account during the year, $500,000. 


b. Cost of finished goods manufactured, $490,000. 
c. Cost of goods sold, $470,000. 
Total manufacturing costs for the year, $650,000. 


MMU DISCUSSION Questions 


Il 


9. What amounts are debited to the Direct Labor account dur- 


10. 


11. 


12. 


13. 


14. 


15. 


ing the year? What amounts are credited to this account? 
What type of balance (debit or credit) is this account likely 
to have at year-end? Explain. 


Exhibit 16-6 includes six ledger accounts. Which of these 
six accounts often have balances at year-end that appear in 
the company’s formal financial statements? Briefly explain 
how these balances will be classified in the financial 
statements. 


Argo Mfg. Co. uses approximately $1,200 in janitorial sup- 
plies to clean the work area and factory equipment each 
month. Should this $1,200 be included in the cost of direct 
materials used? Explain. 


What amounts are debited to the Work in Process Inventory 
account during the year? What amounts are credited to this 
account? What does the year-end balance in this account 
represent? 


What amounts are debited to the Finished Goods Inven- 
tory account during the year? What amounts are credited to 
this account? What type of balance (debit or credit) is this 
account likely to have at year-end? 


Briefly describe the computation of the cost of finished 
goods manufactured as it appears in a schedule of the cost 
of finished goods manufactured. 


A schedule of the cost of finished goods manufactured is 
a helpful tool in determining the per-unit cost of manufac- 
tured products. Explain several ways in which information 
about per-unit manufacturing costs is used by (a) manage- 
ment accountants and (b) financial accountants. 
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Brief Exercises a connect 


[ACCOUNTING 


log BRIEF During the year, Coronado Boat Yard has incurred manufacturing costs of $420,000 in building 
EXERCISE 16.1 three large sailboats. At year-end, each boat is about 70 percent complete. How much of these 
Product vs. Period manufacturing costs should be recognized as expense in Coronado Boat Yard’s income statement 
Costs for the current year? Explain. 

L104. BRIEF During the current year, the cost of direct materials purchased by a manufacturing firm was 
EXERCISE 16.2 $510,000, and the direct materials inventory increased by $40,000. What was the cost of direct 
Direct Materials Used materials used during the year? 

L083. BRIEF A company that assembles trucks produces 60 trucks during the current year and incurs $3 million 
EXERCISE 16.3 of material, labor, and overhead costs. Fifty-three trucks were sold during the year and each is 

194 Cost of Goods Sold allocated the same amount of costs. How much of the $3 million assembly costs should appear on 


the company’s income statement for the current year? 


L044. BRIEF Hula’s Heavyweights, Inc., is a company that manufactures forklifts. During the year, Hula’s pur- 
EXERCISE 16.4 chased $1,450,000 of direct materials and placed $1,525,000 worth of direct materials into pro- 
Materials Inventory duction. Hula’s beginning balance in the Materials Inventory account was $320,000. What is the 


ending balance in Hula’s Materials Inventory account? 


102 BRIEF A.J.’s Cooling Systems, Inc., assigns $230,000 of direct labor costs to production during the cur- 
EXERCISE 16.5 rent period. A.J.’s also pays employees $200,000 during the period. What are the two journal 
Direct Labor Journal entries used to record these transactions? 

104 Entries 

04 BRIEF During the current year, CF Manufacturing Co. incurred $370,000 of indirect labor costs, $15,000 
EXERCISE 16.6 of indirect materials costs, $125,000 of rent costs, and $163,000 of other overhead costs. How 
Manufacturing much did CF Manufacturing assign to the Work in Process Inventory account from the Manufac- 

L05 Overhead Assigned turing Overhead account? 

104 BRIEF Ardvark Pets, Inc., has three stores in the state. The owner, Ms. Perkins, is having trouble tracking 
EXERCISE 16.7 inventory costs in the three pet stores. Ms. Perkins knows about your skill in tracking and under- 
Inventory Balances standing cost flows and asks you to find the following missing items for the three stores: 

Midwest Ardvark Northern Ardvark Eastern Ardvark 
Beginning inventory $ 30,000 ? ? 
Transferred in 100,000 $200,000 $160,000 
Transferred out 110,000 180,000 150,000 
Ending Inventory 2 60,000 40,000 

104 BRIEF The Work in Process Inventory account had a beginning balance of $16,200 on April 1. During 
EXERCISE 16.8 April, the cost of direct materials used was $408,000 and direct labor cost assigned to production 
Work in Process was $56,000. A total of $72,000 of overhead was assigned to production in April. If the cost of 
Balances finished goods manufactured was $523,500, what was the balance in the Work in Process Inven- 


tory account on April 30? 


L03. BRIEF Hapless Repairs Co. does all the repair work for a medium-sized manufacturer of handheld com- 
EXERCISE 16.9 puter games. The games are sent directly to Hapless, and after the games are repaired, Hapless bills 

through Brime vs. Conversion the game manufacturer for cost plus a 30 percent markup. In the month of February, purchases of 
Costs parts (replacement parts) by Hapless amounted to $90,000, the beginning inventory of parts was 

LOS $40,500, and the ending inventory of parts was $15,250. Payments to repair technicians during the 


month of February totaled $63,000. Overhead incurred was $113,000. 

a. What was the cost of materials used for repair work during the month of February? 
b. What was the prime cost for February? 

c. What was the conversion cost for February? 

d. 


What was the total repair cost for February? 
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EXERCISE 16.10 
Partial Balance Sheet 


BRIEF At the end of the year, Kyler Electronic Corporation had the following balances: 
Work in proC@Ss) iz. x.¢ cn o.2.4 Se rnacdiara a copa dok em enncsee® Sie Bcekseen wade, ae alee ie dak she cine $ 43,600 
Cash and cash. equivalents: 1:00.00 o¢eea tide ite ieee tae a be adead et dees 532,000 
Finished: Goods's iz wid keds tae er ahead ede ee de ode a eee he 85,700 
Raw materials: : 2c iisc00 sia beat cede ais oben ad eA week ea aed 25,400 
AccountsireceiWVablex 202666224 dichowseendigdhobseoticnhesdbeteodsanenn 237,000 


Prepare a partial balance sheet for Kyler’s showing the above accounts. 


Exercises a connect 


|ACCOUNTING 


EXERCISE 16.1 Listed below are eight technical accounting terms introduced or emphasized in this chapter: 
Accounting Work in Process Inventory Cost of finished goods manufactured 
through Terminology Conversion costs Cost of Goods Sold 
Period costs Management accounting 
Product costs Manufacturing overhead 


L02 


LO 


L05 


Each of the following statements may (or may not) describe one of these technical terms. For each 
statement, indicate the accounting term described, or answer “None” if the statement does not cor- 
rectly describe any of the terms. 


a. The preparation and use of accounting information designed to assist managers in planning 
and controlling the operations of a business. 
b. All manufacturing costs other than direct materials used and direct labor. 
c. Direct materials and direct labor used in manufacturing a product. 
d. A manufacturing cost that can be traced conveniently and directly to manufactured units of 
product. 
e. The account debited at the time that the Manufacturing Overhead account is credited. 
f. The amount transferred from the Work in Process Inventory account to the Finished Goods 
Inventory account. 
g. Costs that are debited directly to expense accounts when the costs are incurred. 
EXERCISE 16.2 Into which of the three elements of manufacturing cost would each of the following be classified? 
Basic Types of a. Tubing used in manufacturing bicycles. 
sti cron lates Sek b. Wages paid by an automobile manufacturer to employees who test-drive completed 
automobiles. 
c. Property taxes on machinery. 
d. Gold bullion used by a jewelry manufacturer. 
e. Wages of assembly-line workers who package frozen food. 
f. Salary of plant superintendent. 
g. Electricity used in factory operations. 
h. Salary of a nurse in a factory first-aid station. 
EXERCISE 16.3 Indicate whether each of the following should be considered a product cost or a period cost. If 
Product Costs you identify the item as a product cost, also indicate whether it is a direct or an indirect cost. For 
and Period Costs example, the answer to item 0 is “indirect product cost.” Begin with item a. 
0. Property taxes on factory building. 
a. Cost of disposal of hazardous waste materials to a chemical plant. 
b. Amounts paid by a mobile home manufacturer to a subcontractor who installs plumbing in 
each mobile home. 
c. Depreciation on sales showroom fixtures. 
d. Salaries of security guards in an administrative office building. 


Exercises 


LO04 


LOG 


L038 


through 


L05 


EXERCISE 16.4 
Flow of Costs through 
Manufacturing 
Accounts 


EXERCISE 16.5 
Preparing a Schedule 
of the Cost of 
Finished Goods 
Manufactured 


EXERCISE 16.6 
Flow of Costs through 
Manufacturing 
Accounts 
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Salaries of factory security guards. 
Salaries of office workers in the credit department. 


Depreciation on the raw materials warehouse. 


= 1 mp © 


Income taxes on a profitable manufacturing company. 


The following information was taken from the accounting records of Reliable Tool Corporation: 


Work in process inventory, beginning of the year .........................-. $ 35,000 
Cost of direct materials USed .. 1... eee ees 245,000 
Direct labor cost applied to production .......... 0.0.0 cece eee 120,000 
Cost of finished goods manufactured ......... 2.0.00 cece eee 675,000 


Overhead is assigned to production at $300,000. Compute the amount of the work in process 
inventory on hand at year-end. 


The accounting records of NuTronics, Inc., include the following information for the year ended 
December 31, 2011. 


Dec. 31 Jan. 1 
Inventory of materials ..... 0... ees $ 24,000 $20,000 
Inventory of work in process ............ 0.000 c eee eee eee ee 8,000 12,000 
Inventory of finished QoOOdS. .sc0ic8s caved ewiiaes cia ee eneo ads 90,000 80,000 
Diréct:materialS: used! witseco ded eae ceed ebe Oe bao eun ees 210,000 
DIRCCHIADOR: sccissssnstrs, esfadic tranadi aati basuans, b.2 aneciuanahe 4% ay dndeeeangcascy esha 120,000 
Selling expenses .......... 0... eee ete 170,000 
General and administrative expenses ...............0..00.0000. 140,000 


Overhead is assigned to production at $192,000. 


a. Prepare a schedule of the cost of finished goods manufactured. (Not all of the data given above 
are used in this schedule.) 


b. Assume that the company manufactures a single product and that 20,000 units were completed 
during the year. What is the average per-unit cost of manufacturing this product? 


The Bags and Luggage Company had the following account balances as of January 1: 


Direct Materials Inventory ......... 0000 c ects $ 9,200 
Workin Process: INVentory a: icc ccccsas cee ede st ele ena Ree cae 78,400 
Finished Goods Inventory .. 2c: e0.cee cence habe s bad bee dade eves been eaee 53,600 
Manufacturing Overhead i006 ceccniso4 te head oa eee ewe 6 hal ae —0- 


During the month of January, all of the following occurred: 

Direct labor costs were $42,000 for 1,800 hours worked. 

Direct materials costing $35,750 and indirect materials costing $3,500 were purchased. 
Sales commissions of $16,500 were earned by the sales force. 

$26,000 worth of direct materials were used in production. 

Advertising costs of $6,300 were incurred. 

Factory supervisors earned salaries of $12,000. 

Indirect labor costs for the month were $3,000. 


G2 SLA ee Ne 


Monthly depreciation on factory equipment was $4,500. 
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9. Utilities expense of $7,800 was incurred in the factory. 
10. Luggage with manufacturing costs of $70,100 were transferred to finished goods. 
11. Monthly insurance costs for the factory were $4,200. 
12. $5,000 in property taxes on the factory were incurred and paid. 
13. Luggage with manufacturing costs of $89,000 were sold for $145,000. 


Instructions 


a. If Bags and Luggage assigns manufacturing overhead of $34,400, what will be the balances in the 
Direct Materials, Work in Process, and Finished Goods Inventory accounts at the end of January? 


b. As of January 31, what will be the balance in the Manufacturing Overhead account? 


c. What was Bags and Luggage’s operating income for January? 


Joe Felan is the production manager at Utex Corporation. He was recently quoted as saying, “Since 
management reports aren’t subject to generally accepted accounting principles, and they aren’t 
directly used by outside investors and creditors, it’s really okay for managers to manipulate the 
reports as they see fit.’ Do you agree with Felan’s statement? Defend your answer. 


Sheila Lufty manages the plant that produces dining room furniture for Bastile Furniture Company. 
Sheila’s annual performance is evaluated based on how well she manages all the costs incurred 
to run the plant and produce the furniture. For her annual evaluation, the costs incurred for the 
year are compared to the budgeted costs that were established at the beginning of the year. Sheila 
receives a large bonus if the total costs are less than those budgeted at the beginning of the year. 

Recently, Sheila provided the following end-of-year explanation to her boss, the division head, 
Rose Pantle: 


Rose, I know that the plant costs were over budget again this year. However, during the year 
I only receive four reports from accounting about the plant costs. These quarterly reports 
from accounting tell me what the actual plant costs are each quarter. Because the budget 
is based on yearly totals, it is difficult to tell from the accounting reports if we are falling 
behind budget. In addition, the sales department decides how many sets of dining room fur- 
niture we will produce during the year. This year, sales demanded 1,000 more dining room 
sets than budgeted at the beginning of the year. These extra sets increased the plant costs 
significantly. 


On the basis of the three principles of management accounting system design discussed in this 
chapter, identify three problems with Bastile Furniture Company’s management accounting 
system. What would you recommend that Bastile do to fix the problems? 


The Anthony Company, a sole proprietorship, reports the following information pertaining to its 
operating activities: 


Ending Beginning 

Balance _— Balance 
Materials Inventory ...... 00... cee eect teeta $10,000 $40,000 
Work in Process Inventory ............ 00000 c eee eee eee 29,000 60,000 
Finished Goods Inventory ............ 0.0000 e eee eee 52,000 42,000 


During the year, the company purchased $40,000 of direct materials and incurred $21,000 of 
direct labor costs. Total manufacturing overhead costs for the year amounted to $18,000. Selling 
and administrative expenses amounted to $60,000, and the company’s annual sales amounted to 
$250,000. 


a. Prepare Anthony’s schedule of the cost of finished goods manufactured. 


b. Prepare Anthony’s income statement (ignore income taxes). 
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Ridgeway Company reports the following information pertaining to its operating activities: 


Ending Beginning 

Balance _— Balance 
Materials Inventory ..... 0... 0. cece cee $70,000 $60,000 
Work in Process Inventory ............ 00000. c eee eee eee 41,000 29,000 
Finished Goods Inventory ............ 0.0.0. e eee eee 16,000 21,000 


During the year, the company purchased $35,000 of direct materials and incurred $22,000 of 
direct labor costs. Total manufacturing overhead costs for the year amounted to $19,000. Selling 
and administrative expenses amounted to $30,000, and the company’s annual sales amounted to 
$80,000. 


a. Prepare Ridgeway’s schedule of the cost of finished goods manufactured. 


b. Prepare Ridgeway’s income statement (ignore income taxes). 


Boeing Company has had its financial ups and downs. Recently, the CFO for Boeing helped turn 
its problems around by analyzing the amount of value each product was providing to the com- 
pany’s bottom line. The analysis ultimately determined which programs were making or losing 
money for Boeing. Based on the analysis, key operational metrics were established and reported to 
managers on a regular basis. These performance metrics detailed the company’s progress toward 
reducing inventory, reducing costs, and streamlining operations. Managers were evaluated based 
on these metrics. 

Explain how the above description of activities at Boeing Company is consistent with the three 
principles that govern how management accounting systems are designed and used in companies. 


The accounting records of Hobart Industries show the following information for the most recent 
year ended December 31: 


Dec. 31 Jan. 1 
Inventory of work in proceSS ....... 0... cee eee eee $ 40,000 $18,000 
Inventory of finished goods ............. 0... e eee eee eee eee 60,000 68,000 
DirectimaterialS USEG:.c.i05 26 cccaie ecm i Ba aiee ee nbhewew ae ees 250,000 
Directlabor: ...cceeeesanite antes Vika dae ap he pwa cna AER Ae Heals 120,000 
Manufacturing overhead .......... 2.0... eee eee eee 145,000 
Selling:OxpenseS. .viciec. veer ew Kanes Lea aeeanes 135,000 


Find the amount debited to the Work In Process Inventory account during the year. 
What is the cost of goods manufactured for the year? 
What is the cost of goods sold for the year? 


a op PS 


What are the total manufacturing costs for the year? 


Classify each of the following costs as a product cost or period cost. If it is a product cost, classify 
it as direct (or indirect) materials, direct (or indirect) labor, or overhead. 


a. Wheat used to make flour at General Mills. 
b. Sales commissions paid to sales personnel at Gap retail stores. 


c. Costs incurred by General Motors to ship automobile seats purchased from the Lear 
Corporation to GM assembly plants. 


Insurance paid on the Target retail stores in Michigan. 
Insurance paid on the Target warehouse holding merchandise inventory. 


d 
e 
f. Bonus paid to all production employees of General Motors at the end of a profitable fiscal year. 
g. Health care costs for the office workers at the headquarters of Johnson & Johnson Company. 
h 


Bolts used by Trek Bicycle Corporation to secure the bike parts to the frame. 
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Go to the following Web site for the Coca-Cola Company: 

http://www.worldofcoca-cola.com 
Select the “Virtual Tour” from the list of activities on the left-hand side of the screen. Choose 
“Bottle work” to see the bottling operation. 


a. Determine five direct materials that are used to create Coca-Cola.® 
b. Identify at least three types of labor. For each type of labor, identify it as direct or indirect. 
c. Identify at least three types of overhead costs. 


Use the Home Depot 2009 financial statements in Appendix A at the end of this textbook. Read 
note | to the financial statements that summarizes significant accounting policies for Home Depot. 
Read the section titled “Cost of Sales” on page A-9. Explain how Home Depot classifies some 
transportation, shipping, and handling costs as period expenses and others as product costs. On 
what basis does it distinguish between shipping or transportation costs that are period expenses and 
those that are product costs? 


Problem Set A @ connect 


|ACCOUNTING 


Aqua-Marine manufactures fiberglass fishing boats. The manufacturing costs incurred during its 
first year of operations are shown as follows: 


Direct materials purchased .......... 2.0.0... cece ee $225,000 
Direct materials:USEd) «icc cand eo he EAE 2k oD ee ok ee 216,000 
IRC CTIA DOR op. ce: see seal Sas aye ek as paces Sadia) cclasarig Goh Deere Badd eae G-vd ey pees Bade Baal uae 200,000 
Manufacturing overhead .......... 0... cee eee eee ee 350,000 
Cost of finished goods manufactured (112 boats) ..................0.0.000. 728,000 


During the year, 112 completed boats were manufactured, of which 100 were sold. (Assume that 
the amount of the ending inventory of finished goods and the cost of goods sold are determined 
using the average per-unit cost of manufacturing a completed boat.) 


Instructions 
a. Compute each of the following and show all computations: 
1. The average per-unit cost of manufacturing a completed boat during the current year. 
2. The year-end balances of the inventories of materials, work in process, and finished 
goods. 
3. The cost of goods sold during the year. 
b. For the current year, the costs of direct materials purchased, direct labor assigned to produc- 


tion, and actual manufacturing overhead total $775,000. Is this the amount of manufacturing 
costs deducted from revenue in the current year? Explain fully. 


Road Warrior Corporation began operations early in the current year, building luxury motor homes. 
During the year, the company started and completed 45 motor homes at a cost of $55,000 per unit. 
Of these, 43 were sold for $105,000 each and two remain in finished goods inventory. In addition, 
the company had six partially completed units in its factory at year-end. Total costs for the year 
(summarized alphabetically) were as follows: 


Directimatetials used . .....2.cc0e cee boogie ee ees eae de ees $ 750,000 
Direct labor sis-iise ey eseu taeda ad gwd a ee be dosh aad eee a eae Gs awe 800,000 
Income tax:expenSe: ci vewdte sad eee oa ee ee dpe ede eb ekd ee eae 100,000 
General and administrative expenses ...............0. 0.00 c eee eee eee 500,000 
Manufacturing overhead .......... 2.0... c eee cee eens 1,200,000 


Selling expenses ....... 0.0... eee een teens 500,000 
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Instructions 
Compute the following for the current year: 
a. Total manufacturing costs charged to work in process during the period. 


b. Cost of finished goods manufactured. 
c. Cost of goods sold. 
d. Gross profit on sales. 
e. Ending inventories of (1) work in process and (2) finished goods. 
L044. PROBLEM 16.3A The flow of manufacturing costs through the ledger accounts of Superior Locks, Inc., in the current 
The Flow of year is illustrated below in summarized form. 
Manufacturing Costs 
through Ledger 
Accounts 
eXcel 
Materials Inventory Work in Process Inventory 
Beg. balance $ 13,000 Beg. balance $ 19,000 
269,000 _Q°— ee? $614,400 
Ending balance $ 17,000 134,000 —S—" 
214,400 


Ending balance ? 


Direct Labor Finished Goods Inventory 


Beg. balance  $ 46,000 
614,400 ? 


$131,300 | $134,000 
Ending balance $ 53,400 


Ending balance $ 2,700 


Manufacturing Overhead Cost of Goods Sold 


? 


$214,400 | $214,400 


Instructions 


Indicate the amounts requested below. Some amounts are shown in the illustrated T accounts; 
others require short computations. (Show all computations.) 


a. Purchases of direct materials. 

The cost of direct materials used. 

Direct labor costs assigned to production. 

The year-end liability for direct wages payable. 


Total manufacturing costs charged to the Work in Process Inventory account during the 
current year. 


The cost of finished goods manufactured. 
The year-end balance in the Work in Process Inventory account. 


= 0 pt 


The cost of goods sold. 


ho 
. 


The total amount of inventory listed in the year-end balance sheet. 


L044 PROBLEM 16.4A The following T accounts summarize the flow of manufacturing costs during the current year 
The Flow of through the ledger accounts of Double Bar Corporation: 
Manufacturing Costs 
through Perpetual 
Inventory Records 
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Materials Inventory Work in Process Inventory 
Beg. balance $ 16,000 Beg. balance $ 21,000 

355,000 ————————————SS=— 7 2 
Ending balance $ 13,000 210,000 a 


390,000 
Ending balance $ 25,000 


Direct Labor Finished Goods Inventory 


$216,000 $210,000 


Ending balance $ 14,000 


Beg. balance $106,000 
rf! ? 


Ending balance $118,000 


Manufacturing Overhead Cost of Goods Sold 


$390,000 | $390,000 ? 


Instructions 


From the data supplied above, indicate the following amounts. Some amounts are shown in the 
T accounts; others require short computations. (Show all computations.) 


a. Purchases of direct materials during the year. 


b. The cost of direct materials used. 
c. Direct labor payrolls paid during the year. 
d. Direct labor costs assigned to production. 
e. Total manufacturing costs charged to the Work in Process Inventory account during the year. 
f. The cost of finished goods manufactured. 
g. The cost of goods sold. 
h. The total costs to be classified as inventory in the year-end balance sheet. 
L083 PROBLEM 16.5A The balances in the perpetual inventory accounts of Hillsdale Manufacturing Corporation at the 
The Flow of beginning and end of the current year are as follows: 
104 Manufacturing Costs: _— 
A Comprehensive End Beginning 
Problem of Year of Year 
LOG Inventory accounts: 
Materials? sini esa doadand 4 Gia wed Pena a he Wee a ed eee $26,000 $22,000 
Workin Process). ccs :..s2c0ceane Soe oQrke Gasca bknne ears As 9,000 5,000 
Finished Goods Inventory: 1.1 ccc005 ct reeds ese eine ena y 25,000 38,000 


The total dollar amounts debited and credited during the year to the accounts used in recording 
manufacturing activities are as follows: 


Debit Credit 
Entries Entries 
Account: 
Materials Inventory ............0000 cece eee eee eee eee $410,000 $ ? 
Direct:'Labor Payable: 6. iccie cae mii cma boa ea ee ba ee 189,000 192,000 
Manufacturing Overhead ............ 0.0.0. e eee eee eee 393,600 393,600 
Work in Process Inventory ............... 0002 cee eee eee 2? 2 


Finished Goods Inventory ............ 00.0000: e eee eee eee 2? ? 
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Instructions 
a. Using these data, state or compute for the year the following amounts: 
1. Direct materials purchased. 
Direct materials used. 
Payments of direct labor payrolls. 
Direct labor cost assigned to production. 
Total manufacturing costs charged to the Work in Process Inventory account during the year. 
The cost of finished goods manufactured. 


Bl Et aaa 


Cost of goods sold. 
8. The total amount to be classified as inventory in the year-end balance sheet. 
b. Prepare a schedule of the cost of finished goods manufactured. 


The following are data regarding last year’s production of Dicer Ricer, one of the major products 
of Kitchen Gadget Company: 


Purchases of direct materials ............ 0.0.0.0. cece eee eee eee $332,000 
Directimaténals US6d. i.o8 .iwdd ewe dhos PES eee ee dbeedese bbe beens 333,600 
Direct labor payrolls (paid during the year) ...............0.0 000000000000. 176,700 
Direct labor costs assigned to production ............... 00.0... e eee eee eee 180,000 
Manufacturing overhead .......... 00.0. eee 288,000 


During the year, 61,000 units of this product were manufactured and 62,100 units were sold. 
Selected information concerning inventories during the year follows: 


End Beginning 
of Year of Year 


Materials sc dss ct & dhe ea dt OH Sale oS a hw ae adda we ele ea $ ? $12,800 
Work iniiProcCeSs: 2.2 s..4.ccc0 e 2ebk noe? SSE RR Pewee EEE 4,700 3,000 
Finished Goods, Jan. 1 (3,000 units @ $13)..............-04. ? 39,000 


Instructions 
a. Prepare a schedule of the cost of finished goods manufactured for the Dicer Ricer product. 
b. Compute the average cost of a Dicer Ricer per finished unit for last year. 


c. Compute the cost of goods sold associated with the sale of Dicer Ricer. Assume that there is a 
first-in, first-out (FIFO) flow through the Finished Goods Inventory account and that all units 
completed during the year are assigned the per-unit costs determined in part b. 


d. Compute the amount of inventory relating to Dicer Ricer that will be listed in the company’s 
balance sheet at December 31. Show supporting computations for the year-end amounts of 
materials inventory and finished goods inventory. 

e. Explain how the $180,000 in direct labor costs assigned to production affect the company’s 
income statement and balance sheet. 


The accounting records of Idaho Paper Company include the following information relating to the 
current year: 


Dec. 31 Jan. 1 


Materials inventory ....... 0.0... e eee eee $ 20,000 $ 25,000 
Work in process inventory ........... 0.000. eee 37,500 40,000 
Finished goods inventory, Jan. 1 (10,000 units @ $21 per unit)..... ? 210,000 
Purchases of direct materials during year ..................... 330,000 
Direct labor costs assigned to production ..................... 375,000 


Manufacturing overhead ............... 00.0000 2 eee eee eee 637,500 


750 
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The company manufactures a single product; during the current year, 45,000 units were manufac- 
tured and 40,000 units were sold. 


Instructions 


a. Prepare a schedule of the cost of finished goods manufactured for the current year. (Show a 
supporting computation of the cost of direct materials used during the year.) 


b. Compute the average per-unit cost of production during the current year. 


Compute the cost of goods sold during the year, assuming that the FIFO (first-in, first-out) 
method of inventory costing is used. 


d. Compute the cost of the inventory of finished goods at December 31 of the current year, 
assuming that the FIFO (first-in, first-out) method of inventory costing is used. 


Early in the year, John Raymond founded Raymond Engineering Co. for the purpose of manu- 
facturing a special flow control valve that he had designed. Shortly after year-end, the company’s 
accountant was injured in a skiing accident, and no year-end financial statements were prepared. 
However, the accountant had correctly determined the year-end inventories at the following 
amounts: 


MaterialSies. 35. s.cceiteeeneetie ty dedettatiedetiedwh tetiese eheed tens $46,000 
WORKIN DROCESS 55 ooo ee a. accis pate fat eS ear eoavaucisgde @ ptoecaereeaauaienitrn ab eimarenanaleinadl 42 31,500 
Finished goods:(3,000 units) s.2csc2cdereaes eae eee RG aes wa eee Ew 88,500 


As this was the first year of operations, there were no beginning inventories. 
While the accountant was in the hospital, Raymond improperly prepared the following income 
statement from the company’s accounting records: 


Netisales:ientscs staat am dniaunegaie aceraceia Uaraunte masts aaelener Sacaatinenacs, agettnde taguaeic $610,600 
Cost of goods sold: 
Purchases of direct materials ...................0.0000004. $181,000 
Direct labor Costs 3. 4.2. ,c00tenci ade datewt i hidade batGus bes 110,000 
Manufacturing overhead ...........0.. 0.0.0.0 e eee eee 170,000 
SEIING EXPENSES °sh2cweass swe led Rene i Hee ed ew ad 70,600 
Administrative expenses ........... 0.0.0. c eee eee eee eee 132,000 
TotaliCOstS: sao sehiwat Gani dt hea adie Hines tea bes Sead 663,600 
Netiloss for Yeah ccs accre sae tamene eee eae Dames HO Rew ted eee ae $ (53,000) 


Raymond was very disappointed in these operating results. He stated, “Not only did we lose more 
than $50,000 this year, but look at our unit production costs. We sold 10,000 units this year at a 
cost of $663,600; that amounts to a cost of $66.36 per unit. I know some of our competitors are 
able to manufacture similar valves for about $35 per unit. I don’t need an accountant to know that 
this business is a failure.” 


Instructions 


a. Prepare a schedule of the cost of finished goods manufactured for the year. (As there were no 
beginning inventories, your schedule will start with “Manufacturing costs assigned to produc- 
tion:”.) Show a supporting computation for the cost of direct materials used during the year. 


b. Compute the average cost per unit manufactured. 


Prepare a corrected income statement for the year, using the multiple-step format. If the com- 
pany has earned any operating income, assume an income tax rate of 30 percent. (Omit earn- 
ings per share figures.) 


d. Explain whether you agree or disagree with Raymond’s remarks that the business is unprofit- 
able and that its unit cost of production ($66.36, according to Raymond) is much higher than 
that of competitors (around $35). If you disagree with Raymond, explain any errors or short- 
comings in his analysis. 
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408 PROBLEM 16.1B Pinning, Inc., manufactures dowhats. The manufacturing costs incurred during its first year of 
An Introduction to operations are as follows: 
Product Costs 
L04 
Direct materials purchased .......... 2.0.0... c eee eee eens $415,000 
Direct materials: Usd). ..2i ccc ncec ea cedce a ea ne ee eee ee eee ee ka Sea oe ee 385,000 
DirectlabOr sii vec ccaiw es eee eee eke ere eS eae ee ee ee eae Pee 335,000 
Manufacturing:overhead ...¢3 646 paki sees kee al ee oe ee eh 430,000 
Cost of finished goods manufactured (100 dowhats)....................0... 880,000 

During the year, 110 completed dowhats were manufactured, of which 90 were sold. (Assume that 

the amount of the ending inventory of finished goods and the cost of goods sold are determined 

using the average per-unit cost of manufacturing a completed dowhat.) 

Instructions 

a. Compute each of the following and show all computations: 

1. The average per-unit cost of manufacturing a completed dowhat during the current year. 

2. The year-end balances of the following inventories: materials, work in progress, and fin- 
ished goods. 

3. The cost of goods sold during the year. 

b. For the current year, the costs of direct materials purchased, direct labor, and manufacturing 
overhead total $1,180,000. Is this the amount of manufacturing costs deducted from revenue 
in the current year? Explain fully. 

L022 PROBLEM 16.2B River Queen Corporation began operations early in the current year, building luxury boats. Dur- 
An Introduction ing the year, the company started and completed 40 boats at a cost of $80,000 per unit. Of these, 
through +4 Product Costs 30 were sold for $130,000 each and 10 remain in finished goods inventory. In addition, the com- 
pany had five partially completed units in its factory at year-end. Total costs for the year (summa- 
104 rized alphabetically) were as follows: 

Direct materialSUS6d a cc. eee needs eh donlie eR ace oP a ae toe a $ 800,000 

DIr6CtilaDOF 2 cscs 8 slnacstetace acd Sala aie antic daa aideek eens ars) eter eatin beg mete see 1,000,000 

Income tax expense ....... 2... ee eee eee 80,000 

General and administrative expenses ................ 000002 ee eee eee 600,000 

Manufacturing overhead .......... 0.00.0. 2,000,000 

Selling expenseS ....... 0.0... eee een eens 400,000 

Instructions 

Compute the following for the current year: 

a. Total manufacturing costs charged to work in process during the period. 

b. Cost of finished goods manufactured. 

c. Cost of goods sold. 

d. Gross profit on sales. 

e. Ending inventories of (1) work in process and (2) finished goods. 

L044 PROBLEM 16.3B The flow of manufacturing costs through the ledger accounts of ISP, Inc., in the current year is 
The Flow of illustrated below in summarized form: 


Manufacturing Costs 
through Ledger 
Accounts 


Materials Inventory Work in Process Inventory 


Beg. balance  $ 10,000 Beg. balance $ 20,000 
260,000 ><? $608,000 

‘ ue 
Ending balance $ 15,000 140.000 


210,000 


Ending balance 7 


Direct Labor Finished Goods Inventory 


$139,000 $140,000 


Ending balance $ 1,000 


Beg. balance $ 45,000 
608,000 2? 
Ending balance  $ 50,000 


Manufacturing Overhead Cost of Goods Sold 


$210,000 | $210,000 % 


Instructions 


Indicate the amounts requested below. Some amounts are shown in the T accounts above; others 
require short computations. (Show all computations.) 


a. Purchases of direct materials. 
b. The cost of direct materials used. 
c. Direct labor costs assigned to production. 
d. The year-end liability for direct wages payable. 
e. The overhead as a percentage of direct labor costs. 
f. Total manufacturing costs charged to the Work in Process Inventory account during the current year. 
g. The cost of finished goods manufactured. 
h. The year-end balance in the Work in Process Inventory account. 
i. The cost of goods sold. 
j. The total amount of inventory listed in the year-end balance sheet. 
L044 PROBLEM 16.4B The following T accounts summarize the flow of manufacturing costs during the current year 
The Flow of through the ledger accounts of Payback Corporation: 
Manufacturing Costs 
through Perpetual 
Inventory Records 
Materials Inventory Work in Process Inventory 
Beg. balance $ 18,000 Beg. balance $ 20,000 
360,000 — oo 2 


Ending balance $ 14,000 230,000 
400,000 


Ending balance $ 25,000 


Direct Labor Finished Goods Inventory 


Beg. balance  $ 98,000 
z 2 


Ending balance $110,000 


$225,000 $230,000 
Ending balance $ 5,000 


Manufacturing Overhead Cost of Goods Sold 


$400,000 | $400,000 ? 
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Instructions 


From the data supplied above, indicate the following amounts. Some amounts are shown in the 
T accounts above; others require short computations. (Show all computations.) 


a. Purchases of direct materials during the year. 

The cost of direct materials used. 

Direct labor payrolls paid during the year. 

Direct labor costs assigned to production. 

The overhead assigned to production as a percentage of direct labor costs. 


mea fo 


Total manufacturing costs charged to the Work in Process Inventory account during the current 
year. 


g. The cost of finished goods manufactured. 
h. The cost of goods sold. 
i. The total costs to be classified as inventory in the year-end balance sheet. 


L08 PROBLEM 16.5B The balances in the perpetual inventory accounts of Valleyview Manufacturing Corporation at the 
The Flow of beginning and end of the current year are as follows: 
104 Manufacturing Costs: 
A Comprehensive End Beginning 
Problem of Year of Year 
LO6 Inventory accounts: 
Materials: iit. eee ee bik eiod sea giana diets ead a $15,000 $25,000 
Workin ProCeSs ii.c05 cs ces cece cade wae rae esa ee eee 10,000 8,000 
Finished Goods Inventory... .¢s200n seen ei caebeteee cee 24,000 30,000 


Total dollar amounts debited and credited during the year to the accounts used in recording manu- 
facturing activities are as follows: 


Debit Credit 
Entries Entries 


Account: 
Materials Inventory ............00000 ccc eee ee $225,000 $ ? 
Direct’ Labor :ydo60. 2a. eebedeuse eed bd edewes cede stein 200,000 210,000 
Manufacturing Overhead ............ 00.0000 e eee ee eee 420,000 420,000 
Work in Process Inventory .............. 00000000 eee ee eee ? 2? 
Finished Goods Inventory.............. 0000. c eee eee ee ? 2? 


Instructions 
a. Using these data, state or compute for the year the following amounts: 
1. Direct materials purchased. 
Direct materials used. 
Payments of direct labor payrolls. 
Direct labor cost assigned to production. 
The overhead assigned to production stated as a percentage of direct labor costs. 


CAT Sd Rae 


Total manufacturing costs charged to the Work in Process Inventory account during the 
year. 


7. The cost of finished goods manufactured. 
8. The cost of goods sold. 
9. The total amount to be classified as inventory in the year-end balance sheet. 


b. Prepare a schedule of the cost of finished goods manufactured. 
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1044 PROBLEM 16.6B The following are data regarding last year’s production of Old Joe, one of the major products of 
Determining and Columbus Toy Company: 
Reporting Product 


Eo Cost Information 
Purchases of direct materials ............ 0.00... cee ee $400,000 
Direct materials used .... 2.0... ee eens 402,000 
Direct labor payrolls (paid during the year) ................ 00.002 c eee eee 180,000 
Direct labor costs assigned to production ............. 0.00.00. eee eee eee 220,000 
Manufacturing overhead (incurred and applied).....................0.0.00. 330,000 

During the year, 50,000 units of this product were manufactured and 51,500 units were sold. 

Selected information concerning inventories during the year follows: 

End Beginning 

of Year of Year 
Materials: i.c6 dacs eet hee denctiee eh ae eee RAE ae $ ? $15,000 
WORK I PROCESS a5 ieee dats tac ice ear cassis ae deed aod ide abe aseaeeievans and wavandlaa 6,000 5,000 
Finished Goods, Jan. 1 (4,000 units @ $19)............... eee eee ? 76,000 

Instructions 

a. Prepare a schedule of the cost of finished goods manufactured for the Old Joe product. 

b. Compute the average cost of Old Joe per finished unit. 

c. Compute the cost of goods sold associated with the sale of Old Joe. Assume that there is a 
first-in, first-out (FIFO) flow through the Finished Goods Inventory account and that all units 
completed are assigned the per-unit costs determined in part b. 

d. Compute the amount of inventory relating to Old Joe that will be listed in the company’s 
balance sheet at December 31. Show supporting computations for the year-end amounts of 
materials inventory and finished goods inventory. 

e. Explain how the $220,000 in direct labor costs assigned to production affect the company’s 
income statement and balance sheet. 

1044 PROBLEM 16.7B The accounting records of Maine Products Company include the following information relating to 
Determining Unit the current year: 
LOG Costs Using the Cost 
of Finished Goods Dec. 31 Jan. 1 
Manufactured 
Materials inventory... 1.0... 0. eee ee $ 22,000 $ 30,000 
Work in process inventory............ 0.000000 e eee eee eee 39,000 39,000 
Finished goods inventory, Jan. 1 (8,000 units @ $22 per unit)...... ? 176,000 
Purchases of direct materials during year .................... 290,000 
Direct labor costs assigned to production .................... 350,000 
Manufacturing overhead assigned to production................ 552,000 


The company manufactures a single product; during the current year, 60,000 units were manufac- 
tured and 50,000 units were sold. 


Instructions 


a. Prepare a schedule of the cost of finished goods manufactured for the current year. (Show a 
supporting computation of the cost of direct materials used during the year.) 


b. Compute the average per-unit cost of production during the current year. 


c. Compute the cost of goods sold during the year, assuming that the FIFO (first-in, first-out) 
method of inventory costing is used. 


d. Compute the cost of the inventory of finished goods at December 31 of the current year, 
assuming that the FIFO (first-in, first-out) method of inventory costing is used. 
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Lo3 PROBLEM 16.8B Early in the year, Jane Jackson founded Jackson Engineering Co. for the purpose of manufac- 
Measuring Unit Cost turing a special plumbing device that she had designed. Shortly after year-end, the company’s 
accountant was injured in an auto accident, and no year-end financial statements were prepared. 


104 However, the accountant had correctly determined the year-end inventories at the following 
amounts: 
LOG 
MGLSMAIS: tcc Aa cace tects, batt tut daar einernk Geert atanataneyeathe, Sarat a atatcimats taeda $51,000 
Work in process’ s.c.c6ue e. ittdde deni eee ited by eee eee had dvd er ateaden 32,000 
Finished goods (4,000 units) ........... 0.0.0... ee eee 108,000 


As this was the first year of operations, there were no beginning inventories. 
While the accountant was in the hospital, Jackson improperly prepared the following income 
statement from the company’s accounting records: 


Net sales: 25.0440 540 paced bbw gabcededbbw ence dene ed $625,000 
Cost of goods sold: 
Purchases of direct materials..............020000 000 eee $188,000 
Direct labor costs assigned to production .................. 113,000 
Manufacturing overhead applied to production............... 160,000 
Selling CxpenSeS: 24.2 cinaGs dacs teed eR ae de Gew hae s 75,000 
Administrative expenses ...........00 0000 eee ee 135,000 
TOtaliCOSIS:a2.'h2 wie ek a dg a a EA 671,000 
Net loss foryear ...... 0.0.0. eee $ (46,000) 


Jackson was very disappointed in these operating results. She stated, “Not only did we lose more 
than $40,000 this year, but look at our unit production costs. We sold 10,000 units this year at a 
cost of $671,000; that amounts to a cost of $67.10 per unit. I know some of our competitors are 
able to manufacture similar plumbing devices for about $30 per unit. I don’t need an accountant to 
know that this business is a failure.” 


Instructions 


a. Prepare a schedule of the cost of finished goods manufactured for the year. (As there were no 
beginning inventories, your schedule will start with “Manufacturing costs assigned to produc- 
tion:”.) Show a supporting computation for the cost of direct materials used during the year. 

b. Compute the average cost per-unit manufactured. (Round your answer to two decimal places.) 
Prepare a corrected income statement for the year, using the multiple-step format. If the com- 
pany has earned any operating income, assume an income tax rate of 20 percent. (Omit earn- 
ings per share figures.) 

d. Explain whether you agree or disagree with Jackson’s remarks that the business is unprofitable 
and that its unit cost of production ($67.10, according to Jackson) is much higher than that of 
competitors (around $30). If you disagree with Jackson, explain any errors or shortcomings in 
her analysis. 


Critical Thinking Cases 


L03. CASE 16.1 William Nelson, the chief accountant of West Texas Guitar Company, was injured in an automobile 
Effect on Income accident shortly before the end of the company’s first year of operations. At year-end, a clerk with 
Statement of a very limited understanding of accounting prepared the following income statement, which is 

104 Errors in Handling unsatisfactory in several respects: 


Manufacturing Costs 
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through Miracle 
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WEST TEXAS GUITAR COMPANY 


INCOME STATEMENT 
FOR THE YEAR ENDED DECEMBER 31, 20__ 
NG SAlGS: soccs- cere, ae Wer cela ao aan ele gataod neo aoe alee kn acane eee $ 1,300,000 
Cost of goods sold: 
Purchases of direct materials .....................000. $460,000 
Direct labor 2 .:.-:-42¢- duet died pees dati beens 225,000 
IndirectlabOr i242 vig cud g45 eke eid tele eA Sele Roe Mie Beek x 90,000 
Depreciation on machinery—factory.................... 50,000 
FENG ter aca Camas aorteeles A tans Rear oie a ah ten eae ta ars 144,000 
INSUANCE=.2:::5-5-% Pete Gatih heer he Gana he eee 16,000 
WES: 34.255 ticted ease bbe ene ceed aeeee en cane tae dies 28,000 
Miscellaneous manufacturing overhead ................. 34,600 
Other operating expenses ............-0 000: e eee eee 273,800 
Dividends declared on capital stock .................... 46,000 
Costof goodS'SOld s2sicidvin debe becelee ete eeee eames peeeeedad $(1,367,400) 
LOSsiforyeal as.ccseceieeed Views hbwadd-sieats tained vieeah reas $ (67,400) 


You are asked to help management prepare a corrected income statement for the first year of 
operations. Management informs you that 60 percent of the rent, insurance, and utilities applies to 
factory operations, and that the remaining 40 percent should be classified as period expenses. Also, 
the correct ending inventories are as follows: 


MAC TA 2 cise cca ca i, Zaid aan Get ace, Mid bce alleen Ahacn todd laa Hace, adhd toa bueaundes $ 38,000 
Work In process ...:.¢ cucc came pee bende dagiad eee ede dauiad pee g dee ees 10,000 
FINISHED GOOdS 2 on. 2c. ziadeizustt’s ase acae eraiaus leader a aceianet ontalalnaee S acetaca er eomtausleatics 110,400 


As this is the first year of operations, there were no beginning inventories. 


Instructions 

a. Identify the shortcomings and errors in the above income statement. On the basis of the short- 
comings you have identified, explain whether you would expect the company’s actual net 
income for the first year of operations to be higher or lower than the amount shown. 

b. Prepare schedules to determine: 
1. The cost of direct materials used. 
2. Total manufacturing overhead. 

c. Prepare a schedule of cost of finished goods manufactured during the year. (Use the amounts 
computed in part b as the costs of direct materials used and manufacturing overhead.) 


d. Prepare a corrected income statement for the year, using a multiple-step format. Assume that 
income tax expense amounts to 30 percent of income before income taxes. 


Prescott Manufacturing operates several plants, each of which produces a different product. Early 
in the current year, John Walker was hired as the new manager of the Meadowbrooke Plant. At 
year-end, all the plant managers are asked to summarize the operations of their plants at a meeting 
of the company’s board of directors. John Walker displayed the following information on a chart 
as he made his presentation: 


Current Last 
Year Year 
Inventories of finished goods: 
Beginning of the year (30,000 units in the current year 
and 10,000 units last year)........... cece eee eee eee $255,000 $ 85,000 
End of the year (20,000 units in the current year and 
30,000 ‘units: last Year) << cncnok eee de beens dab dnedee kee 202,000 255,000 


Cost of finished goods manufactured ..............--.. 0c eee eee 909,000 1,020,000 


Critical Thinking Cases 
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CASE 16.3 


Calculating Cost of 


LOG Goods Manufactured 


Lol. INTERNET 
CASE 16.4 
Code of Conduct 


LO8 at Coca-Cola 
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Walker made the following statements to the board: “As you know, sales volume has remained 
constant for the Meadowbrooke Plant. Both this year and last, our sales amounted to 100,000 units. 
We have made real gains, however, in controlling our manufacturing costs. Through efficient plant 
operations, we have reduced our cost of finished goods manufactured by over $100,000. These 
economies are reflected in a reduction of the manufacturing cost per unit sold from $10.20 last year 
($1,020,000 + 100,000 units) to $9.09 in the current year ($909,000 + 100,000 units).” 

Father Alan Carter is president of St. Mary’s University and is a member of Prescott Manufac- 
turing’s board of directors. However, Father Carter has little background in the accounting practices 
of manufacturing companies, and he asks you for assistance in evaluating Walker’s statements. 


Instructions 


a. Asa preliminary step to your analysis, compute the following for the Meadowbrooke Plant in 
each of the two years: 


1. Cost of goods sold. 

2. Number of finished units manufactured. 
3. Average cost per unit manufactured. 

4. Average cost per unit sold. 


b. Evaluate the statements made by Walker. Comment specifically on Walker’s computation of 
the manufacturing cost of units sold and on whether it appears that the reduction in the cost of 
finished goods sold was in fact achieved through more efficient operations. 


Pfizer, Inc., develops and manufactures various pharmaceutical products. Visit its home page at 
the following address: 


www.pfizer.com 
From the home page, access the most recent annual report by clicking on the investors’ tab. 


Instructions 


a. What categories of inventory does Pfizer show in its inventories footnote under “Notes to 
Consolidated Financial Statements”? 


b. Using the income statement and inventory information from the footnote, calculate the cost of 
finished goods manufactured for the most recent year. 


c. What elements of manufacturing overhead can you identify using the annual report? 


Many companies have established business codes of conduct that outline procedures for employ- 
ees, suppliers, and customers to alert management about suspected accounting, internal control, 
or auditing problems. As discussed in this chapter, one potential violation of GAAP would be 
to capitalize period costs, inflating the value of inventory and understating the expenses on the 
income statement for the period. Coca-Cola Company provides a “Code of Business Conduct” at 
http://www.thecoca-colacompany.com/ourcompany/pdf/COBC_English.pdf that identifies the 
code and what constitutes a violation. Also provided are examples of what employees and others 
can do if they suspect ethics or fraud violations at Coca-Cola. Go to the above Web site and find 
the following information: 


a. Identify the accounting-related components of the code. 


b. Review the section titled “Administration of the Code.” Identify the steps that an employee 
would take if he or she wanted to report capitalization of period costs by a bottling plant 
manager. 


c. Identify the types of disciplinary actions the company can impose on employees who are 
found to be in violation of the company’s code of conduct. 


d. Identify how the violation might be recorded and who would be notified about the violation. 


Internet sites are time and date sensitive. It is the purpose of these exercises to have you explore 
the Internet. You may need to use the Yahoo! search engine http://www.yahoo.com (or another 
favorite search engine) to find a company’s current Web address. 


Answers to Self-Test Questions 
3. d (4,200 + 29,000 + 3,000 + 3,600 — 34,100) 


1. b,d De Bh 
4. b Bh ey le 
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Learning Objectives 


AFTER STUDYING THIS CHAPTER, YOU SHOULD BE ABLE TO: 


L01 


Lo2 


L038 


L04 


L05 


LOG 


LO7 


Explain the purposes of cost accounting systems. 


Identify the processes for creating goods and services that are suited to job order costing. 


Explain the purpose and computation of overhead application rates for job order costing. 


Describe the purpose and the content of a job cost sheet. 


Account for the flow of costs when using job order costing. 


Define overhead-related activity cost pools and provide several examples. 


Demonstrate how activity bases are used to assign activity cost pools to units produced. 


GM GOODWRENCH 


Either because of general wear and tear or because of an accident, almost 
every driver, sooner or later, visits a vehicle service garage. With over 7,000 
locations nationwide, the network is the industry’s largest 
service provider. has been able to maintain its extensive 
service network because it provides dealers with the latest 
vehicle technical information, the most advanced equipment, and 
parts, and because dealers service all types of vehicles. 

service providers use a system called job order costing 
to track repairs and maintenance costs to specific automobiles or trucks. 
Because each repair or maintenance job on a vehicle is unique, service 
providers must have a costing system that is able to trace the specific work 
and cost of that work to the associated vehicle. When customers arrive to 
pay for the service work on their vehicles, the service provider can give them 
an accurate record of the actual work performed, including the cost of parts, 


labor, and overhead for their vehicles. = 
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L02 


Identify the processes 

for creating goods and 
services that are suited to 
job order costing. 
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Cost Accounting Systems 


An organization’s accounting system must provide a good “map” that links costs to the pro- 
cesses used in creating goods and/or services. An effective cost accounting system matches 
processes that consume resources with associated costs so that managers can decide how to 
best provide products or services to customers. Moreover, cost accounting systems are essen- 
tial for maintaining competitive advantage. 

Cost accounting systems are the methods and techniques used by enterprises to track 
resources consumed in creating and delivering products and services to customers. Manage- 
ment uses the information produced by cost accounting systems to monitor resource con- 
sumption and to evaluate and reward employee performance. In addition, the information 
produced by cost accounting systems is used for external reporting requirements. Inventories, 
cost of goods sold, and period costs are tracked by cost accounting systems and are reported 
in the balance sheet and income statement. 

In manufacturing and service companies, cost accounting systems help attain two impor- 
tant management objectives: (1) to determine unit manufacturing costs and (2) to provide 
managers with useful information for planning and cost control functions. As we saw in 
Chapter 16, unit costs are determined by tracing direct materials, direct labor, and overhead to 
specific units of production. 

A unit of product is defined differently in different industries. It is easy to think of 
units as individual products, such as automobiles or television sets. In some industries, 
however, units of production may be stated in tons, gallons, kilowatt hours, board-feet, 
passenger miles flown, or any other appropriate unit of output. Regardless of how they are 
stated, unit costs provide a basis for inventory valuation and determination of the cost of 
goods sold. They also provide managers with information for setting prices, deciding what 
products to manufacture or services to provide, evaluating the efficiency of operations, and 
controlling costs. 

Cost control refers to keeping costs at reasonable levels. When cost accounting systems 
provide timely information about unit costs, managers can react quickly should costs begin 
to rise to unacceptable levels. By comparing current unit costs with budgeted costs and other 
target measures, managers are able to identify those areas in which corrective actions are most 
needed. 


JOB ORDER COST SYSTEMS AND THE CREATION 
OF GOODS AND SERVICES 


Cost accounting systems are typically designed to accommodate the specific needs of indi- 
vidual companies. In this chapter, we demonstrate a widely used accounting system for mea- 
suring and tracking resource consumption: job order costing. 

Job order costing is typically used by companies that tailor their goods or services to the 
specific needs of individual customers. In job order costing, the costs of direct materials, 
direct labor, and overhead are accumulated separately for each job. A “job” represents the 
goods manufactured or services provided to fill a particular order, or the production of a batch 
of a particular product. If a job contains multiple units of a product, unit costs are determined 
by dividing the total cost charged to the job by the number of units manufactured. 

Construction companies use job order cost systems because each construction project is 
unique. Job order cost systems are also used by shipbuilders, motion picture studios, defense 
contractors, print shops, and custom furniture makers. In addition, these systems are widely 
used in service organizations, such as automotive repair shops, accounting firms, law firms, 
doctors’ offices, and hospitals. 

To summarize, job order costing is appropriate for environments characterized by custom- 
ized jobs that require differing amounts and types of direct labor, direct materials, and over- 
head. Other costing methods are used for production processes that produce mass quantities 
of identical units that use the same amounts and types of direct labor, direct materials, and 
overhead. The type of cost accounting system best suited to a particular company depends 
on the nature of the company’s operations. In fact, a company that is involved in diverse 


Cost Accounting Systems 


activities may use many cost accounting methods concurrently. In the following sections of 
this chapter, we will illustrate and explain job order cost accounting systems. 


OVERHEAD APPLICATION RATES 


Before we begin the discussion of job order costing in detail, it is important to have a clear 
understanding of how and why overhead costs are allocated to products and services using an 
estimated overhead application rate. There are at least three reasons why overhead isn’t 
applied to products by simply dividing the company’s annual actual overhead cost by the 
actual number of units produced or services provided during the year. First, total overhead 
costs and total units produced are not known until the end of the year. Because the amount of 
overhead assigned to a unit of service or product is important information for setting prices to 
charge customers at the time of sale, an estimated amount is necessary. Second, not all prod- 
ucts and services consume an equal amount of overhead. Third, an expected amount of over- 
head per product or service helps managers make decisions about whether too much overhead 
is being used in production. 

Thus, estimated overhead application rates are used to assign overhead costs to specific 
units of production as services are being provided or as units are being produced throughout 
the accounting period. The rate expresses an expected relationship between overhead costs and 
some activity base related to the production process (direct labor hours, machine hours, and 
so forth). Overhead is then assigned to products in proportion to this activity base. For exam- 
ple, a company using direct labor hours as an activity base would allocate the greatest propor- 
tion of its overhead costs to those products or services requiring the most direct labor hours. 

The overhead application rate is determined at the beginning of the period and is based 
on estimated amounts. The rate is typically computed as follows: 


Estimated Overhead Costs 
Estimated Units in the Activity Base 


Overhead Application Rate = 


The mechanics of computing and using an overhead application rate are quite simple. 
The challenging problems for accountants are (1) selecting an appropriate activity base and 
(2) making reliable estimates at the beginning of the accounting period regarding the total of 
the overhead costs to be incurred and the total units in the activity base that will be required. 


Computation and Use of Overhead Application Rates Consider, for example, 
Compuline Corporation, a company that creates individualized software programs for other 
companies. Assume that, at the beginning of 2011, Compuline’s management makes the fol- 
lowing estimates relating to software development for the coming year: 


Estimated total overhead costs forthe year .....................--- $360,000 
Estimated total direct labor hours for the year .....................- 30,000 hours 
Estimated total lines of code forthe year ........................-- 1,000,000 lines 


Using the above estimates, we will illustrate the use of an overhead application rate using two 
independent assumptions. 


Assumption 1: Compuline Uses Direct Labor Hours as Its Activity Base If 
Compuline uses direct labor hours to apply overhead costs, the application rate will be $12 per 
direct labor hour ($360,000 of estimated overhead costs, divided by 30,000 estimated direct 
labor hours). Throughout the year, manufacturing overhead costs will be assigned in direct 
proportion to the actual direct labor hours required to create a software product for a com- 
pany. For example, if creating a particular piece of software uses 200 direct labor hours, 
then $2,400 of manufacturing overhead will be assigned as a part of that software’s costs 
(200 direct labor hours used, multiplied by the $12 application rate). The assignment will be 
made by debiting the Work in Process Inventory account and crediting the Manufacturing 
Overhead account for $2,400. 
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Assumption 2: Compuline Uses Lines of Code as Its Activity Base If 
Compuline chooses to use lines of code to apply overhead costs, its application rate will be 
$0.36 per line of code ($360,000 of estimated overhead costs divided by 1,000,000 estimated 
lines of code). Using this approach, overhead costs will be assigned to software jobs based 
on the number of lines of code required to create the software package. If 1,000 lines were 
required for a particular piece of software, that software would be assigned $360 of overhead 
costs (1,000 lines times $0.36 per line). Again, the assignment is made by debiting the Work 
in Process Inventory account and crediting the Overhead account for $360. 


YOUR TURN You as a Manager 


Assume you are the manager of the engineering group at Compuline that creates the 
software code. Also assume that Compuline is using lines of code as the activity base 
to apply overhead costs to the software packages created. One of the engineers in your 
group has just approached you suggesting that if the lines of code used for software pack- 
ages could be reduced by 10 percent in general, the company could reduce overhead 
costs by $36,000 per year (10% x $360,000). How would you respond? 


(See our comments on the Online Learning Center Web site.) 


WHAT “DRIVES” OVERHEAD COSTS? 


For overhead application rates to provide reliable results, any activity base chosen to compute 
an application rate must be a significant “driver” of overhead costs. To be a cost driver, an 
activity base must be a causal factor in the incurrence of overhead costs. In other words, an 
increase in the number of activity base units (for example, direct labor hours worked) must 
cause a proportional increase in the actual overhead costs incurred. 

Historically, direct labor hours (or direct labor costs) were viewed as the primary driver of 
overhead costs—and for good reason. Products that required more direct labor often required 
more indirect labor (supervision), resulted in more wear and tear on machinery (maintenance 
costs), and consumed a greater amount of supplies. Therefore, manufacturing companies 
often followed the practice of applying all manufacturing overhead costs in proportion to 
direct labor hours or direct labor costs. 

As factories have become more highly automated, direct labor has become much less of a 
causal factor in driving many overhead costs. Today, many manufacturing companies find that 
activity bases such as machine hours, computer time, or the time required to set up a produc- 
tion run result in a better matching of overhead costs and activities. 


The Use of Multiple Overhead Application Rates In an attempt to gain a better 
understanding of what it costs to manufacture different types of products, many companies have 
begun to implement techniques that rely on the use of multiple allocation bases. One such approach, 
activity-based costing, is illustrated later in this chapter. 

In essence, activity-based costing uses multiple allocation bases that represent different 
types of manufacturing overhead costs. For instance, machine maintenance costs may be 
allocated using machine hours as an activity base, whereas supervision costs may be allo- 
cated using direct labor hours. Different application rates may also be used in each production 
department and in applying overhead costs to different types of products. 

The key point is that each manufactured product should be charged with the overhead costs 
generated by the creation of that product. If the activity base used to apply overhead costs is 
not a primary cost driver, the relative production cost of different products and services may 
become significantly distorted. 


The Increasing Importance of Proper Overhead Allocation In today’s 
global economy, competition among companies is greater than ever before. If a company is to 
determine whether it can compete effectively in the marketplace, it must first know with some 
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degree of precision its costs on a per-unit basis. In highly automated factories, overhead is 
often the largest of the three basic categories of manufacturing costs. Therefore, the allocation 
of overhead costs is one of the major challenges facing management accountants. 


Job Order Costing 


Overhead allocations are particularly important for job order costing because the distinguish- 
ing characteristic of job order costing is that costs are accumulated separately for each job. 
Thus, overhead must be assigned separately to each job. As explained in Chapter 16, all 
product or service costs are charged (debited) to the Work in Process Inventory account as 
incurred. In job costing, Work in Process Inventory is a control (or summary) account, sup- 
ported by job cost sheets for each job. Collectively, the job cost sheets serve as a subsidiary 
ledger showing the details of costs charged to each job. 

If a company is using an accounting software package, job cost information is recorded in 
computer-based files. However, the form and content of most job cost records are basically 
the same, regardless of whether they are maintained manually or by computer. 


THE JOB COST SHEET 


Job cost sheets are the heart of job order costing. A separate job cost sheet is prepared for each 
job and is used to accumulate a record of all manufacturing costs charged to the job. Once 
the job is finished, the job cost sheet indicates the cost of the finished goods and provides the 
information necessary to compute the unit costs of production. 

Direct manufacturing costs (direct materials used and direct labor) are recorded on the job 
cost sheet as quickly as these costs can be traced to the job. Simultaneously, overhead costs 
are applied using an overhead application rate. Exhibit 17—1 is a completed job cost sheet 
of Oak & Glass Furniture Co. Job no. 831. This job involved the manufacture of 100 dining 
tables of a particular style. 
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Throughout the production process, manufacturing costs traceable to the job were accumu- 
lated in the “Costs Charged to This Job” section of the job cost sheet. The “Cost Summary” 
section was filled in when the job was completed. 

The total cost of completing job no. 831 was $75,000. Upon completion, this amount 
should be transferred from the Work in Process Inventory account to the Finished Goods 
Inventory account. The unit cost figures shown in the job cost sheet were determined by divid- 
ing the total manufacturing costs by the 100 units manufactured. 


FLOW OF COSTS IN JOB COSTING: AN ILLUSTRATION 


Learning Objective 


Account for the flow of Exhibit 17—2a and b on pages 766 and 767 illustrates the flow of costs for Oak & Glass 
L905 costs when using job order 


costing. 


Furniture Co. This flowchart summarizes the company’s manufacturing operations during 
the month of January. Notice that each of the inventory accounts (Materials, Work in Pro- 
cess, and Finished Goods) is supported by a subsidiary ledger. 

In our flowchart, all subsidiary ledger accounts are shown in T account 
form to conserve space. In practice, the individual job cost sheets serve as 
the subsidiary ledger for the Work in Process Inventory account. Also, the 
subsidiary ledger accounts for direct materials and finished goods would have 
additional columns providing detailed information as to quantities on hand 
and unit costs. 

We will now use Oak & Glass Furniture Co. to explain the flow of manu- 
facturing costs when using job order costing. 


ACCOUNTING FOR DIRECT MATERIALS 


In a perpetual inventory system, purchases of direct materials are posted from 
the purchases journal to the accounts in the materials subsidiary ledger. The 
entries in the subsidiary ledger indicate the type, quantity, and cost of the 
material purchased. As shown in Exhibit 17—2a, at the end of each month, a 
summary entry is made debiting the Materials Inventory account for the total 
cost of direct materials purchased during the period. (The offsetting credit 
normally is to Accounts Payable.) 

Likewise, at month-end, all the materials used during the month are totaled, 
and the following summary entry is made in the accounts: 


Recording materials used Wier tin Iicotorstis IMENMCIN, ooccaomnegsooanqengmaaebeogoqgnnanaees 50,000 
rs during the month Materials INventony sree see oyu errr eee Se eueereosmte sete ate 50,000 


To record the cost of all direct materials placed into production 
during Jan. 


INTERNATIONAL 


Multinational companies frequently source their direct materials from many countries. 
Because suppliers of direct materials are located in different countries, the costs of those 
materials are affected by international differences that do not affect direct materials 
sourced from domestic suppliers. Such factors as import duties, exchange rate fluctua- 
tions, and foreign taxes have an impact on the cost of direct materials, making the pur- 
chasing function more complex for companies sourcing internationally. 


Job Order Costing 


ACCOUNTING FOR DIRECT LABOR COSTS 


Debits to the Direct Labor account arise from making payments to direct factory workers; 
the offsetting credit is to the Cash account.! Payments to indirect factory workers (such as 
supervisors and security guards) are debited to Manufacturing Overhead, not to the Direct 
Labor account. 

The Direct Labor account is credited as direct labor is used—that is, as employees work 
on specific jobs. A number of mechanical and computerized means have been developed for 
determining the direct labor cost applicable to each job. One common method is to prepare time 
cards for each employee, showing the number of hours worked on each job, the employee’s 
rate of pay, and the direct labor cost chargeable to each job. 

As shown in Exhibit 17—2a and b, at the end of each month, a summary entry is made 
debiting Work in Process Inventory and crediting the Direct Labor account for all direct labor 
costs assigned to jobs during the month. For Oak & Glass, this entry is as follows: 


WMorislinileRerereCEHMAON?s acananonhon mood abanuansnoonadhaneneen 60,000 
Dinectiaboreraceenssstesreacuniie erm: eg area mnt nie meta nec tren etn Tene e 60,000 


To record in the general ledger all direct labor costs charged to 
jobs during Jan. 


Notice that the Direct Labor account is debited (with an offsetting credit to Cash) when 
employees are paid, but it is credited for the cost of work performed on jobs. Work is per- 
formed on a daily basis, but employees are paid only at periodic intervals, such as every two 
weeks. Thus, the direct labor cost charged to jobs does not necessarily equal the amount paid 
to employees during the month. In our example, $60,000 of direct labor was assigned to 
the three jobs in process, but payments to employees totaled only $52,000. Thus, the unad- 
justed $8,000 credit balance of the Direct Labor account at month-end represents a liability 
for accrued wages payable and is reported in the balance sheet. 


ACCOUNTING FOR OVERHEAD COSTS 


Manufacturing overhead includes all manufacturing costs other than the costs of direct mate- 
rials and direct labor. Manufacturing Overhead is a control account; the details of the many 
different types of overhead costs are kept in a subsidiary ledger. 

The Manufacturing Overhead account is debited for the actual amount of overhead costs 
incurred during the period. As shown in Exhibit 17—2a, actual overhead costs in January total 
$93,000. These costs are posted to the overhead account from several sources. Indirect labor 
costs, for example, come from payroll records; purchases of indirect materials and payments 
of utility bills come from invoices and receipts; and depreciation of plant assets comes from 
end-of-period adjusting entries in the general journal. 


Application of Overhead Costs to Jobs Overhead is an indirect cost and can- 
not be traced conveniently to specific jobs or units. As discussed previously, a predetermined 
overhead application rate is used to assign overhead costs to work in process. Oak & Glass 
uses an overhead application rate equal to 150 percent of direct labor cost. Therefore, each 
job cost sheet is charged with overhead costs equal to 150 percent of the direct labor cost 
relating to the job. 

On the bottom of the page 766 is the summary entry made in the general ledger to record 
all overhead costs applied to jobs during the period. 


' To the extent that amounts are withheld from employees’ pay for such purposes as income taxes and Social 
Security taxes, the offsetting credits are to various current liability accounts. Accounting for payrolls was dis- 
cussed in Chapter 10. 


Recording direct labor 
costs 
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Exhibit 17-2a FLOW OF COSTS FOR OAK & GLASS FURNITURE CO. 


Entry to apply overhead Work in Process Inventory 90,000 
costs to production Manufacturing Overhead 90,000 


To charge the Work in Process account with 
overhead costs applied to jobs during the month (150% of 
direct labor costs for the month; $60,000 x 150% = $90,000). 


Over- or Underapplied Overhead In our example, actual overhead costs incurred 
during January amounted to $93,000, while the overhead applied to jobs using the over- 
head application rate totaled only $90,000. We should not expect that applied overhead will 


Job Order Costing 


Exhibit 17-2b FLOW OF COSTS FOR OAK & GLASS FURNITURE CO. (CONTINUED) 


exactly equal actual overhead because the predetermined overhead application rate is based 
on estimates. 

A debit balance in the Manufacturing Overhead account at month-end indicates that overhead 
applied to jobs was /ess than the actual overhead costs incurred during the month. Therefore, 
a debit balance remains in the Manufacturing Overhead account and it is called underapplied 
overhead. A credit balance remaining in the account indicates that overhead applied to jobs 
exceeded actual overhead costs; thus a credit balance is termed overapplied overhead. 

The month-end balances remaining in the Manufacturing Overhead account normally are 
allowed to accumulate throughout the year. These amounts tend to balance out from month 
to month, and the amount of overapplied or underapplied overhead at year-end usually 
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is not material in dollar amount. In this case, the year-end balance in the Manufacturing 
Overhead account may be closed directly to the Cost of Goods Sold, on the grounds that 
most of the remaining balance is applicable to goods sold during the year. If the year-end 
balance in the overhead account is material in dollar amount, it should be apportioned among 
the Work in Process Inventory, Finished Goods Inventory, and Cost of Goods Sold accounts. 


YOUR TURN You as a Treasurer 


Assume you are the treasurer of ABI, Inc., a manufacturer of industrial lasers. Among 
your many responsibilities is supervising preparation of the company’s tax returns. The 
assistant treasurer has pointed out to you that the controller is allocating a significantly 
large and material amount of underapplied overhead from last period among the Work 
in Process Inventory, Finished Goods Inventory, and Cost of Goods Sold accounts. The 
assistant suggests that assigning the entire amount of underapplied overhead to Cost of 
Goods Sold would have advantageous tax consequences. She says the result would be 
a higher cost of goods sold expense on the income statement and resulting lower profits. 
Lower profits would, in turn, reduce taxes. How should you respond? 


(See our comments on the Online Learning Center Web site.) 


ACCOUNTING FOR COMPLETED JOBS 


We have now explained how manufacturing costs are charged (debited) to the Work in Pro- 
cess Inventory account and how the costs of specific jobs are separately accumulated on job 
cost sheets. 

As each job is completed, the job cost sheet is removed from the work in process subsid- 
iary ledger and the manufacturing costs on the sheet are totaled to determine the cost of fin- 
ished goods manufactured. As shown in Exhibit 17—2b, this cost then is transferred from the 
Work in Process Inventory account to the Finished Goods Inventory account. 

During January, Oak & Glass completed work on job nos. 830 and 831. The entries to 
record completion of these jobs appear as follows: 


Einished:Goods:Inventonye.rsermn cree eee wees nee ere eee 90,000 
WorkciniRrocessil MVvemto ny saewurstesa srt werrueReUec cus aeesueriet aes te persed: 90,000 


To record completion of job no. 830, consisting of 600 
French Court dining chairs (unit cost, $150). 


EinishediGoodsinventonycsces cers ateceeses ce ener nee evacuees eres eee eae 75,000 
Workin) Process: INVentony: © sonia cts ese cin see aise aie niers oieeye etamneteoss 75,000 


To record completion of job no. 831, consisting of 100 
French Court dining tables (unit cost, $750). 


As sales of the finished units occur, the unit cost figure will be used in determining the cost 
of goods sold. For example, the sale of 40 of the French Court dining tables at a total sales 
price of $48,000 is recorded as follows: 


Accounts Receivable (Anthony’s Fine Furniture)..................... 48,000 
SASS ices, cet ety a tea tees ete auctor aera tia weetser ON OWRAc nic Senet ehceegeU eyes cei 48,000 
Sold 40 French Court dining tables on account. 
CostohiGoods! Soldh seca cenee. ww eves ares den shencsecimsiountny eieangerean eel ayok etapa dee 30,000 
FinishediGoodsilnvemtonyiemcrersreseesr inet rere teeseas ore neeneees 30,000 


To record the cost of the 40 French Court dining tables sold to 
Anthony’s Fine Furniture (40 x $750 cost per unit = $30,000). 


Activity-Based Costing (ABC) 


JOB ORDER COSTING IN SERVICE INDUSTRIES 


In the preceding example, we have emphasized the use of job order costing in a manufactur- 
ing company. However, many service industries also use this method to accumulate the costs 
of servicing a particular customer. 

In a hospital, for example, each patient represents a separate “job,” and the costs of caring 
for the patient are accumulated on a job cost sheet. Costs of such items as medicine, blood 
transfusions, and x-rays represent the usage of direct materials; services rendered by doctors 
are direct labor. The costs of nursing, meals, linen service, and depreciation of the hospital 
building and equipment all are part of the hospital’s overhead. In a hospital, overhead often is 
applied to each patient’s account at a predetermined daily rate. 


Activity-Based Costing (ABC) 


For Oak & Glass Furniture Co. discussed above, we illustrated how manufacturing overhead 
costs may be applied to production using an overhead application rate based on a single cost 
driver (such as direct labor hours). This approach works well for many companies, especially 
if all products are manufactured in a similar manner. 

But now consider a company that uses very different processes in manufacturing differ- 
ent products. The factors that drive overhead costs may vary greatly among different prod- 
uct lines. Such companies may benefit from activity-based costing. Activity-based costing 
(ABC) is an overhead allocation method that uses multiple overhead rates to track indirect 
costs by the activities that consume those costs. Examples of activities that consume over- 
head resources include purchasing and storing materials for production, supervising direct 
labor, number of machine runs, consuming electricity, or maintenance work on equipment. 

In ABC, many different activity bases (or cost drivers) are used in applying overhead costs 
to products. Thus, ABC recognizes the special overhead considerations of each product line. 
As a result, overhead allocations tend to be more useful. In addition, ABC provides manage- 
ment with information about the cost of performing various overhead activities. 


CASE IN POINT 


Ford Motor Company used ABC techniques to cut costs by 20 percent in its accounts 
payable department. The process was so successful that it led to a wholesale rework- 
ing of Ford’s procurement system. Pre- 
viously, when a supplier shipped an 
ordered part, a clerk attempted to rec- 
oncile three documents—the purchase 
order, the receiving document, and the 
vendor's invoice. When all three agreed, 
payment was issued. Now orders are 
entered into a database. When the 
part arrives, the receiving department 
checks the database for agreement and 
approves payment. The payment is 
automatically issued to the supplier 
upon approval. 


© AP Photo/David Zalubowki 


How ABC Works  Activity-based costing consists of two stages. The first stage in ABC 
is to subdivide overhead costs into a number of activity cost pools. Each cost pool represents 
a type of overhead activity, such as building maintenance, purchasing materials, heating of the 
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factory, and machinery repairs. In the second ABC stage, the overhead costs in each pool are 
applied to production separately. In short, ABC separately identifies and makes use of the 
most appropriate cost driver for applying each category of overhead costs. 


The Benefits of ABC Measurement of unit costs may assist managers in several ways. 
For example, it helps them in setting sales prices and in evaluating the profitability of each 
product line. ABC also helps managers to better understand what activities drive overhead 
costs. This understanding may inspire them to develop new operating procedures that may 
reduce overhead costs. 


ABC VERSUS A SINGLE APPLICATION RATE: A COMPARISON 


Assume that Master File, Inc., makes two lines of file cabinets: (1) metal file cabinets, sold 
through office supply outlets for commercial use, and (2) wooden file cabinets, sold through 
fine furniture stores for home use. 

In a typical year, the company produces and sells approximately 42,000 metal cabinets and 
9,000 wooden cabinets. Total manufacturing overhead at this level of production is expected 
to average $249,600 per year and is currently allocated to products at a rate of $1.60 per 
direct labor hour (DLH), as computed below. 


Step 1: Compute total direct labor hours at normal levels of production. 


Metal cabinets (42,000 units per year x 2 DLH per unit) ................. 84,000 DLH 
Wooden cabinets (9,000 units per year x 8 DLH per unit) ................ 72,000 DLH 
jotaliD>ERatinonmaliproductionilevelS sameerermaere ase eneeeiene rare 156,000 DLH 


Step 2: Compute the overhead application rate per DLH. 


Overhead application rate ($249,600 + 156,000 DLH).................. $1.60 per DLH 


Using direct labor hours as a single activity base, the company’s total manufacturing costs 
per unit average $38.20 for metal cabinets and $117.80 for wooden cabinets, as shown below. 


Metal Wooden 
Cabinets Cabinets 


DirectimaterialS onc pasncacremn net anes eee Sines ae aoe emane Bee $15.00 $ 25.00 
Directiabor(atolOO0lpesiOU |) meme rnee eee rere ae 20.00 80.00 
Manufacturing overhead (at $1.60 per DLH) .............-...--. 3.20 12.80 
lotalimantitacturing costs pen Unites merrier eer ir $38.20 $117.80 


Master File sets its selling prices at 160 percent of total manufacturing costs. Thus, the 
company sells its metal cabinets for $6/./2 (total unit cost of $38.20 * 160%) and its wooden 
cabinets for $188.48 (total unit cost of $117.80 X 160%). At these prices, the metal cabinets 
sell for about $3 Jess per unit than comparable cabinets sold by Master File’s competitors. 
However, the price of wooden cabinets averages $/0 more per unit than comparable products 
available on the market. 

Glen Brown, Master File’s marketing director, believes that sales of the wooden cabinets 
have suffered as a result of the company’s pricing policy. He recently hired a consultant, Lisa 
Scott, to evaluate how prices are set. Scott drafted the memo in Exhibit 17—3 summarizing 
her findings: 


Activity-Based Costing (ABC) 


MEMO 

DATE: January 16 

TO: Glen Brown, Marketing Director, Master File, Inc. 
FROM: Lisa Scott, Consultant, Scott & Associates 


Having carefully examined Master File’s pricing policy, I find it consistent with pricing policies 
used throughout the office furniture industry. Therefore, I recommend that you continue setting 
prices at 160% of total manufacturing costs. 


I do, however, strongly encourage management to change the method currently used to allocate 
manufacturing overhead to products. The use of direct labor hours as an activity base is causing 
an excessive share of total overhead costs to be allocated to the wooden cabinet line. Let 
me explain what is happening. 


The wooden product line is very labor intensive in comparison to the metal cabinet line (that is, 
it takes an average of eight direct labor hours to manufacture a wooden cabinet, compared to an 
average of two direct labor hours to manufacture a metal cabinet). Because manufacturing over- 
head is allocated on the basis of direct labor hours, each wooden cabinet receives a far greater 
cost allocation than each metal cabinet. This would be appropriate if direct labor hours were the 
primary overhead cost driver. The fact is, however, that direct labor hours are not a significant 
driver of your overhead costs. 


My analysis of manufacturing overhead at Master File, Inc., reveals that the most significant cost 
drivers are activities most closely associated with the metal cabinet line. Thus, it would make sense 
if your company selected activity bases that allocate more overhead costs to the metal cabinets. 
This would indicate a lower cost for the wooden cabinets and provide justification for lowering 
their selling prices, making them more in line with the competition. 


I suggest that we make an appointment to discuss using activity-based costing at Master 
File, Inc. 


Assume that Master File decides to implement ABC as suggested by the consultant. 
Remember that the company’s expected total overhead costs at normal levels of production 
average $249,600 per year. Let us assume that these overhead costs fall into two broad cat- 
egories: (1) Maintenance Department costs and (2) utilities costs. Recall that ABC is typically 
undertaken in two stages—first, identify separate activity cost pools and, second, allocate 
each cost pool to the product with an appropriate cost driver. We will create an ABC system 
for Master File, Inc., by using these two stages. Exhibit 17-4 illustrates stage 1 of the ABC 
system for Master File. 


STAGE 1: SEPARATE ACTIVITY COST POOLS 


Maintenance Department Costs The Maintenance Department incurs approx- 
imately $180,000 of Master File’s total overhead costs. The department has five full-time 
employees. Three employees are responsible for repair work, such as fixing the large cutting 
and bending machines used to manufacture metal file cabinets. The other two employees are 
responsible for set-up activities, such as adjusting machinery prior to each production run. 

Using ABC, Master File identifies repair activities and set-up activities as separate activity 
cost pools. Thus each pool is assigned a portion of the department’s $180,000 in total costs. 
Management believes that the number of employees engaged in each activity is the most sig- 
nificant cost driver of the Maintenance Department’s total costs. As shown in Exhibit 17-4, 
by using the number of employees as an activity base, $108,000 is assigned to the repair cost 
pool, and $72,000 is assigned to the set-up cost pool. These computations are shown beneath 
Exhibit 17—4 on the following page. 
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STAGE 1: CREATING ACTIVITY COST POOLS 


ACTIVITY COST POOLS 
MASTER FILE, INC. 


Basis for Activity Cost 
Allocation Pools 


Repair 
cost pool 
$108,000 


Set-up 
cost pool 
$72,000 


Heating 
cost pool 
$24,360 


Machinery 
cost pool 
$45,240 


Assigning Maintenance Department Costs to Activity Pools 
Step 1: Establish the percentage of total Maintenance Department costs to be assigned to 
each activity cost pool using the number of employees as an activity base. 


% of total 
Employees engaged in repair activities ....................---.-2-05-. 3 60% 
Employees engaged in set-up activities ...................2-..-.-40-. 2 40% 
Employees in the Maintenance Department ........................-. 5 100% 


Step 2: Assign total Maintenance Department costs of $180,000 to each activity cost pool 
based on the percentages computed in step 1. 


Costs assigned to the repair cost pool ($180,000 X 60%) .............-.005- $108,000 
Costs assigned to the set-up cost pool ($180,000 X 40%) .........--00 eee 72,000 
Total Maintenance Department costs assigned.............-...-+-++-++----> $180,000 


Utilities Costs Utilities costs account for nearly $69,600 of Master File’s total manu- 
facturing overhead costs. A large portion of this amount is incurred to heat the factory and 
supply power to the large machines used in manufacturing the metal cabinet line. 

Thus, using ABC, Master File identifies heating demands and machinery power demands 
as separate activity cost pools. As shown in Exhibit 17-4, each of these pools is assigned a 
portion of the $69,600 utilities costs. Management believes that the number of kilowatt hours 
(kWh) required for each activity is the most significant driver of utilities costs. With kilowatt 
hours as an activity base, $24,360 is assigned to the heating cost pool, whereas $45,240 is 
assigned to the machinery cost pool, as computed at the top of the following page. 


Assigning Utilities Costs to Activity Pools 
Step 1: Establish the percentage of total utilities costs to be assigned to each activity cost 
pool using the number of kilowatt hours as an activity base. 


Activity-Based Costing (ABC) 


% of total 
kWh per year for heating requirements ....................---- 175,000 35% 
kWh per year for machinery requirements ....................-. 325,000 65% 
kWhirequined [penveab 2xeac.acsuin ve cen ace cease eee Pees 500,000 100% 


Step 2: Assign total utilities costs of $69,600 to each activity cost pool based on the percent- 
ages computed in step 1. 


Costs assigned to the heating cost pool ($69,600 X 35%) ..........-.0 eee eee $24,360 
Costs assigned to the machinery cost pool ($69,600 x 65%) ................-- 45,240 
Motaliutilities;costsiaSSigmed! ccs. eae wemesratieteis cvene cee encvene maces acer conical wna rete ss $69,600 


STAGE 2: ALLOCATE ACTIVITY COST 
POOLS TO THE PRODUCTS 


The costs assigned to each cost pool must now be allocated to Master File’s two product lines. 
Exhibit 17—5 shows that management has determined that the number of repair work orders is 
the most appropriate activity base for allocating the repair cost pool to each product line. The 
Maintenance Department receives approximately 250 repair work orders each year. Of these, 
about 200 are related to the metal cabinet line, and 50 are related to the wooden cabinet line. 
In a typical year, the metal cabinets are allocated approximately $86,400 from the repair costs 
pool, whereas wooden cabinets are allocated approximately $27,600, as computed below. 


Allocation of Repair Cost Pool to Each Product Line 
Step 1: Establish the percentage of repair cost pool to be allocated to each product line 
using the number of work orders as an activity base. 


% of total 
Work orders related to metal cabinet line per year.................... 200 80% 
Work orders related to wooden cabinet line per year.................. _50 20% 
Motaliworkiorders Per Veatirn. te a.e mene snes ce als es enna ae ccna 250 100% 


Step 2: Allocate $108,000 from the repair cost pool to each product line based on the 
percentages computed in step 1. 


Costs allocated to the metal cabinet line ($108,000 X 80%) .................. $ 86,400 
Costs allocated to the wooden cabinet line ($108,000 x 20%) .............05. 21,600 
Total repair costs allocated to both product lines.................-0000-00-- $108,000 


The number of production runs is determined to be the most significant driver of set-up costs. 
Thus, production runs will serve as the activity base for allocating the set-up cost pool to each product 
line. Master File schedules approximately 200 production runs each year. Of these, about /50 are 
for metal cabinets, and 50 are for wooden cabinets. Thus, in a typical year, the metal cabinets are 
allocated approximately $54,000 from the set-up cost pool, whereas wooden cabinets are allocated 
about $18,000, as shown in Exhibit 17—5 and computed beneath Exhibit 17-5 on the following page. 


Allocation of Set-up Cost Pool to Each Product Line 
Step 1: Establish the percentage of set-up cost pool to be allocated to each product line 
using the number of production runs as an activity base. 


% of total 
Production runs of metal cabinets per year...................0.00-. 150 75% 
Production runs of wooden cabinets per year...................0... _50 25% 


TLE [9] Kofe loi on WINKS [eS WeWn ace onan acadendaodncacnpaenenonaanc 200 100% 


Utilities costs assigned to 
cost pools 


Repair cost pool allocated 
to each product line 
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Exhibit 17-5 STAGE 2: ALLOCATION OF COST POOLS TO EACH PRODUCT 


Activity Cost 
Pools 


Xs Set-up cost pool allocated 
to each product line 


OVERHEAD COST ALLOCATIONS 
MASTER FILE, INC. 


Cost Drivers and Product Line 
Overhead Allocations Overhead Cost 


Metal Cabinets: 
$ 86,400 
54,000 
20,706 
40,716 
$201,822 
+ 42,000 cabinets = 
$4.81 per unit 


Wood Cabinets: 


$47,778 
+ 9,000 cabinets = 
$5.31 per unit 


Step 2: Allocate $72,000 from the set-up cost pool to each product line based on the per- 
centages computed in step 1. 


Costs allocated to the metal cabinet line ($72,000 X 75%) ...........20.00005- $54,000 
Costs allocated to the wooden cabinet line ($72,000 X 25%) ..............-0-- 18,000 
Total set-up costs allocated to both product lines.....................2-.-+-- $72,000 


In summary, the Maintenance Department averages $108,000 in repair-related costs and 
$72,000 in set-up costs each year (or total costs of $180,000). Thus, at normal levels of pro- 
duction, ABC allocates $86,400 in repair costs to the metal cabinet line and $21,600 in repair 
costs to the wooden cabinet line. In addition, ABC allocates $54,000 in set-up costs to the 
metal cabinet line and $18,000 in set-up costs to the wooden cabinet line. 

The costs assigned to each heating and machinery cost pool must now be allocated to the 
metal and wooden product lines. Management believes that square feet of production space 
occupied by each product line is the most appropriate activity base for allocating the heating 
cost pool. Of the company’s 40,000 square feet of production space, about 34,000 is dedicated 
to the metal cabinet line, and 6,000 is dedicated to the wooden cabinet line. Thus, in a typical 
year, the metal cabinets are allocated $20,706 of heating pool costs, whereas wooden cabinets 
are allocated only $3,654, as computed at the top of the following page. 


Allocation of Heating Cost Pool to Each Product Line 
Step 1: Establish the percentage of heating cost pool to be allocated to each product line 
using square feet of production space as an activity base. 


% of total 
Square feet occupied by the metal cabinet line ................... 34,000 85% 
Square feet occupied by the wooden cabinet line ................. 6,000 15% 


Square feet of total production space occupied.................-. 40,000 100% 


Activity-Based Costing (ABC) 


Step 2: Allocate $24,360 in the heating cost pool to each product line based on the percent- 
ages computed in step 1. 


Costs allocated to the metal cabinet line ($24,360 X 85%) ...............000-- $20,706 
Costs allocated to the wooden cabinet line ($24,360 X 15%) ...............5-- 3,654 
Total heating costs allocated to both product lines..................0.0.0.00. $24,360 


The number of machine hours is determined to be the most significant driver of machinery 
power costs. Thus, machine hours will serve as the activity base for allocating the machinery 
cost pool to each product line. The company utilizes approximately 50,000 machine hours 
each year. Of these, about 45,000 pertain to machinery used to manufacture metal cabinets, 
and 5,000 pertain to machines used for making wooden cabinets. Thus, in a typical year, the 
metal cabinets are allocated approximately $40,716 of machinery pool costs, whereas wooden 
cabinets are allocated approximately $4,524, as shown in Exhibit 17-5 and computed below. 


Allocation of Machinery Cost Pool to Each Product Line 
Step 1: Establish the percentage of machinery cost pool to be allocated to each product line 
using the number of machine hours as an activity base. 


% of total 
Machine hours used for metal cabinets per year .................. 45,000 90% 
Machine hours used for wooden cabinets per year ................ 5,000 10% 
Totallimachinehoursipemyealerr crise eese renner errant 50,000 100% 


Step 2: Allocate $45,240 in the machinery cost pool to each product line based on the per- 
centages computed in step 1. 


Costs allocated to the metal cabinet line ($45,240 x 90%) ..............20005- $40,716 
Costs allocated to the wooden cabinet line ($45,240 X 10%) ..............-0-. 4,524 
Total machinery costs allocated to both product lines ................+.-00-55 $45,240 


In summary, annual utilities costs average $24,360 for heating and $45,240 for powering 
machinery (for a total of $69,600). At normal levels of production, ABC allocates approxi- 
mately $20,706 of heating costs to the metal cabinet line and $3,654 of heating costs to the 
wooden cabinet line. In addition, it allocates $40,716 of machinery power costs to the metal 
cabinet line and $4,524 to the wooden cabinet line. 


DETERMINING UNIT COSTS USING ABC 


We may now compute Master File’s overhead costs on a per-unit basis. At normal levels of 
activity, the company produces and sells 42,000 metal file cabinets and 9,000 wooden file 
cabinets per year. Thus, the unit manufacturing overhead cost of each metal cabinet is $4.8/, 
compared to $5.31 for each wooden cabinet. These unit costs are computed below. 


Metal Wooden 
Cabinets Cabinets 


Maintenance Department costs: 


Allocated from the repair cost pool .............. 20. eee eee eee $ 86,400 $21,600 

Allocated from the set-up cost pool.............-..-02-0eeeeee 54,000 18,000 
Utilities costs: 

Allocated from the heating cost pool ......................--- 20,706 3,654 

Allocated from the machinery cost pool ....................--. 40,716 4,524 
Total manufacturing costs allocated to each line ................. $201,822 $47,778 
Total units produced and sold per year ...........-00-0e eee cues 42,000 9,000 


Manufacturing overhead costs per unit .................-...-05. $ 4.81 $531 
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Heating cost pool 
allocated to each product 
line 


Machinery cost pool 


allocated to each 
product line 


Learning Objective 
Demonstrate how activity 

bases are used to assign LO7 
activity cost pools to 

units produced. 


Unit costs using ABC es 
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Two observations should be made regarding these figures. First, at normal levels of activ- 
ity, Master File’s ABC process allocates the entire $249,600 in annual overhead costs to each 
product line ($201,822 to the metal cabinet line and $47,778 to the wooden cabinet line). 
Second, the amount of manufacturing overhead allocated to each product is significantly dif- 
ferent than what was allocated using a single activity base, as shown below. 


Metal Wooden 
Cabinets Cabinets 
Manufacturing overhead allocated using ABC.................... $4.81 $5.31 
Manufacturing overhead applied using direct labor hours (DLH): 
Metal cabinets (2 DLH x $1.60 per DLH) ...................-. 3.20 
Wooden cabinets (8 DLH x $1.60 per DLH) ................... == 12.80 
Differences in overhead application per unit ..................... $1.61 $(7.49) 


As indicated, manufacturing overhead applied to the metal file cabinets using ABC is 
$1.61 more than it was when a single activity base of direct labor hours was used. However, 
the amount applied to the wooden cabinets using ABC is $7.49 less than it was previously. 
As a consequence, Master File is likely to raise the selling price of its metal file cabinets and 
lower the selling price of its wooden file cabinets, as shown below. 


Metal Wooden 
Cabinets Cabinets 


DireCtimatenialSirescesa sere hey pte ee ec rt ed ees ka ec eee $15.00 $ 25.00 


Direct labor (at S110:00)pemhoun)eeeiteee eee ecient 20.00 80.00 
Manufacturing overhead (using the ABC system) ............... 4.81 5.31 
otallimanufacturingicosts pemuUnite settee aati cele $39.81 $110.31 
Sales price as a percentage of total manufacturing cost .......... 160% 160% 
Selling prices indicated by the ABC system .................--- $63.70 $176.50 
Selling prices indicated by the single activity base system ......... 61.12 188.48 
Price increase (reduction) indicated by the ABC system .......... $ 2.58 $ (11.98) 


If Master File maintains its current pricing policy, it will raise the price of metal file cabinets 
by $2.58 per unit and lower the price of its wooden file cabinets by $11.98 per unit.” 

You will recall that Master File currently is selling its metal filing cabinets for about $3 
less than competitive products. Therefore, the metal cabinet prices will remain competitive 
even if their sales price is raised by $2.58 per unit. However, the company’s wooden file cabi- 
nets have been priced at $/0.00 more than competitive products. Thus, by the lowering of the 
unit selling price by $11.98, Master File’s wooden cabinets can now be priced competitively 
without sacrificing product quality. 


The Trend toward More Informative 


Cost Accounting Systems 


Today’s global economy is fiercely competitive. To a large extent, competitive means cost- 
efficient. If you cannot produce quality products efficiently, you may lose out to Japanese, 
German, or Korean companies, or a company down the street. 

Up to this point, we have discussed job order and activity-based costing methods. Job order 
costing has two advantages: (1) it measures the costs of products produced in “batches,” and 


> To keep our illustration short, we assumed that maintenance and utilities costs were Master File’s only manu- 
facturing overhead costs. Consequently, overhead costs are relatively low in comparison to the cost of direct 
materials and direct labor. In many companies, overhead represents a much larger component of total manufac- 
turing costs. Thus, cost distortions often are significantly greater than those shown here. 


Concluding Remarks 
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(2) unit costs are determined as soon as the job is complete. In an ABC system, the allocation 
of manufacturing overhead is based on the specific activities that drive overhead costs. Thus, 
ABC should provide a more useful measure of each product’s cost. Many companies today 
have “hybrid” cost systems, designed to realize the advantages of many costing approaches. 


In addition to allocating manufacturing overhead costs to 
products (as discussed in this chapter), many companies 
allocate general corporate overhead charges to their segments 
or divisions. However, failure to do so properly can result in 
misleading financial statement information and potentially 
jeopardize the careers of those responsible. 

The Securities and Exchange Commission (SEC) brought 
an enforcement action against the former chief accounting 
officer (CAO) and controller of Vivendi Universal, S.A. 
Vivendi is a French entertainment conglomerate, and its stock 
was cross-listed in Paris and New York. Vivendi’s shares 
were traded on the New York Stock Exchange. 

The former CAO and controller was involved in making 
improper allocations of corporate overhead to Vivendi’s music 
division, Universal Music Group (UMG). Vivendi’s senior 
management had established a €250 million target number 
for UMG’s earnings before interest, taxes, depreciation, and 
amortization (EBITDA) for the third quarter of operations. In 
October, Vivendi’s CAO and controller temporarily reduced 
the amount of corporate overhead charged to UMG by €7 
million, exactly the reduction needed for UMG to report 
€250 million in EBITDA for the third quarter. 

The change in the allocation of corporate overhead to 
UMG was made without proper supporting documentation 
and was not in conformity with U.S. GAAP. GAAP requires 
that accounting allocations be distributed according to a 
plan or a formula, and that allocated amounts affecting the 
reporting of a segment’s performance be allocated in a 


Ethics, Fraud & Corporate Governance 


reasonable manner. Vivendi’s former CAO and controller 
did not reasonably allocate corporate overhead in accordance 
with a plan or formula; rather, the allocation was based on a 
desire to report a predetermined EBITDA amount. 

The SEC permanently barred Vivendi’s CAO and 
controller from appearing or practicing before the SEC as 
an accountant. Even if a reinstatement request is granted, the 
SEC will require this individual’s work to be reviewed by the 
independent audit committee of any future employer or in 
some other manner acceptable to the SEC for as long as this 
individual works for a public company. 

There are three important takeaways from this case. 
First, metrics other than net income are often important to 
investors and creditors; therefore, misstatements of other 
metrics valued by the capital markets can attract SEC 
scrutiny. Second, investors and creditors often are interested 
in the performance of different parts of the business (i.e., 
segments). As a result, GAAP requires the disclosure of 
segment information in the notes to the financial statements. 
Misstatement of the financial statement notes can attract 
regulatory scrutiny. Third, sanctions against individuals for 
violations of the securities laws can be severe. Although 
the SEC does not have criminal enforcement power, the 
ability to bar an individual from practicing before it as an 
accountant, as well as the SEC’s ability to bar an individual 
from serving as an officer or director of a public company, 
can have severe economic consequences for individuals 
subject to these sanctions. 


Concluding Remarks 


Job order costing is ideal for companies that create unique products or services. Many profes- 
sional service firms such as medical, law, or accounting firms rely on job order costing tech- 
niques to determine the price to charge for their services. However, job order costing alone does 
not provide the detail that many companies need to sufficiently track overhead to jobs. Activity- 
based costing, used simultaneously with job order costing, gives managers and their customers 
a clearer understanding of how a particular service or product uses up indirect overhead costs. 
In coming chapters, we will see how understanding the significant activities that cause costs to 
vary can provide a basis for planning future activities and managing the costs of current activities. 


END-OF-CHAPTER REVIEW 


Explain the purposes of cost accounting systems. 
Cost accounting systems provide information useful for 
managing the activities that consume resources. 
Managers use the information to evaluate and reward employee 
performance. In addition, the cost information is reported on 
external financial statements as, for example, inventories, cost of 
goods sold, and period expenses. 


L01 


Identify the processes for creating goods and 
services that are suited to job order costing. Job 
order costing methods are appropriate for businesses 
and companies producing customized jobs that require differing 
amounts and types of direct labor, direct materials, and overhead. 


L102 


Explain the purpose and computation of overhead 
application rates forjob ordercosting. An overhead 
application rate is a device used to assign appropriate 
amounts of overhead costs to specific services, products, or jobs 
that are in progress. The overhead application rate expresses the 
relationship between the overhead costs and some activity base 
that can be used to trace costs directly to each specific job. An 
overhead application rate is computed by dividing the expected 
or estimated overhead costs for the period by the expected 
amount of activity (for example, machine hours, labor hours, 
etc.) related to the activity base. 


LO03 


Describe the purpose and the content of a job 
cost sheet. The purpose of a job cost sheet is to keep 
track of all manufacturing costs relating to a particular 


Key Terms Introduced or 


Emphasized in Chapter 17 


activity-based costing (p. 762) Cost accounting method that 
tracks indirect costs to the activities that consume resources. 


activity cost pools (p. 769) Overhead categories that repre- 
sent the costs associated with an activity that consumes over- 
head resources. 


cost accounting systems (p. 760) The methods and tech- 
niques used by enterprises to track resources consumed in creat- 
ing and delivering products and services to customers. 


cost driver (p. 762) An activity base that can be traced 
directly to units produced and that serves as a causal factor in 
the incurrence of overhead costs. Serves as an activity base in an 
overhead application rate. 


job cost sheet (p. 763) A record used in job order costing to 
summarize the manufacturing costs (materials, labor, and over- 
head) applicable to each job or batch of production. Job cost sheets 


job. Each job cost sheet shows the cost of all the materials, direct 
labor, and factory overhead charged to the job. The job cost 
sheets of all jobs in process serve as a subsidiary ledger 
supporting the balance of the Work in Process Inventory account. 


Account for the flow of costs when using job order 
costing. Costs flow from the Direct Labor account, the 
Direct Materials Inventory account, and the Manufacturing 
Overhead account into the Work in Process Inventory account. As 
jobs are completed, the accumulated costs are transferred to the 
Finished Goods Inventory account. As units are sold, their costs 
flow from the Finished Goods Inventory account to the Cost of 
Goods Sold account. 


LOS 


Define overhead-related activity cost pools and 

provide several examples. Activity cost pools are the 

costs of resources consumed by an activity that is 
necessary to produce a good or service. Types of overhead 
activity cost pools include building maintenance, utilities, 
purchasing activities, and machinery repairs, among others. 


Demonstrate how activity bases are used to assign 
activity cost pools to units produced. Activity bases 
are the measures of the activity that consumes the 
associated resource cost pool. Thus, for the purchasing activities 
cost pool, the activity base is the number of purchase orders 
processed. Dividing the activity cost pool by the activity base 
provides the cost per unit of activity. Activity costs are assigned to 
the product by tracking the activity base associated with the product 
and multiplying it by the appropriate cost per unit of activity. 
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may be viewed as a subsidiary ledger supporting the balance of the 
Work in Process Inventory control account. 


job order costing (p. 760) A cost accounting method under 
which the focal point of costing is a quantity of product known 
as a job or lot. Costs of direct materials, direct labor, and manu- 
facturing overhead applicable to each job are compiled to arrive 
at average unit cost. 


over- or underapplied overhead (p. 767) The difference 
between the actual manufacturing overhead incurred during the 
period and the amount applied to work in process by use of a pre- 
determined overhead application rate. 


overhead application rate (p. 761) A device used to apply a 
normal amount of overhead costs to work in process. The rate 
is predetermined at the beginning of the year and expresses the 
percentage relationship between estimated total overhead for 
the year and the estimated total of some cost driver, such as 
direct labor hours, direct labor costs, or machine hours. Use of 
the overhead application rate causes overhead to be charged to 
work in process in proportion to the amount of “cost driver” 
traceable to those units. 
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Demonstration Problem 


Oceanview Enterprises is a print shop that uses job order costing. Overhead is applied to indi- 
vidual jobs at a predetermined rate based on direct labor costs. The job cost sheet for job no. 21 
appears below. 


Instructions 

Prepare general journal entries to: 

a. Summarize the manufacturing costs charged to job no. 21. (Use one compound entry.) 
b. Record the completion of job no. 21. 


c. Record the credit sale of 2,000 units from job no. 21 at a unit sales price of $4. Record in a 
separate entry the related cost of goods sold. 


Solution to the Demonstration Problem 


GENERAL JOURNAL 


a. Work in Process Inventory ........... 0.0.2 cece ee eee eee 4,800 
Materials Inventory .......... 0000s 3,200 
Ditect. Labor. c.6421064¢20d0s 0b. de dhatdas he ide obademe bead 400 
Manufacturing Overhead ........ 0.00.0 cece eee 1,200 
Manufacturing costs incurred on job no. 21. 
b.. Finished Goods Inventory 2...ic0cc. seeder Ge sde eb aee ee eeiaak ens 4,800 
Work in'Process INVentOry® sicecsac ace ceed pata ee wives ea 4,800 
To record completion of job no. 21. 
c.. Accounts: Receivable 2: .c0c.eaiiaed elon crept adda lew oeeataaded 8,000 
SqlOS\ ie idles sg sh RE RON CRIES SORE e eda COE eee es 8,000 


To record credit sale of 2,000 units from job no. 21 
@ $4 per unit. 


Cosi of Goods'Sold ss. 0.6 c¢ecd0Ge esa eee Peed he dea eka bec ee dad 3,840 


Finished Goods Inventory .............. 02.2 c eee eee eee 3,840 


To record cost of sales for 2,000 units from job no. 21 
(2,000 $1.92 per unit). 
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Self-Test Questions 


The answers to these questions appear on page 801. 
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4. The purpose of an overhead application rate is to: 


1. If CustomCraft uses job order costing, each of the following a. Assign a portion of indirect manufacturing costs to 


is true, except: 


a. Individual job cost sheets accumulate all manufactur- 
ing costs applicable to each job and together constitute 
a subsidiary ledger for the Work in Process Inventory 
account. 


b. Direct labor cost applicable to individual jobs is 
recorded when paid by a debit to Work in Process 
Inventory and a credit to Cash, as well as by entering 


job order costing? 

a. A print shop that specializes in wedding invitations. 
b. A company that makes frozen pizzas. 

c. A brewery. 

d. An oil refinery. 


each product manufactured. 


b. Determine the type and amount of costs to be debited to 
the Manufacturing Overhead account. 

c. Charge the Work in Process Inventory account with the 
appropriate amount of direct manufacturing costs. 

d. Allocate manufacturing overhead to expense in proportion 
to the number of units manufactured during the period. 


the amount on the job cost sheets 5. Which of the following are true regarding activity-based 
j costing? 
c. The amount of direct materials used in individual jobs . : lor use ABC: ful all 
is recorded by debiting the Work in Process Inventory = r P dee an : re h fi ; i. a ee Se erie 
account and crediting the Materials Inventory account, as eg ane eno eee ree cee ee 
well as by entering the amount used on job cost sheets. b. Under ABC, direct labor hours are never used to allo- 
d. The manufacturing overhead applied to each job is cate overhead costs to activity pools or product lines. 
transferred from the Manufacturing Overhead account c. The use of ABC is indicated when it is suspected that 
to the Work in Process Inventory account, as well as each of a firm’s product lines consumes approximately 
entered on the individual job cost sheets. the same amount of overhead resources but the current 
eee eee en Mere ree er es allocation scheme assigns each line a substantially dif- 
: J & ; PP ; , ferent amount. 
a. Represents the cost of manufacturing overhead that ; ; : +. . 
relates to unfinished jobs. d. ABC can be used in conjunction with job order costing. 
b. Is indicated by a credit balance remaining at year-end 6. Which of the following would be the most appropriate basis 
in the Manufacturing Overhead account. for allocating the costs of plant insurance that covers equip- 
: t theft ? 
c. Is closed out at year-end into the Cost of Goods Sold ne : eth andidarase 
account if the amount is not material. a. Direct labor hours. 
d. Results when actual overhead costs incurred during b. Value of equipment. 
a year are less than the amounts applied to individual c. Machine hours. 
jobs. d. Square feet of plant space. 
- Which of the following businesses would most likely use 7. Using ABC to allocate manufacturing overhead can help 


managers to: 

a. Identify what activities drive overhead costs. 

b. Set product prices. 

c. Locate inefficiencies in the production process. 
d. Do all of the above. 


OT VeUae DISCUSSION Questions 


1. What is a cost accounting system? 6. What is meant by underapplied overhead? By overapplied 

. What are the major objectives of a cost accounting system overhead? 
in a manufacturing company? 7. Gerox Company applies manufacturing overhead on the basis 
. What factors should be taken into account in deciding OF miaghthe hours usine a prederemmined overhead Tate. At 
whether to use job order costing in any given manufacturing the end of the current year, the Manufacturing Overhead 
situation? account has a credit balance. What are the possible expla- 
nations for this? What disposition should be made of this 

4. What is meant by the term overhead application rate? balance? 

. What is meant by the term overhead cost driver? How does 8. Taylor & Malone is a law firm. Would the concepts of job 


the cost driver enter into the computation of an overhead 
application rate? 


order costing be appropriate for this type of service busi- 
ness? Explain. 


Brief 


11. 


12. 


Exercises 


Define the term activity base. 


. Define the term cost driver. 


Why is the use of a single activity base inappropriate for 
some companies? 

Describe how activity-based costing can improve overhead 
cost allocations in companies that produce a diverse line of 


13. 
14. 


15. 
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What is an activity cost pool? 


Why is the use of direct labor hours as an activity base 
likely to be inappropriate in a highly mechanized produc- 
tion facility? 


Discuss the potential benefits associated with using activity- 
based costing. 


products. 


& connect" 


[ACCOUNTING 


Brief Exercises 


Lo5 BRIEF 
EXERCISE 17.1 


Accounting for Overhead 


Newton Corporation uses a job order costing system and allocates manufacturing overhead at a 
rate of $25 per machine hour. During the period, the company used 600 machine hours and actu- 
ally incurred manufacturing overhead costs of $14,500. 


a. Prepare a summary journal entry to record total manufacturing overhead allocated to jobs dur- 
ing the period. 

b. Prepare a summary journal entry to record actual overhead costs incurred during the period 
(make the credit portion of the entry to “Various Accounts”). 


c. Prepare the journal entry to close the Manufacturing Overhead account directly to Cost of 
Goods Sold at the end of the period. 


Lo5 BRIEF Mayfield Corporation finished job no. 314 on June 1. On June 10, the company sold job no. 314 
EXERCISE 17.2 for $10,000, cash. Total manufacturing costs allocated to this job at the time of the sale amounted 
Transferring Costs in a to $6,500. 

Job Order System a. Record the transfer of job no. 314 from Work in Process to Finished Goods on June 1. 
b. Record the sale of job no. 314, and the transfer of its costs from Finished Goods, on June 10. 

Lo3. ~BRIEF Munson Manufacturing applies manufacturing overhead at a rate of $30 per direct labor hour. 
EXERCISE 17.3 a. When during the year was this rate computed? 
ae Application b. Describe briefly how this rate was computed. 

ates 
c. Identify the shortcomings of this rate that will cause overhead applied during the period to 
differ from the actual overhead costs incurred during the period. 

03 BRIEF Swanson Corporation applies manufacturing overhead to jobs at a rate of $30 per direct labor hour. 
EXERCISE 17.4 During the current period, actual overhead costs totaled $175,000, and 6,000 direct labor hours 

105 Actual Overhead versus were worked by the company’s employees. 

Applied Overhead a. Record the journal entry to close the Manufacturing Overhead account directly to Cost of 
Goods Sold at the end of the period. 
b. Was manufacturing overhead overapplied, or was it underapplied? 

101 BRIEF Indicate whether job order costing is appropriate for each of the following businesses. Explain why. 
EXERCISE 17.5 Old Home Bakery, Inc. (a bakery that produces to order). 

Lo2. Types of Cost 


‘ Baxter, Claxter, and Stone, CPAs. 
Accounting Systems 


Thompson Construction Company. 
Satin Wall Paints, Inc. 

Apache Oil and Gas Refinery. 

Dr. Carr’s Auto Body Shoppe. 
Health-Rite Vitamins. 


Shampoo Products International. 


Sm mp ooo fF 
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BRIEF 
EXERCISE 17.6 


Applying Direct 
Labor Costs 


BRIEF 
EXERCISE 17.7 


Applying Direct Materials 
Costs 


BRIEF 
EXERCISE 17.8 


Recording Manufacturing 
Costs 


BRIEF 
EXERCISE 17.9 


Selecting Activity Bases 


BRIEF 
EXERCISE 17.10 


Allocations in an ABC 
System 


EXERCISE 17.1 
Accounting Terminology 
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Willoughby Manufacturing pays its direct labor employees $20 per hour. During the current period, 
300 direct labor hours were recorded on employee time cards, and the company actually paid its 
direct labor employees $5,400. 


a. 
b. 
Cc. 


Record the summary journal entry to apply direct labor costs to all jobs during the period. 
Prepare the summary journal entry to record direct labor wages paid during the period. 


What is the balance of the Direct Labor account at the end of the period? How is it reported in 
the company’s financial statements? 


Zappe Industries purchased direct materials costing $500,000 during the current period. It actually 
used only $350,000 of direct materials on jobs during the period. 


a. 


b. 


Prepare the summary journal entry to record direct materials purchased during the period. 
Assume that all purchases are made on account. 


Prepare the summary journal entry to record all direct materials used during the period. 


For each of the accounts listed below, prepare two summary journal entries. In the first entry, illustrate 
a transaction that would cause the account to be debited. In the second entry, illustrate a transaction 
that would cause the account to be credited. Assume that perpetual inventory records are maintained. 
Include a brief written explanation with each journal entry and use “XXX” in place of dollar amounts. 


a. 
b. 
c. 
d. 


Materials Inventory 
Direct Labor 
Manufacturing Overhead 
Finished Goods Inventory 


Listed below are the eight activity cost pools used by Charvez Corporation. 


Production set-up costs Maintenance costs 


Heating costs Design and engineering costs 
Machinery power costs Materials warehouse costs 


Purchasing department costs Product inspection costs 


Suggest an appropriate activity base for allocating each of the above activity cost pools to products. 
(Consider each cost pool independently.) 


Leah, Inc., applies manufacturing overhead to production using an activity-based costing system. 
The company’s utilities cost pool has accumulated $150,000, its maintenance cost pool has accu- 
mulated $200,000, and its set-up cost pool has accumulated $50,000. The company has two product 
lines, Deluxe and Basic. The utilities cost pool is allocated to these product lines on the basis of 
machine hours. The maintenance pool is allocated on the basis of work orders. The set-up pool is 
allocated on the basis of production runs. 


a. Allocate the utilities cost pool to each product line assuming the Deluxe model used 4,000 
machine hours and the Basic model used 1,000 machine hours. 

b. Allocate the maintenance pool to each product line assuming the Deluxe model required 
25 work orders and the Basic model required 75 work orders. 

c. Allocate the set-up pool to each product line assuming the Deluxe model required 9 produc- 
tion runs and the Basic model required 21 production runs. 

Exercises @ connect 


[ACCOUNTING 


Listed below are seven technical accounting terms introduced or emphasized in this chapter. 


Job order costing Cost driver 


Overhead application rate Cost of finished goods manufactured 
Overapplied overhead Job cost sheet 


Activity-based costing 


Exercises 783 


Each of the following statements may (or may not) describe these technical terms. For each 
statement, indicate the term described, or answer “None” if the statement does not correctly 
describe any of the terms. 


a. An activity base that can be traced directly to units produced and can be used as a denominator 
in computing an overhead application rate. 


b. The total of all direct labor, direct materials, and manufacturing overhead transferred from 
work in process to finished goods. 


c. A means of assigning indirect product costs to work in process during the period. 
d. A debit balance remaining in the Manufacturing Overhead account at the end of the period. 
e. The type of cost accounting system likely to be used by a construction company. 
f. The type of cost accounting method likely to be used for overhead costs. 
L01 EXERCISE 17.2 The information below was taken from the job cost sheets of Bates Company. 
Flow of Costs in Job 
through 
Order Costing 
L05 Manufacturing 
Job Costs as of Manufacturing 
Number June 30 Costs in July 
101 $4,200 
102 3,240 
103 900 $2,000 
104 2,250 4,000 
105 6,000 
106 3,700 
During July, jobs no. 103 and 104 were completed, and jobs no. 101, 102, and 104 were delivered 
to customers. Jobs no. 105 and 106 are still in process at July 31. From this information, compute 
the following: 
a. The work in process inventory at June 30. 
b. The finished goods inventory at June 30. 
c. The cost of goods sold during July. 
d. The work in process inventory at July 31. 
e. The finished goods inventory at July 31. 
L01. EXERCISE 17.3 Riverside Engineering is a machine shop that uses job order costing. Overhead is applied to indi- 
weet Journal Entries in Job vidual jobs at a predetermined rate based on direct labor costs. The job cost sheet for job no. 321 
“" Order Costing appears below. 
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Prepare general journal entries to: 
a. Summarize the manufacturing costs charged to job no. 321. (Use one compound entry.) 
b. Record the completion of job no. 321. 


c. Record the credit sale of 2,100 units from job no. 321 at a unit sales price of $5. Record in a 
separate entry the related cost of goods sold. 


03 EXERCISE 17.4 During June, Assembly Department no. 4 of Riverview Electronics produced 12,000 model 201 
Overhead computer keyboards. Assembly of these units required 1,476 hours of direct labor at a cost of 

Log Cost Drivers; $26,400, direct materials costing $318,960, and 2,880 hours of machine time. Based on an analysis 
Determination and of overhead costs at the beginning of the year, overhead is applied to keyboards using the following 
Use of Unit Cost formula: 


Overhead = 75% of Direct Labour Cost + $32 per Machine Hour 


a. Compute the total amount of overhead cost applied to the 12,000 keyboards. 
b. Compute the per-unit cost of manufacturing these keyboards. 


Briefly explain why the department might use two separate activity bases in applying over- 
head costs to one type of product. 


d. Identify at least two types of overhead cost pools that might be “driven” by each of the two 
cost drivers indicated in this situation. 


e. What appears to be the primary driver of overhead costs in the manufacture of keyboards? 
Compute the gross profit that will result from the sale of 2,000 of these keyboards at a sales 


price of $75 each. 
102 EXERCISE 17.5 Identify whether each of the following costs of Granite Construction, Inc., would be classified 
Cost Classifications as direct labor, direct materials, manufacturing overhead, or as selling, general, and administrative 
costs. 


a. Hourly wages paid to backhoe operators. 
. Crankcase oil used in construction machinery. 
. PVC pipes used in a municipal sewer construction project. 
. Depreciation of bulldozers and other construction equipment. 


. Steel beams used in the construction of an office building. 


b 
c 
d 
e. Advertising costs. 
f. 
g. Salaries paid to foremen responsible for supervising multiple construction projects. 
h 


. Legal costs. 


Gasoline used in trucks that haul construction equipment to various job sites. 


j. Hourly wages paid to masons and carpenters. 
k. Costs for accounting and tax services. 
]. The CEO’s salary. 
m. Rivets, screws, nuts, and bolts. 
L083. EXERCISE 17.6 Conklin Corporation recorded the following activities during its first month of operations: 
Cost Flows and Financial ¢ Purchased materials costing $250,000. 
through 
Statements 


¢ Used direct materials in production costing $230,000. 


LOS ¢ Incurred direct labor costs of $300,000, of which $275,000 had actually been paid at the end 
of the month. 


e Applied manufacturing overhead at a rate of $15 per direct labor hour. (Direct labor workers 
earn $25 per hour.) 


¢ Incurred actual manufacturing overhead costs of $175,000. 


e Transferred completed jobs costing $520,000 to finished goods. 
¢ Sold completed jobs for $700,000. The cost applied to the jobs sold totaled $480,000. 


Exercises 
Lo3 EXERCISE 17.7 
Journal Entries, 
tnreush Cost Flows, and 
105 Determining Account 
Balances 
103 EXERCISE 17.8 
~——t Journal Entries, Cost 
“Fees Flows, and Financial 
Lo5 Reporting 
L083 EXERCISE 17.9 
nat Journal Entries, Cost 
Flows, and Financial 
L05 «© Reporting 
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e Closed the Manufacturing Overhead account directly to Cost of Goods Sold at the end of the 
month. 


e Incurred selling and administrative costs of $100,000 during the month. 


a. Prepare Conklin Corporation’s income statement for its first month of operations. Ignore 
income taxes. 


b. Determine the company’s inventory balances at the end of its first month of operations. 


Zelda Manufacturing organized in June and recorded the following transactions during June, its 
first month of operations: 


1. Purchased materials costing $800,000. 

2. Used direct materials in production costing $485,000. 
3. Applied direct labor costs of $500,000 to various jobs. 
4 


. Applied manufacturing overhead at a rate of $10 per direct labor hour. (Direct labor workers 
earn $20 per hour.) 


cA 


Incurred actual manufacturing overhead costs of $245,000 (credit “Various Accounts’’). 


al 


Transferred completed jobs costing $745,000 to finished goods. 


7. Sold completed jobs for $1,000,000 on account. The cost applied to the jobs sold totaled 
$615,000. 


8. Closed the Manufacturing Overhead account directly to Cost of Goods Sold on June 30. 
a. Prepare a journal entry for each of the eight transactions listed above. 
b. Compute the balance of the Cost of Goods Sold account at June 30. 
c. Determine the company’s inventory balances at the end of June. 


Blue Plate Construction organized in December and recorded the following transactions during its 
first month of operations: 

Dec. 2 Purchased materials on account for $400,000. 

Dec. 3 Used direct materials costing $100,000 on job no. 100. 

Dec. 9 Used direct materials costing $150,000 on job no. 101. 

Dec. 15 Used direct materials costing $30,000 on job no. 102. 


Dec. 28 Applied the following direct labor costs to jobs: job no. 100, $9,000; job no. 101, 
$11,000; job no. 102, $5,000. 


Dec. 28 Applied manufacturing overhead to all jobs at a rate of 300% of direct labor dollars. 


Dec. 29 Completed and transferred job no. 100 and job no. 101 to the finished goods ware- 
house. 


Dec. 30 Sold job no. 100 on account for $200,000. 
Dec. 31 Recorded and paid actual December manufacturing overhead costs of $78,000, cash. 
Dec. 31 Closed the Manufacturing Overhead account directly to Cost of Goods Sold. 


a. Record each of the above transactions as illustrated on pages 764-768. 


b. Compute the amount at which Cost of Goods Sold is reported in the company’s income state- 
ment for the month ended December 31. 


c. Determine the inventory balances reported in the company’s balance sheet dated December 31. 
Was manufacturing overhead in December overapplied, or was it underapplied? Explain. 


Schmeltz Industries organized in January and recorded the following transactions during its first 
month of operations: 


Jan. 5 Purchased materials on account for $800,000. 

Jan. 9 Used materials costing $450,000 on job no. 1001. 
Jan. 14 Used materials costing $200,000 on job no. 1002. 
Jan. 18 Used materials costing $100,000 on job no. 1003. 


786 Chapter 17 Job Order Cost Systems and Overhead Allocations 


Jan. 25 Applied the following direct labor costs to jobs: job no. 1001, $3,600; job no. 1002, 
$5,400; job no. 1003, $1,350. (Direct labor workers earn $18 per hour.) 


Jan. 27 Applied manufacturing overhead to all jobs at a rate of $450 per direct labor hour. 


Jan. 28 Completed and transferred job no. 1001 and job no. 1002 to the finished goods ware- 
house. 


Jan. 29 Sold job no. 1001 on account for $725,000. 

Jan. 31 Recorded and paid actual January manufacturing overhead costs of $250,000, cash. 
Jan. 31 Closed the Manufacturing Overhead account directly to Cost of Goods Sold. 

a. Prepare journal entries for each of the above transactions. 

b. Compute the balance of the Cost of Goods Sold account at January 31. 

c. Determine the company’s inventory balances at January 31. 

d. Was manufacturing overhead in January overapplied, or was it underapplied? Explain. 


L03. EXERCISE 17.10 Crenshaw uses a job order costing system to account for projects. It applies manufacturing over- 
Journal Entries, Cost head to jobs on the basis of direct labor hours and pays its direct labor workers $25 per hour. The 
mew" lows, and Financial following relates to activity for the month of December: 


Lo5 Reporting 


Manufacturing overhead budgeted (estimated on December 1) ........... $133,000 
Budgeted driver activity (DLH) (estimated on December 1) .............. 1,900 DLH 
Direct materials purchased in December ..............-.000 cece euee $125,000 
Direct materials used in December ............ 0.0000 eee 100,000 
Actual direct labor costs in December ............-0 000 cee eee eee eee 50,000 
Actual manufacturing overhead in December ...................0-005. 150,000 
Cost of jobs completed in December................. 0000002 e eee eee 275,000 
Revenue earned in December ..............0 2c e cece eee 600,000 
Cost of goods sold in December (prior to adjusting for overhead).......... 325,000 
Selling and administrative costs in December ...................0-.005. 250,000 
Materials Inventory, December 1.............20 00 cece eee eee 20,000 
Work in Process Inventory, December 1 ..........-. 0000 e eee eee eee 75,000 
Finished Goods Inventory, December 1 ............ 00000: e eee eee 105,000 


a. Record the purchase of direct materials in December. Assume all purchases are made on 
account. 


b. Record the cost of direct materials applied to jobs in December. 
Record the cost of direct labor applied to jobs in December. 


ao 


Record the actual cost of manufacturing overhead incurred in December. Assume all overhead 
costs were paid in cash. 


e. Record the cost of manufacturing overhead applied to jobs in December. 


Record revenue and the related cost of jobs sold in December. Assume all sales are made on 
account. 


g. Record December selling and administrative costs. Assume all selling and administrative costs 
were paid in cash. 


h. Close the Manufacturing Overhead account directly to Cost of Goods Sold on December 31. 


i. Compute the company’s December income. Ignore taxes. 


L083 EXERCISE 17.11 Rush Company budgeted that it would incur $180,000 of manufacturing overhead costs in the 
Solving for Missing upcoming period. By the end of the period, Rush had actually incurred manufacturing overhead costs 
pt Amounts in a Job totaling $192,000. Other information from the company’s accounting records is provided below: 
L095 Costing System ¢ Beginning Work in Process Inventory was $30,000, whereas ending Work in Process Inventory 
was $25,000. 


* Total manufacturing costs of $470,000 were charged to Work in Process Inventory during the 
period. This amount included direct materials costs of $200,000. 


¢ Workers logged 5,400 direct labor hours during the period. 


Exercises 


LO3. EXERCISE 17.12 
Solving for Missing 
Amounts in a Job 
Lo5 Costing System 


through 


LO3. EXERCISE 17.13 
Determining Balance 
Sheet Amounts from Job 
Lo5 «= Sheets 


through 
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¢ Beginning Finished Goods Inventory was $50,000. 


¢ The Manufacturing Overhead account had a $30,000 debit balance immediately prior to clos- 
ing at the end of the period. Manufacturing overhead was applied to jobs throughout the 
period on the basis of direct labor hours. 


e Prior to any adjustment to account for overapplied or underapplied manufacturing overhead, 
Cost of Goods Sold had a $520,000 debit balance. 


e Sales for the period totaled $1,050,000, whereas selling and administrative expenses totaled 
$400,000. 


Determine how much manufacturing overhead was applied to jobs during the period. 
Determine the company’s manufacturing overhead application rate per direct labor hour. 
How many direct labor hours were budgeted at the beginning of the period? 

What was the average hourly wage rate earned by direct labor workers? 

What was the company’s ending Finished Goods Inventory balance? 


mea fo oe Sf 


What was the company’s net income for the period? Ignore taxes. 


Fenwick Corporation’s manufacturing and finished goods warehouse facilities burned to the ground 
on January 31. The loss was fully covered by insurance. The insurance company wanted to know 
the cost of the inventories destroyed in the fire. The company’s accountants gathered the following 
information: 


Direct materials purchased in January ................ 0.00. c eee eee eee $160,000 
Work in Process Inventory, January 1..............0 0.000. e eee eee eee 34,000 
Materials Inventory, January 1.......... 00.00.02 eee 16,000 
Finished Goods Inventory, January 1 ..... 0... eee 30,000 
Direct labor costs incurred in January ........... 0.00.20 190,000 
Prime costs charged to jobs in January............. 0.00.00. e eee eee 294,000 
Cost of finished goods available for sale in January.................2..0.. 450,000 
Sales revenue earned in January ........... 0.0.0.0 500,000 
Gross profit as a percentage of January sales ..............0.....00000.. 25% 
Manufacturing overhead applied to jobs in January as a percentage 

of total conversion costs... 1... 00... eee 60% 


Assume that actual manufacturing overhead was exactly equal to the amount applied to production 
at the time of the fire. 

On the basis of the information shown above, compute the cost of the following inventories lost 
in the fire. (Hint: Prime costs and conversion costs were discussed in Chapter 16.) 
a. Materials inventory (assume materials inventory is comprised entirely of direct materials). 
b. Work in process inventory. 


c. Finished goods inventory. 
Robinson International began operations in early February. The company has provided the follow- 


ing summary of total manufacturing costs assigned to the job sheets of its entire client base during 
its first three months of operations: 


Job Total Costs 
Number February March April Assigned 
1000 $12,400 $ 6,800 $19,200 
1001 15,000 7,400 $1,400 23,800 
1002 2,000 2,000 
1003 16,000 4,000 20,000 
1004 9,000 6,000 15,000 


Job no. 1002 was completed in February and sold in March. Job no. 1000 was completed and sold 
in March. Job no. 1001 was completed and sold in April. Job no.1003 was completed in April, but 
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won’t be delivered until early May. Only job no. 1004 remains in process at April 30. The selling 
prices are set at 175 percent of the manufacturing costs assigned to each job. 


a. Determine the Work in Process Inventory balance at the end of February, March, and April. 
b. Determine the Finished Goods Inventory balance at the end of February, March, and April. 

c. Compute the company’s total gross profit for the three months ended April 30. 

Costume Kings has two product lines: machine-made costumes and hand-made costumes. The com- 
pany assigns $80,000 in manufacturing overhead costs to two cost pools: power costs and inspection 


costs. Of this amount, the power cost pool has been assigned $32,000 and the inspection cost pool has 
been assigned $48,000. Additional information about each product line is shown below. 


Machine-Made — Hand-Made 


Sales revenue .. 0... eens $240,000 $160,000 
Direct labor and materials costs ................2-0-5- $120,000 $ 96,000 
Units produced and sold .....................000005. 48,000 16,000 
Machine hours ............ 000 cece eee eee ee eee eee 96,000 4,000 
Square feet of production space .....................0. 1,200 800 
Material orders received ........... 0000 cee eee eee 150 100 
Quality control inspection hours ................0.0.00. 2,000 500 


a. Allocate the manufacturing overhead from the activity cost pools to each product line. Use 
what you believe are the most significant cost drivers from the information provided. 


b. Compute the cost per unit of machine-made costumes and hand-made costumes. 
On a per-unit basis, which product line appears to be the most profitable? Explain. 
Spear Custom Furniture uses an activity-based cost accounting system to apply overhead to pro- 


duction. The company maintains four overhead cost pools. The four cost pools, and their budgeted 
amounts for the upcoming period, are as follows: 


Maintenance ..... 0... ee ene ene tne e tenes $40,000 
Materials :nandling.:..i2.c0c¢4s2ic4actdedhiwt ida ddatbtetbdda pe deeh ee ah 20,000 
SOUS setae coecesceceve ae say austen citer atnaseecatcarsce onus lagte- «i pesmeceseresacqus leaning ieiretmandeteielagee 4% 10,000 
Quality’ COntOl: e.2.82 3 es Le od ie ee ed a ee ee ee es 45,000 


Four cost drivers are used by Spear to allocate its overhead cost pools to production. The four cost 
drivers, and their budgeted total levels of activity for the upcoming period, are shown below: 


Machine hours (to allocate maintenance costs) ..................0.-. 600 hours 
Material moves (to allocate materials handling costs) .................. 400 moves 
Set-ups (to allocate set-up Costs) ........ 0... c cece eee 100 set-ups 
Number of inspections (to allocate quality control costs) ................ 300 inspections 


The company has been asked by Cosmopolitan University to submit a bid for tables to be used 
in anew computer lab. The plant manager feels that obtaining this job would result in new business 
in future years. Estimates for the Cosmopolitan University project are as follows: 


DifeCtiMaterialS: «ccc s ov doaGeuctaana adeieueaon Peat ga Walaa a Reeen mn a mace ae aes $14,000 
Diréct labor: (500 hours) t-necccsscwtedengees tio bed arwaeds saeahed eee $15,000 
Number of machinesNOurs* ecco. ccawolecettet ica adet dae ande ss 60 
Number of material Moves ...........0 00 cee teens 20 
Number-of'set-upSs...2.3.cc0c05 yr en bela ewes pee eee 4 


NUMbGr OT MSPCCUOMS i.a5e eset bios oewceve: diaus gngcecb doatenestbe: Shaucusach A beycacaiceven eras puathcach 2 
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a. Estimate the total cost of manufacturing the tables for Cosmopolitan University. 


b. Determine the company’s bid price if bids are based upon the total estimated manufacturing 
cost of a particular project, plus 75 percent. 


Problem Set A @ connect 


|ACCOUNTING 


L01 PROBLEM 17.1A Chesapeake Sailmakers uses job order costing. Manufacturing overhead is charged to individual 
Job Order Costing: jobs through the use of a predetermined overhead rate based on direct labor costs. The following 
io Computations and information appears in the company’s Work in Process Inventory account for the month of June: 


Lo5 Journal Entries 


Debits to account: 


Balance; JUNG tl «ia. es cedars dacs ied abe e dws oe aware eater din $ 7,200 
Directimaterials: « sac... aceccoks one eteed aah Eamwe oer eats Lame eee 12,000 
DIrGCt AD OF vies Ses, 5 head ecepice ta iceh Se keh we veiw GOR Te & havauevependuelzyschuees Baeadneeomeaths 9,000 
Manufacturing overhead (applied to jobs as 150% of direct labor cost) ....... 13,500 
Total debits to account ...... 0.0... cc eet tenes $41,700 
Credits to account: 
Transferred to Finished Goods Inventory account .............0.0000 ee aee 33,200 
Balance; JURE: SO) yosnatec 2. daitandiniesoana tana -ban rave ddow tow dang vbed aie ankacn Apa dobaxal as $ 8,500 


Instructions 
a. Assuming that the direct labor charged to the jobs still in process at June 30 amounts to $2,100, 
compute the amount of manufacturing overhead and the amount of direct materials that have 
been charged to these jobs as of June 30. 
b. Prepare general journal entries to summarize: 
1. The manufacturing costs (direct materials, direct labor, and overhead) charged to produc- 
tion during June. 
2. The transfer of production completed during June to the Finished Goods Inventory 
account. 
3. The cash sale of 90 percent of the merchandise completed during June at a total sales 
price of $46,500. Show the related cost of goods sold in a separate journal entry. 


L01 PROBLEM 17.2A The following information relates to the manufacturing operations of O’Shaughnessy Mfg. Co. 
througn YOP Order Costing: during the month of March. The company uses job order costing. 
roug ' 
Journal Entries and a. Purchases of direct materials during the month amount to $59,700. (All purchases were made 
L05 «Cost Flows on account.) 


b. Materials requisitions issued by the Production Department during the month total $56,200. 


Time cards of direct workers show 2,000 hours worked on various jobs during the month, for 
a total direct labor cost of $30,000. 


d. Direct workers were paid $26,300 in March. 


Actual overhead costs for the month amount to $34,900 (for simplicity, you may credit 
Accounts Payable). 


Overhead is applied to jobs at a rate of $18 per direct labor hour. 
g. Jobs with total accumulated costs of $116,000 were completed during the month. 


h. During March, units costing $128,000 were sold for $210,000. (All sales were made on 
account.) 


Instructions 


Prepare general journal entries to summarize each of these transactions in the company’s general 
ledger accounts. 
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Lo1 PROBLEM 17.3A Georgia Woods, Inc., manufactures furniture to customers’ specifications and uses job order cost- 
Job Order Costing: ing. A predetermined overhead rate is used in applying manufacturing overhead to individual jobs. 

tHraean x Comprehensive In Department One, overhead is applied on the basis of machine-hours, and in Department Two, on 
Log «| Problem the basis of direct labor hours. At the beginning of the current year, management made the follow- 


ing budget estimates to assist in determining the overhead application rate: 


Department Department 


One Two 
Direct labor COSt... 0... eee $300,000 $225,000 
Direct labor hours... 6... eee 20,000 15,000 
Manufacturing overhead. ... 00.0.0... cece eee $420,000 $337,500 
Machine=hours: « .2:2 200000044 whe Ghd Gaede heeded ad 12,000 7,500 


Production of a batch of custom furniture ordered by City Furniture (job no. 58) was started 
early in the year and completed three weeks later on January 29. The records for this job show the 
following cost information: 


Department Department 


One Two 
Job order for City Furniture (job no. 58): 
Direct materials COSt.. 1.6... eee $10,100 $ 7,600 
Direct labor Cost... 0... eee nee $16,500 $11,100 
Direct labor hours ........ 0.00 eee eee 1,100 740 
Machine-hours:.< ¢.cade0 4406. b2Gaceeu eee ddrdda exsen bos 750 500 


Selected additional information for January is as follows: 


Department Department 


One Two 
Direct labor hours—month of January .................... 1,600 1,200 
Machine-hours—month of January ................-..0.. 1,100 600 
Manufacturing overhead incurred in January. .............. $39,010 $26,540 


Instructions 
a. Compute the predetermined overhead rate for each department. 
b. What is the total cost of the furniture produced for City Furniture? 


c. Prepare the entries required to record the sale (on account) of the furniture to City Furniture. 
The sales price of the order was $147,000. 


d. Determine the over- or underapplied overhead for each department at the end of January. 


101 PROBLEM 17.4A Precision Instruments, Inc., uses job order costing and applies manufacturing overhead to indi- 
Job Order Costing: vidual jobs by using predetermined overhead rates. In Department A, overhead is applied on the 

thyough A Comprehensive basis of machine-hours, and in Department B, on the basis of direct labor hours. At the beginning 
Lo5 «Problem of the current year, management made the following budget estimates as a step toward determining 


the overhead application rates: 


eXcel 


Department A Department B 


Direct |ADOF wis sic. care bees eee ee Pea ee ee $420,000 $300,000 
Manufacturing overhead. ..........-0 000 cece eee eee $540,000 $412,500 
Machine-hours:<...c00 2d neceds Cn eedewaes Puke 18,000 1,900 


Direct labor hoOurs:.o5 2600648446 0G decd da deeded Dek 28,000 25,000 
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Production of 4,000 tachometers (job no. 399) was started in the middle of January and com- 
pleted two weeks later. The cost records for this job show the following information: 


Department A Department B 


Job no. 399 (4,000 units of product): 


Cost of materials used on job....................-. $6,800 $4,500 
Direct labor cost... 0.0.0... ee eee $8,100 $7,200 
Direct labor NOUS e544 2-c8o%ecdewsss ade eehawes o4 540 600 
Machine-hours. o2c24 ici aeesGe ds hed Shakes Gee ees 250 100 


Instructions 


a. Determine the overhead rate that should be used for each department in applying overhead 
costs to job no. 399. 


b. What is the total cost of job no. 399, and what is the unit cost of the product manufactured on 
this production order? 


c. Prepare the journal entries required to record the sale (on account) of 1,000 of the tachometers 
to SkiCraft Boats. The total sales price was $19,500. 


d. Assume that actual overhead costs for the year were $517,000 in Department A and $424,400 
in Department B. Actual machine-hours in Department A were 17,000, and actual direct labor 
hours in Department B were 26,000 during the year. On the basis of this information, deter- 
mine the over- or underapplied overhead in each department for the year. 


Ye Olde Bump & Grind, Inc., is an automobile body and fender repair shop. Repair work is done 
by hand and with the use of small tools. Customers are billed based on time (direct labor hours) 
and materials used in each repair job. 

The shop’s overhead costs consist primarily of indirect materials (welding materials, metal 
putty, and sandpaper), rent, indirect labor, and utilities. Rent is equal to a percentage of the 
shop’s gross revenue for each month. The indirect labor relates primarily to ordering parts and 
processing insurance claims. The amount of indirect labor, therefore, tends to vary with the size 
of each job. 

Henry Lee, manager of the business, is considering using either direct labor hours or number of 
repair jobs as the basis for allocating overhead costs. He has estimated the following amounts for 
the coming year: 


Estimated total overhead... 1.0.0... ce ete eens $123,000 
Estimated direct labor hours .........0. 00. ee eee eee 10,000 
Estimated number of repair jobs ............ 0.0.0.0... 0c eee eee 300 


Instructions 

a. Compute the overhead application rate based on (1) direct labor hours and (2) number of 
repair jobs. 

b. Shown below is information for two repair jobs: 


Job 1 Repair a dented fender. Direct material used, $25; direct labor hours, 5; direct labor 
cost, $75. 


Job 2 Repair an automobile involved in a serious collision. Direct materials used, $3,800; 
direct labor hours, 200; direct labor cost, $3,000. 
Determine the total cost of each repair job, assuming that overhead costs are applied to each job 
based on: 


1. Direct labor hours. 
2. Number of repair jobs. 


c. Discuss the results obtained in part b. Which overhead application method appears to provide 
the more realistic results? Explain the reasoning behind your answer, addressing the issue of 
what “drives” overhead costs in this business. 
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Norton Chemical Company produces two products: Amithol and Bitrite. The company uses activity- 
based costing (ABC) to allocate manufacturing overhead to these products. The costs incurred by 
Norton’s Purchasing Department average $80,000 per year and constitute a major portion of the 
company’s total manufacturing overhead. 

Purchasing Department costs are assigned to two activity cost pools: (1) the order cost pool 
and (2) the inspection cost pool. Costs are assigned to the pools based on the number of employ- 
ees engaged in each activity. Of the department’s five full-time employees, one is responsible for 
ordering raw materials, and four are responsible for inspecting incoming shipments of materials. 

Costs assigned to the order pool are allocated to products based on the total number of purchase 
orders generated by each product line. Costs assigned to the inspection pool are allocated to prod- 
ucts based on the number of inspections related to each product line. 

For the upcoming year, Norton estimates the following activity levels: 


Total Amithol  Bitrite 
Purchase orders generated .................0 eee ee eee 10,000 2,000 8,000 
Inspections conducted ..................0 00000002 eee 2,400 1,800 600 


In a normal year, the company conducts 2,400 inspections to sample the quality of raw materi- 
als. The large number of Amithol-related inspections is due to quality problems experienced in the 
past. The quality of Bitrite materials has been consistently good. 


Instructions 

a. Assign the Purchasing Department’s costs to the individual cost pools. 

b. Allocate the order cost pool to the individual product lines. 

c. Allocate the inspection cost pool to the individual product lines. 

d. Suggest how Norton might reduce manufacturing costs incurred by the Purchasing Department. 


Dixon Robotics manufactures three robot models: the A3B4, the BC11, and the C3PO. Dixon 
allocates manufacturing overhead to each model based on machine hours. A large portion of the 
company’s manufacturing overhead costs is incurred by the Maintenance Department. This year, 
the department anticipates that it will incur $100,000 in total costs. The following estimates pertain 
to the upcoming year: 


Estimated Estimated Units 
Model Machine-Hours of Production 
A3B4 20,000 6,250 
BC11 15,000 5,000 
C3PO 5,000 2,500 


Ed Smith, Dixon’s cost accountant, suspects that unit costs are being distorted by using a single 
activity base to allocate Maintenance Department costs to products. Thus, he is considering the 
implementation of activity-based costing (ABC). 

Under the proposed ABC method, the costs of the Maintenance Department would be allo- 
cated to the following activity cost pools using the number of work orders as an activity base: 
(1) the repairs pool and (2) the janitorial pool. Of the 2,000 work orders filed with the Maintenance 
Department each year, approximately 400 relate to repair activities, and 1,600 relate to janitorial 
activities. 

Machinery repairs correlate with the number of production runs of each robot model. Thus, the 
repairs pool would be allocated to robots based on each model’s corresponding number of produc- 
tion runs. Janitorial services correlate with square feet of production space. Thus, the janitorial 
pool would be allocated to products based on the square feet of production space devoted to each 
robot model. The following table provides a summary of annual production run activity and square 
footage requirements: 
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Estimated Number of Estimated Square Feet of 
Model Production Runs Production Space Used 
A3B4 50 5,000 
BC11 150 10,000 
C3PO 200 25,000 


Instructions 
a. Calculate the amount of Maintenance Department costs that would be allocated to each robot 
model (on a per-unit basis) using machine-hours as a single activity base. 


b. Calculate the amount of Maintenance Department costs that would be allocated to each robot 
model (on a per-unit basis) using the proposed ABC method. 


c. Are cost allocations distorted using machine-hours as a single activity base? Explain your 
answer. 


Healthy Hound, Inc., makes two lines of dog food: (1) Basic Chunks, and (2) Custom Cuts. The 
Basic Chunks line is a dry food that is processed almost entirely by an automated process. Custom 
Cuts is a canned food made with real horsemeat. The slabs of meat are cut and trimmed by hand 
before being shoveled into a automated canning machine. Basic Chunks sells very well and is 
priced significantly below competitive brands. Sales of Custom Cuts have been on the decline, as 
the company has failed to keep the brand price competitive. Other information concerning each 
product line is provided below. 


Basic Chunks Custom Cuts 


Number of units* produced and sold per month......... 50,000 20,000 
Direct materials cost per unit ..................0000. $2 $4 
Direct labor cost per hour. ...... 0... 0. cece eee eee $12 $12 
Direct labor hours per unit .....................00-. 0.01 0.10 


*Units for Basic Chunks refer to bags; units for Custom Cuts refer to cases. 


The company currently allocates manufacturing overhead to each product line on the basis of 
direct labor hours. Budgeted manufacturing overhead per month is $24,600, whereas budgeted 
direct labor hours amount to 2,500 per month. 

Healthy Hound recently hired a consultant to examine its cost accounting system. The consul- 
tant recommends that the company adopt activity-based costing to allocate manufacturing over- 
head. She proposes that the following cost pools and cost drivers be used: 


Amount Total Driver 
Cost Pool Allocated Cost Driver Volume 
Utilities $ 8,000 Kilowatt-hours 100,000 kWh 
Maintenance 1,000 Machine-hours 200 mh 
Depreciation of plant and equipment 15,000 Square feet occupied 80,000 sq. ft. 
Miscellaneous 600 Direct labor hours 2,500 DLH 
Total allocation $24,600 


The amount of driver activity corresponding to each product line is as follows: 


Cost Driver Basic Chunks Custom Cuts 
Kilowatt-hours.. 0... 0... eee 90,000 kWh 10,000 kWh 
Machine-hours .........0.0 000 ccc ee eee eens 160 mh 40 mh 
Square feet occupied ................... 020. eee ee 60,000 sq. ft. 20,000 sq. ft. 


Direct labor hours... 0... eee 500 DLH 2,000 DLH 
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Instructions 


a. Allocate manufacturing overhead costs to each product line using direct labor hours as a sin- 
gle cost driver. 


b. Allocate manufacturing overhead costs to each product line using the activity-based costing 
approach recommended by the consultant. 

c. Compute the total monthly manufacturing costs assigned to each product line when activity- 
based costing is used to allocate manufacturing overhead. 

d. Assume that the company sets selling prices as a fixed percentage above the total manufacturing 
costs allocated to each product line. On the basis of your results from parts a and b, discuss a 
possible reason why sales of the Custom Cuts product line are currently experiencing a decline. 

e. Discuss reasons why the company should adopt the recommendation of the consultant and 
implement an activity-based costing system. 


Problem Set B 


101 PROBLEM 17.1B Hastings International uses job order costing. Manufacturing overhead is charged to individual 
Job Order Costing: jobs through the use of a predetermined overhead rate based on direct labor costs. The following 
ae Computations and information appears in the company’s Work in Process Inventory account for the month of April: 


L95 4 Journal Entries 


Debits to account: 


Balance, April a:dceictathadate ead aged aed Nareendediae ends vasaih andl eeubereehe $12,000 
Direct materialS so 23. ..¢c08 0000s phe Peek Oe ee dda be teed ee tae es 18,000 
DirectlabOr ss cacti iucek Moe hh a ieee wees Ded Gaede 15,000 
Manufacturing overhead (applied to jobs as 160% of direct labor cost) ........ 24,000 

Total debits: to ACCOUNT. bcs ans hoon eee Eee wee eee eee hae $69,000 

Credits to account: 

Transferred to Finished Goods Inventory account .....................0.0. 55,000 
Balance; April 30.23. 2: 4 646 dueee aired deer eadeah er eaa eee ek $14,000 


Instructions 
a. Assuming that the direct labor charged to the jobs still in process at April 30 amounts to 
$3,750, compute the amount of manufacturing overhead and the amount of direct materials 
that have been charged to these jobs as of April 30. 
b. Prepare general journal entries to summarize: 
1. The manufacturing costs (direct materials, direct labor, and overhead) charged to produc- 
tion during April. 
2. The transfer of production completed during April to the Finished Goods Inventory 
account. 
3. The cash sale of 90 percent of the merchandise completed during April at a total sales 
price of $77,000. Show the related cost of goods sold in a separate journal entry. 


L01 PROBLEM 17.2B The following information relates to the manufacturing operations of Fargo Development Co. dur- 
~neel Job Order Costing: ing the month of July. The company uses job order costing. 
throu 2 
*" Journal Entries and a. Purchases of direct materials during the month amount to $100,000. (All purchases were made 
105 Cost Flows on account.) 


b. Materials issued for various jobs in process during the month total $98,000. 


c. Time cards of direct workers show 1,800 hours worked on various jobs during the month, for 
a total direct labor cost of $54,000. 


d. Direct workers were paid $50,000 in July. 


e. Actual overhead costs for the month amount to $110,000 (for simplicity, you may credit 
Accounts Payable). 


f. Overhead is applied to jobs at a rate of $60 per direct labor hour. 
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g. Jobs with total accumulated costs of $222,000 were completed during the month. 
h. During July, units costing $180,000 were sold for $288,000. (All sales were made on account.) 


Instructions 


Prepare general journal entries to summarize each of these transactions in the company’s general 
ledger accounts. 


101 PROBLEM 17.3B Lincoln Estates manufactures log homes to customers’ specifications and uses job order costing. A 
wt Job Order Costing: predetermined overhead rate is used in applying manufacturing overhead to individual jobs. In the 
“"  & Comprehensive Cutting Department, overhead is applied on the basis of machine-hours. In the Assembly Depart- 

Lo5 «Problem ment, overhead is applied on the basis of direct labor hours. At the beginning of the current year, 


management made the following estimates to assist in determining the overhead application rates: 


Cutting Assembly 


Annual Estimates Department Department 
Direct lADOL'COSE saie fer cece ec xedaceieug eye maces eden ae mR eed $800,000 $960,000 
Direct labor hours. ...... 0.20000. c eee 40,000 32,000 
Manufacturing overhead. ... 00.0.0... c eee eee ee $600,000 $480,000 
Machine-hourrs oe. 26004 becede ae ade bowed bee tees 30,000 15,000 


Production of a home ordered by Cliff Newton (job no. 80) was started early in the year and 
completed at the end of the first quarter, on March 31. The records for this job show the following 
cost information: 


Cutting Assembly 
Department Department 


Job order for Cliff Newton (job no. 80): 


Direct materials Cost... 0.2... ce eens $100,000 $150,000 
Direct labor COSE i '5.5.% jez a dep cied Sosted Si ene sp delay cytiz ated 8h eo eas $10,000 $108,000 
Direct labor hours ......... 0.00 c cee eee 500 3,600 
Machine-hours ........... 00. cece eee eee 400 300 


Selected additional information for the first quarter is as follows: 


Cutting Assembly 
Department Department 


Direct labor hours—first quarter.....................00-. 8,000 6,000 
Machine-hours—first quarter ...................00-000-. 7,000 3,000 
Manufacturing overhead incurred in first quarter ............ $142,000 $87,000 


Instructions 
a. Compute the predetermined overhead rate for each department. 
b. What is the total cost of the home produced for Cliff Newton? 


c. Prepare the entries required to record the sale (on account) of the home to Cliff Newton. The 
sales price of the order was $602,000. 


d. Determine the over- or underapplied overhead for each department at the end of the first 


quarter. 
L01 PROBLEM 17.4B Monark Electronics uses job order costing and applies manufacturing overhead to individual jobs 
Job Order Costing: by using predetermined overhead rates. In Department A, overhead is applied on the basis of 
eK Comprehensive machine hours, and in Department B, on the basis of direct labor hours. At the beginning of the 
Lo5 | Problem current year, management made the following budget estimates as a step toward determining the 


overhead application rates: 
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Annual Estimates Department A Department B 
Directlabor's,. 6.5.2 ddwagine des 4 coe Paaauce get coe Hamad $630,000 $450,000 
Manufacturing overhead......................000.. $810,000 $620,000 
Machine-hours .23220. cae seenetera dead eeua aetced 16,200 3,000 
Direct labor hours:: «.eic0cSeiaes aneveadie tits encced 25,200 24,800 


Production of 1,000 circuit boards (job no. 652) was started in the middle of January and com- 
pleted two weeks later. The cost records for this job show the following information: 


Department A Department B 


Job no. 652 (1,000 units of product): 


Cost of materials used on job..................... $19,000 $1,750 
Direct labor cost 2... 0... ccc eens $1,500 $750 
Diréct labor hours: s.2.022i000 tacna awardee taanade 60 40 
Machine-hours ............0 00 e eects 180 120 


Instructions 


a. Determine the overhead rate that should be used for each department in applying overhead 
costs to job no. 652. 


b. What is the total cost of job no. 652, and what is the unit cost of the product manufactured on 
this production order? 


c. Prepare the journal entries required to record the sale (on account) of all 1,000 circuit boards 
to Computex Computers. The total sales price was $50,000. 


d. Assume that actual overhead costs for the year were $800,000 in Department A and $615,000 
in Department B. Actual machine-hours in Department A were 16,500, and actual direct labor 
hours in Department B were 24,000 during the year. On the basis of this information, deter- 
mine the over- or underapplied overhead in each department for the year. 


Big Boomers makes custom clubs for golfers. The company also provides repair services for golf- 
ers with broken clubs. Most of the work is done by hand and with small tools used by craftsmen. 
Customers are quoted a price in advance of their clubs being manufactured or repaired. To produce 
and repair clubs at a profit, management must have a thorough understanding of product costs. 

Jeff Ranck, manager of the business, is considering using either direct labor hours or the num- 
ber of jobs as the basis for allocating overhead costs. He has estimated the following amounts for 
the coming year: 


Estimated total overhead... 2.0.0... cc eee $180,000 
Estimated direct labor hours ........00. 0. ccc cee eee eee 15,000 
Estimated number ot jObS sc... 0020005 shoes ewaewoas SERRE SK ER aes ERE RE 2,500 


Instructions 
a. Compute the overhead application rate based on (1) direct labor hours and (2) the number of 
jobs. 


b. Shown below is information for two customer orders: 


Job 1 Manufacture a full set of custom clubs. Direct materials used, $300; direct labor 
hours, 12; direct labor cost, $276. 


Job 2 Repair broken putter and replace grips on a full set of irons. Direct materials used, 
$100; direct labor hours, 3; direct labor cost, $60. 


Determine the total cost of each job assuming that overhead costs are applied on the basis of: 


1. Direct labor hours 
2. Number of jobs 


c. Discuss the results obtained in part b. Which overhead application method appears to provide 
more realistic results? Explain the reasoning behind your answer. 


Problem Set B 
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Logan Pharmaceutical produces two products: Caltrate and Dorkamine. The company uses 
activity-based costing (ABC) to allocate manufacturing costs to each product line. The costs 
incurred by the Quality Control Department average $5 million per year and constitute one of 
the largest components of the company’s total manufacturing overhead. 

The Quality Control Department conducts routine inspections at two critical points. First, all 
raw materials are inspected before they are entered into the production process. Second, all com- 
pleted batches of product are inspected before being shipped to the finished goods warehouse. 
The department’s costs are assigned to two activity cost pools: (1) preproduction inspections, and 
(2) postproduction inspections. Costs are assigned to the pools based on the number of employees 
engaged in each activity. Of the department’s 16 full-time employees, 4 are responsible for prepro- 
duction inspections and 12 are responsible for postproduction inspections. 

Costs assigned to the preproduction pool are allocated to products based on the number of 
materials shipments received for each product line. Costs assigned to the postproduction pool are 
allocated to products based on the number of batches of each product produced. 

For the upcoming year, Logan Pharmaceutical estimates the following activity levels: 


Total Caltrate Dorkamine 


Shipments received .............0 00020 e eee eee eee 1,200 900 300 
Batches produced ............... 00.00.0000 eee eee 2,000 400 1,600 


The materials used to produce Caltrate can be ordered only in small quantities and therefore 
must be ordered frequently. The company’s four preproduction inspectors devote a disproportion- 
ate amount of their time inspecting the 900 shipments of Caltrate materials. Dorkamine can be 
produced only in small batches and therefore must be produced frequently. Most of the problems 
associated with completed batches of Dorkamine can be traced to poor-quality materials. Very few 
problems are associated with the quality of Caltrate materials. 


Instructions 

a. Assign the Quality Control Department’s costs to the individual cost pools. 
b. Allocate the preproduction cost pool to each product line. 

c. Allocate the inspection cost pool to each product line. 
d 


Suggest how Logan Pharmaceutical might reassign responsibilities to make better use of its 
quality control inspectors. 


Downhill Fast manufactures three ski products: boots, poles, and helmets. The company allocates 
manufacturing costs to each product line based on machine-hours. A large portion of its manufac- 
turing overhead cost is incurred by the Maintenance Department. This year, the department antici- 
pates that it will incur $250,000 in total costs. The following estimates pertain to the upcoming year: 


Estimated Estimated Units 


Product Machine-Hours of Production 
BOOS oss .oaenisk dit alan. soe avatees Phe poe tte ack Monga Gad 5,000 50,000 
POIES? 5. i hinics Acuna peak geacktang avis -dcatecadeevins a Bae 8 10,000 200,000 
HeIMGIS ane ¢ cine actersacernred Baa Pas Mee REESE Ke 35,000 20,000 


Carol Safooma, the company’s cost accountant, suspects that unit costs are being distorted by 
using a single activity base to allocate Maintenance Department costs to products. She is consider- 
ing the implementation of an activity-based costing system (ABC). 

Under the proposed ABC system, the maintenance costs would be allocated to the following activ- 
ity cost pools using the number of work orders as an activity base: (1) the equipment set-up pool, and 
(2) the custodial pool. Of the 2,400 work orders filed with the Maintenance Department each year, 
approximately 600 relate to equipment set-up activities, whereas 1,800 relate to custodial functions. 

Equipment set-ups correlate with the number of production runs associated with each product 
line. Thus, the equipment set-up pool would be allocated based on the number of production runs 
required for each product. Custodial services correlate with square feet of production space and 
would be allocated based on the space required to produce each product line. The following table 
provides a summary of annual production activity and square footage requirements: 
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Estimated Estimated Square 
Product Production Runs ___ Feet of Production Space 
Boots’ 4.;.0¢s4054 deeteloeeuedeuia dee 500 9,000 
POlOS a5, toe apsies speed csaledy where ig te Rastens 300 15,000 
Helmets cscs ccergodetiadyor dene ded 200 6,000 


Instructions 

a. Calculate the amount of Maintenance Department costs that would be allocated to each prod- 
uct line (on a per-unit basis) using machine-hours as a single activity base. 

b. Calculate the amount of Maintenance Department costs that would be allocated to each 
product line (on a per-unit basis) using the proposed ABC system. 


c. Are cost allocations currently being distorted using machine-hours as a single activity base? 
Defend your answer. 


06 PROBLEM 17.8B 


ABC versus Use of a 
L907. ‘Single Activity Base 


Happy Cat, Inc., makes two lines of cat food: (1) Tabby Treat, and (2) Fresh n’ Fishy. The Tabby 
Treat line is a dry food that is processed almost entirely by an automated process. Fresh n’ Fishy is 
a canned food made with real carp from the Mississippi River. Each carp is filleted by hand before 
being tossed into an automated grinding and canning machine. Tabby Treat sells very well and is 
priced significantly below competitive brands. Sales of Fresh n’ Fishy have been on the decline, 
as the company has failed to keep the brand price competitive. Other information concerning each 
product line is provided below. 


Tabby Freshn’ 

Treat Fishy 
Number of units* produced and sold per month...................... 75,000 48,000 
Direct materials cost per Unit... 2. eee ete ete $1 $3 
Direct labor:cost perhour 2 ss6se0+ene se wsees Senaeepeerd eee eedlee $16 $16 
Direct labor hours: per UNit.- vaca .ci Porcine eae era wens eee eras 0.04 0.25 


*Units for Tabby Treat refer to bags. Units for Fresh n’ Fishy refer to cases. 


The company currently allocates manufacturing overhead to each product line on the basis of 
direct labor hours. Budgeted manufacturing overhead per month is $60,000, whereas budgeted 
direct labor hours amount to 15,000 per month. 

Happy Cat recently hired a consultant to examine its cost accounting system. The consultant 
recommends that the company adopt activity-based costing to allocate manufacturing overhead. 
He proposes that the following cost pools and cost drivers be used: 


Amount Total Driver 
Cost Pool Allocated Cost Driver Volume 
Utilities $26,000 Kilowatt-hours 250,000 kWh 
Maintenance 19,000 Machine set-ups 100 set-ups 
Depreciation of plant and equipment 12,000 Square feet occupied 50,000 sq. ft. 
Miscellaneous 3,000 Direct labor hours 15,000 DLH 
Total allocation $60,000 


The amount of driver activity corresponding to each product line is as follows: 


Cost Driver Tabby Treat Fresh n’ Fishy 
Kilowatt-hours.. 0.0.0... eee eee 200,000 kWh 50,000 kWh 
Machine :Set-upsis i. ee pedi aa deciee d viewed Beale oe pane 70 mh 30 mh 
Square feet occupied ................2.. 02.2 e ee eee 42,000 sq. ft. 8,000 sq. ft. 
Diréct labor hours «05 22¢.ese0 sees oe ee ee eee eed 3,000 DLH 12,000 DLH 
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Instructions 

a. Allocate manufacturing overhead costs to each product line using direct labor hours as a sin- 
gle cost driver. 

b. Allocate manufacturing overhead costs to each product line using the activity-based costing 
approach recommended by the consultant. 

c. Compute the total monthly manufacturing costs assigned to each product line when activity- 
based costing is used to allocate manufacturing overhead. 

d. Assume that the company sets selling prices as a fixed percentage above the total manufacturing 
costs allocated to each product line. On the basis of your results from parts a and b, discuss a 
possible reason why sales of the Fresh n’ Fishy product line are currently experiencing a decline. 

e. Discuss reasons why the company should adopt the recommendation of the consultant to 
implement an activity-based costing system. 


Critical Thinking Cases 


L01. CASE 17.1 Classic Cabinets has one factory in which it produces two product lines. Walter manages the Wood 
Effect of Overhead Division, which produces wood cabinets, and Mary manages the Metal Division, which produces 
i Application on metal cabinets. Estimated unit production costs for the two types of cabinets are as follows: 
Performance 
Evaluation Wood Metal 
LOG 
Direct matenial$= .ges.cccn0 Lente cyaw ace haha eared sea otaaia Aces $50.00 $35.00 
Direct labOr COSt: s.siiis es aces ee ea ee Are eae WAT W in cei oR 20.00 30.00 
2 Manufacturing overhead........... 0.0... eee eee eee 16.30 24.45 
Total production cost per unit... 02... eee $86.30 $89.45 
Sellingiprice:peruUnits.<2icoeacdraeied ee eeddheeteed Lee eedeat es $180 $160 
Direct labor hours required per unit ................ 0.000.000 00000. 2 3 
Direct. labor:cost:per hour ..5 eeoerad S45 here e ea aber a4 $10 $10 


At the end of the year, total overhead costs are allocated to each division based on direct labor 
hours used. A breakdown of estimated yearly overhead costs is as follows: 


Salaries: 
Wallets. ccscsstciGeedvGwete ier beekivds sree rbieciidga ardor ecaneaes $ 50,000 
Ma eicecs cs tac ceed Ones Fed tees bk Pee eee Ge a ke baw wees be 50,000 
Maintenance. 4:21.42 deang ea cand Ae emg eee tw de Goatees Seam ae 20,000 
MTHS 5 och: ave sx ak, teed onte erate wi ad, ane xterm ie seh hae, aed xt eheie tine ath ead, deed ete ads 16,000 
PrOpeny 1AXCS ssc iota irie Ieee see vs OHA a Re Rowe S 10,000 
Annual straight-line depreciation: 
Equipment; Wo0d DIVISION: :os5...42.:¢ ese daveieise me ee ea aust ane, a ee aoe a need 80,000 
Equipment, Metal Division.............. 000 cea 120,000 
TWOtall: OVEMNGAG «2, 2 <p.cveiieue tg, Saeed d yauseines nec kcsce daddy ewmestvered, Sy speak db Slrannieed $346,000 


Demand for cabinets over the past several years has been steady and is not expected to change. 
The Marketing Department estimates that approximately 10,000 wood cabinets and 7,500 metal 
cabinets will be sold each year for the foreseeable future. Each manager’s performance evaluation 
is based on the total production cost per unit for his or her product line. The manager that succeeds 
in reducing unit costs by the greatest amount from those estimated will earn a bonus. 

Mary is considering purchasing a new machine for $500,000 that will last approximately 
10 years and have no salvage value. If the machine is purchased, the direct labor hours required to 
produce a metal cabinet will be reduced to 2.5 hours. 
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Instructions 


a. Ifthe machine is purchased, what will be the total unit costs of production for each type of 
cabinet, assuming all other cost and production estimates are correct? 


b. From Mary’s point of view, should the machine be purchased? Discuss whether Mary and 
Walter should be given sole authority over which equipment to purchase for their respective 
divisions. 

c. What information do you think is necessary to decide whether to purchase the machine? 


If the machine is purchased, do you think the performance evaluation of Walter and Mary will 
be accurate and fair under the current system? 


Dave Miller is the controller of Mica Corporation. Mica produces five industrial cleaning products. 
Miller recently decided to implement activity-based costing at Mica. In designing the system, he 
decided to identify heating costs as a separate cost pool. These costs will be allocated to products 
using the square feet of production space as a cost driver. Thus, the more square footage a particular 
product line requires, the greater its allocation of heating costs will be. 

Miller has asked each production manager to submit an estimate of the production space occu- 
pied by their respective product lines. The figures he receives will be used to allocate the heating 
cost pool. The five production managers at Mica are paid an annual bonus based on their ability to 
control production costs traceable to their respective product lines. 


Instructions 


a. What ethical concern do you have regarding the method used to gather information about 
space utilization at Mica? 


b. What suggestions do you have regarding how this information should be gathered? 


Kendahl Plastics Corporation contracts with NASA to manufacture component parts used in 
communications satellites. NASA reimburses Kendahl on the basis of the actual manufacturing 
costs it incurs, plus a fixed percentage. Prior to being awarded a contract, Kendahl must submit 
a bid that details the estimated costs associated with each project. An examination of Kendahl’s 
job cost sheets reveals that actual costs consistently exceed cost estimates quoted during the bid- 
ding process. As a consequence, NASA ends up paying considerably more than the bids Kendahl 
submits. 

A Kendahl representative was recently quoted as saying, “We really aren’t overcharging NASA 
for the work that we do. The actual costs shown on our job cost sheets seem high only because we 
are forced to understate our bid estimates in order to be awarded contracts. It’s a common practice, 
and everybody does it. The truth of the matter is companies that quote realistic bid prices are not 
awarded contracts.” 


Instructions 


Let us assume that it is common practice to purposely underestimate bids in order to win NASA 
contracts. Is it wrong for Kendahl to take part in this activity as long as it does not overstate the 
actual costs it incurs? 


C. Erickson and Sons, Inc., is a Philadelphia-based construction company. Visit its home page at 
the following address: 
www.cerickson.com 


Instructions 
a. Identify three projects and/or services provided by the company. 


b. For each project or service identified, explain how cost accounting information would be use- 
ful to the company in providing the service or creating the project. 


c. Which projects or services that you have identified would be most likely to benefit from job 
order costing and/or activity-based costing? Explain why. 


Critical Thinking Cases 
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Internet sites are time and date sensitive. It is the purpose of these exercises to have you explore 
the Internet. You may need to use the Yahoo! search engine http://www.yahoo.com (or another 
favorite search engine) to find a company’s current Web address. 


Answers to Self-Test Questions 
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REGULAR 


AFTER STUDYING THIS CHAPTER, YOU SHOULD BE ABLE TO: 


t91 Distinguish production procedures that match with process costing from those that correspond 
with job order costing. 


102 Account for the physical flows and related cost flows when using process costing. 

103 Demonstrate how to calculate equivalent units. 

104 —_Use the costs of resources consumed to calculate the cost per equivalent unit of production. 
105 —_Use the cost per equivalent unit to assign costs to the work completed during the period. 


L06 Create a process costing production report and use the report for decision making. 


Learning Objectives 


KELLOGG COMPANY 


Located in Battle Creek, Michigan, uses production 
methods that are ideal for process costing. William Kellogg’s accidental 
discovery of cereal in 1894 illustrates these methods. While experimenting 
with different food production techniques at the Battle Creek Sanatorium in 
Michigan, William and his brother, Dr. John Kellogg, decided to run boiled 
wheat dough through rollers, which enabled them to produce thin sheets 
of wheat. After a sudden interruption in their laboratory activities left 
cooked wheat exposed to the air for more than a day, the Kellogg brothers 
decided to run the wheat through the rollers despite the fact it was no 
longer fresh. To their amazement, instead of a single, large sheet of wheat, 
the rollers discharged a single flake for each wheat berry—and cereal 
flakes were born. 

With net sales in excess of $12.5 billion, is the world’s 
leading producer of cereal and a leading producer of convenience foods, 
including cookies, crackers, toaster pastries, cereal bars, frozen waffles, 
meat alternatives, pie crusts, and ice cream cones. products are 
manufactured in 19 countries and marketed in more than 160 countries 


around the world. = 
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Production of Goods and Services 


and Costing Systems 


Business owners and managers rely heavily upon information provided by cost accounting 
systems. Costing systems provide information that is used for a large variety of business deci- 
sions, including planning production of goods and services, pricing products, and controlling 
associated costs of production. Thus, the choice of an appropriate costing system is a key 
underlying foundation for good decision making. In choosing the appropriate cost systems, 
managers carefully consider how products and services are created. The production proce- 
dures for goods and services are matched to the appropriate costing system. 

A production procedure that results in a large number of identical products, such as 
described for Kellogg’s cornflakes in the chapter opener, is a candidate for process costing 
procedures. Process costing is a method for accumulating the direct and indirect costs of a 
production process and averaging those costs over the identical units produced by that pro- 
cess. Process costing differs from job order costing because job order costing traces spe- 
cific direct costs, that is, direct labor and direct materials, to the specific job being created. 
In addition, job order costing applies overhead to jobs using an activity base representing 
resources consumed by the job. However, process costing averages direct and indirect costs 
across mass-produced identical units. 

As we discussed in the previous chapter, processes that result in unique services, prod- 
ucts, or batches are well suited to job order costing. Thus, automobile repair, furniture cre- 
ation, lawn services, and accounting services are examples of production processes consistent 
with job order costing. Alternatively, packaged food products, oil and gas, paint, compact 
disks, television sets, textiles, and hand tools are examples of products that are created by 
production procedures suited for process costing. Exhibit 18-1 compares the production 
characteristics that help managers decide if job order or process costing is appropriate for 
their businesses. 


Of course, we know that many businesses have multiple operations associated with creat- 
ing goods and services. Some of these operations may be consistent with a job order costing 
system and some of these operations may be better suited to process costing procedures. For 
example, consider Dell Computer’s goal of custom designing computer systems to customer- 
ordered specifications. Customer specifications differ widely and create unique products 
delivered to the customer’s door. However, most of the system components, such as monitors 
and keyboards, are the product of mass production processes. Process costing systems are 
useful to track costs associated with the manufacture of the keyboard, but job order costing 
procedures are useful to track the specific combination of components ordered by individual 
customers. Thus, it is not uncommon to find companies that use both types of costing systems 
simultaneously. Surveys show that job order costing is more widely used than process costing, 
but that a majority of companies use both types of systems. 
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INTERNATIONAL 


A survey* of 141 manufacturers shows that 51 percent use job order costing, 14 percent 
use process costing, and another 11 percent use combinations of costing methods. The 
same survey shows that direct materials costs are 47 percent of the total manufacturing 
costs, followed by overhead costs (38 percent) and direct labor (15 percent). As companies 
become more automated, and as labor is continually outsourced to countries with lower 
wage rates, overhead costs will increase as direct labor costs decrease. Such trends in 
overhead and automation frequently require the use of process costing procedures. 


*See E. Shim and J. Larkin, “A Survey of Current Managerial Accounting Practices: Where Do We Stand?” 
Ohio CPA Journal 53(1), pp. 21-27. 
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Many companies produce a continuous stream of identical units, such as bottles of beer, gal- 
lons of gasoline, or kilowatt-hours of electricity. When identical products are produced in a 
continuous stream, there are no distinct “jobs.” Therefore, companies engaging in mass pro- 
duction often use process costing rather than job order costing. 

Mass production usually involves a series of specific steps, or manufacturing processes. 
Process costing measures separately the cost of performing each process and then allocates 
these costs to the units processed during the month. 

Process costing serves two related purposes. First, it measures the cost of goods manu- 
factured on both a total and per-unit basis. This information is used in valuing inventories 
and in recording the cost of goods sold. But process costing also provides management with 
information about the per-unit cost of performing each step in the production process. This 
information is useful in evaluating the efficiency of production departments and often draws 
attention to potential cost savings. 


CASE IN POINT 


Large bottles of Heinz ketchup used to have two labels—one in front and one on the back. 
Through a careful analysis of manufacturing costs, production managers found that Heinz 
could save several hundred thousand dollars per year by applying only one label. 


TRACKING THE PHYSICAL FLOW 
AND RELATED PRODUCTION COSTS 


Understanding Physical Flows Because process costing involves averaging costs 
across products produced, it is very important to know the actual units worked on and those 
transferred out during the period. Therefore, one of the first steps in process costing is to make 
sure there is a clear understanding of the physical flow of products during the period in which 
costs are being assigned to products. 

We use the company Metal Products, Inc., to illustrate the steps in process costing. Metal 
Products produces small metal souvenir products such as key rings and bottle openers. Pro- 
duction of these souvenirs occurs in three sequential departments, the Cutting Department, the 
Assembly Department, and the Packaging Department. Each department is considered to be a 
separate process in the production of the final product. Exhibit 18—2 describes the processes 
that occur in each department. 
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Exhibit 18-2 PRODUCTION PROCESS FOR METAL PRODUCTS, INC. 


Cutting 


Department 


Process—Cuts 
large sheet metal 


into small forms for 


assembly into final 


product. 


Learning Objective 


Account for the 


physical 


L902 ~—_-‘flows and related cost flows 
when using process costing. 


Assembly Packaging 
Department Department 
Process—Machines Process—Dries 
and polishes small forms from chemical ee 
forms, adds trim to bath, adds individual 
forms, and dips forms packaging, and boxes i 


; : : ~ 
in chemical bath. forms for shipment. ( => a 


Production begins at Metal Products when rolled sheet metal is shipped into the Cutting 
Department and put into production. The Cutting Department tracks usage of the sheet metal 
by pounds until cutting produces the souvenir form (for example, a key chain or bottle opener). 
When the forms are transferred to the Assembly Department they become units. Throughout 
the remainder of the production process, units are used to track and assign costs of produc- 
tion. Exhibit 18—3 shows the typical physical flow of units and costs associated with Metal 
Products, Inc., for one month. Notice in the exhibit that it is important to know the number of 
units that are in four categories: (1) beginning work in process, (2) the number of units started 
during the period, (3) the number of units transferred to the next department during the period, 
and (4) the number of units in ending work in process. When you know where all units are 
during a period, then you know the physical flow. 


Exhibit 18-3 PHYSICAL FLOWS AND COST FLOWS FOR PROCESS COSTING 


Beginning 
WIP. 


Started 


Ending 
WIP 


Costs of direct materials used, direct 
labor used, and applied overhead 


Work in Process: Work in Process: Work in Process: 
Cutting Department Assembly Department Packaging Department 
XXX pounds Beginning XXX units Beginning XXX units 
Transferred WIP Transferred WIP enki 
out: fe out: ; 
XXXX pounds XXXX units © Started XXXX units OOOGUTIES i uae Started XXXX units ee 
XXX pounds Ending XXX units Ending XXX units Units 
WIP WIP 


Finished Goods Inventory 


XXXX units 


Understanding Cost Flows Process costing uses a separate Work in Process Inven- 
tory account to measure the costs incurred in each production process. Costs flow through 
these accounts in sequence, just as the units on an assembly line move from one production 
process to the next. Only when the units complete the final production process are their costs 
transferred to the Finished Goods Inventory account. 


Accounting for Material, Labor, and Applied Overhead — Each Work in Pro- 
cess account is charged (debited) for the materials used, direct labor, and overhead that relate 
to that specific process. For example, only those materials that require cutting are charged 
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to the Cutting Department. Component parts sent directly to the Assembly Department are 
charged to the Assembly Department’s Work in Process account. Direct labor and overhead 
costs related to the work done in that department also are applied separately to each Work in 
Process account. 


Costs Flow from One Process to the Next Units in production pass from one 
process to the next. Process costing parallels this physical flow of units by transferring their 
cost from one Work in Process account to the next. 

Assume that during the current month, $200,000 in manufacturing costs (including direct 
materials, direct labor, and overhead) were charged to the Cutting Department. Assume also 
that this department cut enough material to manufacture 10,000 units of product, and that 
the cut materials were transferred to the Assembly Department. At month-end, the following 
journal entry would be made to summarize the transfer of cut materials during the month: 


Work in Process: Assembly Department ...............--+...--5- 200,000 
Work in Process: Cutting Department ....................... 200,000 
To transfer cost of processed units from the Cutting Department 


to the Assembly Department. Cutting cost per unit, $20 
($200,000 + 10,000 units). 


In essence, the output of the Cutting Department is a form of “direct materials” charged to the 
Assembly Department. 

Notice that we transferred all $200,000 of the Cutting Department’s production costs to 
the Assembly Department. In effect, we assumed that all of the Cutting Department’s costs 
are applicable to the units completed and transferred during the month. 


PROCESS COSTING AND EQUIVALENT UNITS 


Although some companies do not have significant ending work in process inventories, others 
that do must assign production costs to unfinished units. Consider the Assembly Department of 
Metal Products, Inc. As illustrated previously in Exhibit 18-2, the Assembly Department 
receives cut materials from the Cutting Department and processes them further by consuming 
additional direct labor, direct materials, and overhead. 

Assume that the cut materials transferred in from the Cutting Department are first 
machined and polished. Let’s say that this step represents 30 percent of the assembly process. 
Next, additional trim material is added to the polished cut units. Assume that this step rep- 
resents 50 percent of the assembly process. Finally, before being transferred to the Packag- 
ing Department, the nearly completed units must be washed in a chemical bath. This step 
represents the final 20 percent of the assembly process. Because direct labor and overhead 
costs are incurred uniformly throughout the period, they are lumped together for convenience 
and referred to as conversion costs. Exhibit 18—4 illustrates the three steps of the production 
process in the Assembly Department. 

Assume that, at the end of March, the Assembly Department has 3,000 units in process 
that are 80 percent finished (that is, they have not yet undergone step 3, the chemical bath). 
As discussed in previous chapters, any significant costs incurred in creating partially finished 
units should be assigned to work in process inventories. 

In process costing systems, unfinished units are restated in terms of equivalent units. An 
equivalent unit is a percentage measure of a completed unit’s resource requirements present in 
a partially finished unit. Thus, the Assembly Department’s work in process that is 80 percent 
complete on March 31 is considered /00 percent complete with respect to the cut material 
transferred in from the Cutting Department and the trim material added in the Assembly 
Department. In other words, the materials used to partially complete these units are equivalent 
to the materials needed to produce 3,000 finished units. These same units are only 80 percent 
complete with respect to their conversion requirements (direct labor and overhead). The con- 
version required to make 3,000 units 80 percent complete is equivalent to the conversion 
required to make 2,400 units 100 percent complete (3,000 units <x 80%). Thus, we can say 


Transferring work from 
one department to the next 
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Exhibit 18-4 


STEPS IN THE 
PRODUCTION PROCESS 
AT METAL PRODUCTS, INC. 


Exhibit 18-5 


MARCH COSTS IN THE 
ASSEMBLY DEPARTMENT 


Total debits to the Assembly 
Department Work in Process 


account for March 


Computing started and 
completed units is an 
important step in tracking 
equivalent units of 
production 
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ASSEMBLY DEPARTMENT PRODUCTION PROCESS 


Add cut Add other Finish and 
materials from direct materials send to Packaging 
Cutting Department (trim pieces) Department 


| 


Direct labor and overhead added over the entire process 


that ending inventory in the Assembly Department is comprised of 1,000 equivalent units of 
cut material transferred in from the Cutting Department, 1,000 equivalent units of trim mate- 
rial added in step 2, and 2,400 equivalent units of conversion added throughout the period. We 
will see that expressing resources consumed in terms of equivalent units enables companies to 
better understand the costs of production. 

To illustrate process costing more fully, consider a typical month in the Assembly Depart- 
ment. Let’s assume that on March 1, 1,000 units were in process. These units were 30 percent 
complete (they had not yet been through step 2 or step 3). During March, 10,000 units of 
cut materials were transferred from the Cutting Department to the Assembly Department. 
On March 31, there were 3,000 units in process. These units were 80 percent complete with 
respect to their conversion (they had not yet been through step 3). Exhibit 18—5 summarizes 
the costs accounted for by the Assembly Department in March. 


SKexofI niall ave) Wxelits< Um (OKO (METI) Waa occcnnacnasancsaenansooonuanoenans $ 29,500 
Cut materials transferred from Cutting Department in March.................. 200,000 
iirimimaterialstaddediiniMarchmer-eser se eteoe cere eencieny cre eeees nee eee 44,000 
DirectlabomincuhrediniMarchaaereeer mre eer ere 105,000 
Overheadiincunrediini Mancha sectarian ee eteore Ae eee enema one mete 147,500 

TOE! GOSS tO BCCOUM TOF IN MERON. cccucamosacenuganouumenpoendcHnauuene $526,000 


During March, the Assembly Department transferred 8,000 completed units to the Packag- 
ing Department. Of the units transferred, 1,000 were the units of beginning inventory carried 
forward from February, and 7,000 were units started and completed in March. Assuming a 
first-in, first-out (FIFO) physical flow of units, these amounts can be computed as follows: 


Beginningjinventonye March) lca. can cre tenee eres sete teresa cua teisieese eared ey sisianucescrs 
Add: Units started in March (units transferred in from the Cutting Department). .... . 
otal: units ProCeSS cok, decor eece a eeneen ae eee en neimaey eee otitae eee marae 11,000 


EessxEndingiinventonyaNManchioil msemsr ment resets etter nn eens earner ane 3,000 
Units transferred to the Packaging Department in March ...................... 8,000 
Eess:Beginninglinvemtorysic tra netsu cere risa ctmeortese nacre nese seme ae rene roms eee 1,000 


WnitsistartediandicompletediiniMarchiperrte ttt teren eter eee ree 7,000 


Process Costing 


Given the physical flow of units shown above, Exhibit 18—6 summarizes the equivalent 
units of resource inputs consumed by the Assembly Department in March. 
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Equivalent Units of Resource Inputs Exhibit 18-6 


oe EQUIVALENT UNITS OF 
Cut Materials Trim RESOURCE INPUTS IN 
Resources Used to: Transferred in Materials Conversion MARCH 
Finish beginning work in process, 1,000 units . . . =U= 1,000 700 Learning Objective 
Start and complete 7,000 new units........... 7,000 7,000 7,000 Demonstrate how to 
Start (but not complete) 3,000 new units ....... 3,000 3,000 2,400 calculate equivalent units. | 93 
Total equivalent units of input in March. ...... 10,000 11,000 10,100 


The first row of figures in Exhibit 18-6 represents the equivalent units of resource inputs 
required to finish the 1,000 units of beginning inventory carried forward from February. Zero 
equivalent units of cut materials were required in March to complete these units because all of 
their cut material was transferred to the Assembly Department in February. These 1,000 units 
had only gone through step | of the assembly process (machining and polishing), so to finish 
them required 100 percent of their trim materials, or 1,000 equivalent units. Having completed 
step | of the assembly process, the units in beginning inventory had received 30 percent of 
their conversion requirements in February. Thus, they required an additional 70 percent of their 
conversion resource inputs, or 700 equivalent units to complete them in March (1,000 units x 
70 percent conversion added in March). 

The second row of figures in Exhibit 18-6 reveals that the 7,000 units started and com- 
pleted in March required 100 percent of each resource input, or 7,000 equivalent units of cut 
materials, 7,000 units of trim materials, and 7,000 units of conversion. 

The third row of figures in Exhibit 18—6 indicates the equivalent units of resource inputs 
required to start but not finish the 3,000 units in ending inventory on March 31. These units 
were fully processed through step | and step 2 of the assembly process. Thus, they had 
received 100 percent of their cut materials and trim materials in March, or 3,000 equivalent 
units of each. However, because these units had not undergone step 3 of the assembly process 
(the chemical bath), they had received only 80 percent of their conversion resource inputs, or 
2,400 equivalent units (3,000 units < 80 percent conversion added in March). 


COST PER EQUIVALENT UNIT 


To determine the amount of cost to assign to the four types of work completed—beginning work 
in process, ending work in process, started and completed, and transferred out—managers com- 
pute the cost per equivalent unit. This simple averaging technique divides the cost accumulated 
for each resource in a given time frame by the associated total equivalent units for each resource. 
For example, divide the total trim materials cost for March, $44,000, by the total equivalent 
units for trim, 11,000 (shown in Exhibit 18-6), to get $4 of trim cost per equivalent unit. 
Exhibit 18-7 provides the details of the computation of the cost per equivalent unit of each 
resource input used in March by the Assembly Department. 


Exhibit 18-7 COST PER EQUIVALENT UNIT OF RESOURCE INPUTS IN MARCH 


Cut Materials 


Learning Objective 
Use the costs of 

resources consumed Lo4 
to calculate the cost 

per equivalent unit of 

production. 


Trim 


Transferred in Materials Conversion 


$44,000 $252,500 
11,000 10,100 


Total cost of resources used in March (from Exhibit 18-5) ................... $200,000 
Equivalent units of resource inputs in March (from Exhibit 18-6) .............. 10,000 
Cost per equivalent unit of resource inputs in March .................------ $ 20 


$ 4 $ 25 


The total per-unit cost of the started and completed units in March is $49 ($20 + $4 + $25). 
The costs of the resource inputs and the associated units transferred in March for the Assem- 
bly Department are shown in the Work in Process T account in Exhibit 18-8. 
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Exhibit 18-8 Details for the Assembly Department 
ASSIGN COST TO Work in Process Inventory for March 
PRODUCTION Beg. balance Cost transferred to Packaging: 
(1,000 units) $ 29,500 | (8,000 units) 
(1) From beg. work in process: 
Direct labor 105,000 Beg. balance $ 29,500 
Work in March 
Direct materials: Trim (1,000 x $4) 4,000 
From Cutting Dept. 200,000 Conversion 
Trim 44,000 (700 x $25) 17,500 


(2) Started and completed 


Overhead 147,500 (7,000 x $49) 343,000 
Total to account for: $526,000 | Total transferred out (8,000 units) $394,000 
Learning Objective Ending balance 
Use the cost per equivalent Direct materials: 
LO5 —_- unit to assign costs to the Cut (3,000 equivalent 
work completed during the units x $20) $ 60,000 
eriod , 
: Trim (3,000 equivalent 
units x $4) 12,000 
Conversion (2,400 equivalent 
units x $25) 60,000 
Total ending work in process 
(3,000 units) $132,000 


The 3,000 units in ending work in process are assigned $132,000, which will be the April 
beginning Work in Process balance. During the month of March, $394,000 of costs are trans- 
ferred from Assembly to Packaging. The following journal entry would be made to summa- 
rize the transfer of costs from Assembly to Packaging: 


Transfer costs of units UAMOULS (in) [PRESSE PETA GIIIIGb cee cannccenccescudshateuoensesasas 394,000 
completed from one Woui< tin) Rieletesiss /NeeiNicaaaacopccoccaduencovescudenauaa 394,000 


ceperinent tothe net To transfer cost of completely processed units from the 
Assembly Department to the Packaging Department. 


Notice that the $394,000 transferred from Assembly to Packaging includes a portion of the 
$200,000 previously transferred from Cutting to Assembly. Eventually, all of the company’s 
manufacturing costs will be transferred to Cost of Goods Sold in the income statement. 


YOUR TURN You as a Cost Accountant 


Assume that you have been hired as the cost accountant of a large candy manufacturer. 
The company currently uses a process costing system to assign costs to several work in 
process accounts. You observe that units of production pass very quickly through the vari- 
ous phases of production, often in a matter of hours. To simplify the accounting system, 
you propose that all manufacturing costs be charged directly to Finished Goods Inven- 
tory, thereby eliminating the need to report any work in process in the company’s balance 
sheet. Is this practice ethical? Defend your answer. 


(See our comments on the Online Learning Center Web site.) 
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TRACKING COSTS USING A PROCESS COSTING 
PRODUCTION REPORT 


In this section we will illustrate how a production cost report is used in a pro- ome! a ee 
cess costing system to help managers track costs. Assume that RainTree Cola . = 
produces a bottled soft drink. The company has two production departments: 
the Syrup Department, which mixes the cola syrup; and the Bottling Depart- 
ment, which bottles a mixture of the syrup and carbonated water. 

Assume that on June 1, there were 1,000 gallons of syrup mix in the Syrup 
Department inventory. Costs associated with the mix carried forward from May 
31 totaled $4,400. The mix was 100 percent complete with respect to its direct 
materials, but only 40 percent complete with respect to its conversion require- 
ments. During June, the Syrup Department started 76,000 new gallons of mix 
and transferred 75,000 gallons of finished mix to the Bottling Department. 
June production costs in the Syrup Department were comprised of $304,000 of 
direct materials and $75,000 of conversion (of which $32,000 was direct labor 
and $43,000 was manufacturing overhead). At June 30, there were 2,000 gallons of partially 
processed syrup mix remaining in inventory. The mix was 100 percent complete with respect 
to its direct materials, but only 20 percent complete with respect to conversion. 

Exhibit 18—9 provides a summary of the activity in the Syrup Department for the month of 
June. This information will later be used to complete the department’s production cost report 
for the month of June. 


© Neil Beer/Getty Images/DAL 


Physical Goods Flow in Units (gallons) Exhibit 18-9 
Beginning work in process, June 1..................... 1,000 SUMMARY OF SYRUP 
Wms (Cloves) Sel TM WINE oc ae ane necoannananene 76,000 ati a ACTIVITY 
VOLE UMS I OGUCTO Ms an acaocksnSneanosubnedaaness 77,000 
Eesss Ending \workdin process J UMChS Oy eat titer ene _ 2,000 
Gallons of mix transferred to the Bottling Department. ...... 75,000 
Less: Beginning work in process, June 1................ _ 1,000 
Units (gallons) started and completed in June ............ 74,000 

Direct 
Equivalent Units of Resource Inputs (gallons) Materials Conversion 


Finish 1,000 units of beginning work in process inventory: 


Direct materials (100% complete; require 0%) .......... 0 

Conversion (40% complete; requires 60%)............. 600 
Units started and completed in June:................... 74,000 74,000 
Start 2,000 units of ending work in process inventory: 

Direct materials (100% complete).................... 2,000 

Conmerstoln (20% Comal) acononcacancopengaaancon 400 
Total equivalent units of resource inputs in June .......... 76,000 75,000 

Direct 

Cost per Equivalent Unit of Resource Input in June Materials Conversion 
Costsiincumediinvunew acne nsscns son een em ce sees $304,000 $ 75,000 
Total equivalent units of resource inputs inJune........... + 76,000 cao O00) 
Cost per equivalent unit of input in June................. $ 4 $ 1 


The flow of manufacturing costs through RainTree’s entire process costing system is illus- 
trated in Exhibit 18—10. The entries in red represent the costs of materials, direct labor, and man- 
ufacturing overhead charged to production in June. The entries made to record materials used 
and direct labor were made throughout the period, based on materials requisitions and employee 
time cards. Overhead was applied at month-end, using a separate overhead application rate for 
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Exhibit 18-10 


PROCESS COSTING UNIT 
COST FLOWS 


Bm, Syrup is transferred to 
) Bottling Department as if it 
Y were a direct material 


Finished bottles transferred 


‘o Finished Goods 


Learning Objective 
Create a process costing 
LOG production report and use 
the report for decision 
making 
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each department. The entries shown in and in are the entries made at month-end to 
transfer the cost of units processed during the period from one department to the next. 


FLOW OF COSTS IN PROCESS COSTING 
(All costs applied to completed units) 


Work in Process: 
Syrup Department 


Beginning balance $4,400 

(1,000 gallons, conversion 40% complete) $375,000 

Direct materials used —————————————————_» $304,000 (75,000 gallons; 
Direct labor ——— > 32000 unit cost, $5) 


Overhead applied ————————————————————__ 43,000 
Ending balance 


(2,000 gallons, conversion 20% complete) $8,400 
Cola syrup Work in Process: 
used Bottling Department 
Beginning balance 0 


$800,000 
(10 million bottles; 
unit cost, $0.08) 


$375,000 
Other direct materials 
used (bottles, water, etc.) ———————————————— 400,000 
Direct labor —— A > 5,000 
Overhead applied ———_—— 20,000. 
Ending balance 0 


Bottles Finished Goods 

of cola 

at $0.08 

each ———$£ —_ _ » $800,000 $XXX,XXX 

(Bottles sold 
at $0.08 each) 

pone Cost of Goods Sold 

at $0.08 


each = SESE $>7xxx, XXX 


Per-unit processing costs are easily computed using process costing methods—not just for 
the finished products but also for the output of each department. For example, the cost of finished 
goods emerging from the Bottling Department this month was $0.08 per bottle ($800,000 + 
10 million bottles produced); the cost of syrup produced in the Syrup Department was $5 per 
gallon ($375,000 + 75,000 gallons).! 


Production Cost Report for Process Costing Companies frequently present the 
results of operations for a period, typically a month, with a production cost report. The produc- 
tion cost report is a summary of the work completed during the period and of the related cost, 
both per-unit and total costs. Exhibit 18—11 displays the June production cost report for RainTree 


' Notice that, in each of our two departments, “units” of output are defined differently. In the Syrup Department, 
units are expressed in gallons of syrup, whereas in the Bottling Department, units are defined as bottles of cola. 
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Cola’s Syrup Department. Because companies design their cost reports to help manage each 
individual production process, these reports can look different from company to company. How- 
ever, several common pieces of information are typically contained in these reports.” 


Part |. Physical Flow Total Units Exhibit 18-11 


Inputs: JUNE PRODUCTION 
¢ Beginning WIP 1,000 COST REPORT FOR 
cianed 76,000 RAINTREE COLA SYRUP 
aes DEPARTMENT 


Gallons to account for 77,000 
Outputs: a 
¢ Gallons completed 75,000 
e Ending WIP _ 2,000 
Gallons accounted for 77,000 


Part Il. Equivalent Units Direct Materials Conversion 
Based on monthly input: 
e Finish beginning WIP =0= 600 
¢ Start new units in June 76,000 74,400 
Equivalent units of input 76,000 75,000 
Based on monthly output: ae os 
e Units transferred 74,000 74,600 
e Ending WIP _ 2,000 400 
Equivalent units of output 76,000 75,000 


Part Ill. Cost per Equivalent Unit | Total Unit Cost | Direct Materials | Conversion Costs 


Cost of input resources, June $304,000 $75,000 
Equivalent units, June +76,000 Eo O00 
Cost per equivalent unit, June $5.00 $4.00 $1.00 


Part IV. Total Cost Assignment Total Costs Direct Materials | Conversion Costs 

Costs to account for: 

¢ Cost of beginning WIP, June 1 $ 4,400 

¢ Cost added in June 379,000 

-——» [Total cost to account for, June $383,400 
Costs accounted for: 

¢ Cost of goods transferred 


in June: 
Beginning WIP costs, June 1 $ 4,400 $ 4,0002 $ 400° 
Cost to complete 
beginning WIP 600 =—0= 600° 
Cost of units started 
and completed 370,000 296,0004 74,000° 
Total cost transferred a —. 
in June $375,000 $300,000 $75,000 
e Add ending WIP, June 30 8,400 8,000! 4009 
'__» Total cost accounted for in June $383,400 $308,000 $75,400 
Supporting calculations (figures taken from Exhibit 18-9): 474,000 equivalent units x $4 = $296,000. 
4,000 equivalent units x $4 = $4,000. °74,000 equivalent units x $1 = $74,000. 
4.000 equivalent units x 40% complete x $1 = $400. 2,000 equivalent units x $4 = $8,000. 
°1,000 equivalent units x 60% required x $1 = $600. 92,000 equivalent units x 20% complete x $1 = $400. 


> The production cost report shown in Exhibit 18-11 is typically referred to as a FIFO-based report. That is, 
physical units and costs are traced on a first-in, first-out basis. Another widely used method is referred to as the 
weighted-average process costing method. This method averages costs each period over the units transferred out 
and the ending work in process. The weighted-average method assumes that the difference between beginning 
and ending work in process is not material in any given month. More advanced accounting courses provide 
details on both methods. 
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Exhibit 18-12 


RAINTREE COLA 
SYRUP DEPARTMENT 
ACCOUNTING FOR 
EQUIVALENT UNITS 
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One function of the production cost report is to trace the physical flow of equivalent units 
during the period. Notice that the arrows on the side of column 1 in Exhibit 18—11 show that 
the physical flow is accounted for by identifying both the physical inputs and outputs dur- 
ing the period. This tells management that all inflows during the period are accounted for 
by matching outflows. Another function of the production cost report is to match cost flows 
in and out during the period. For example, use the third set of arrows outside column | from 
Exhibit 18-11 to find Total cost to account for, June, and Total cost accounted for in June. 
Observe that all costs, including beginning work in process costs and costs added during the 
period, must be accounted for by assigning those costs to either the units transferred out or the 
ending work in process. 

The production cost report in Exhibit 18—11 also shows that the equivalent unit outcomes 
are identical when focusing either on the resources consumed by the inputs or the work 
needed to complete the outputs during the month (second set of arrows). The inputs to the 
Syrup Department during the current month are direct materials and conversion. For the direct 
materials resources, all 76,000 gallons started during the month consumed materials (sugar, 
corn syrup, water, etc.) and are counted as equivalent units of work. On the other hand, for the 
beginning work in process units, direct materials were added in the previous month and thus, 
no equivalent units are used for materials. 

However, beginning work in process gallons are in need of additional conversion. In fact, 
600 equivalent units were needed to finish beginning work in process units. Finally, 74,400 
equivalent units of conversion work were completed on the units started during the month 
including (1) 74,000 started and completed and (2) another 400 equivalent units from 2,000 
ending work in process units that were 20 percent complete at the end of the month. 

The existence of beginning and ending work in process makes equivalent unit compu- 
tations one of the more difficult concepts for students. It is helpful, when considering the 
equivalent units associated with the physical flow of outputs, to remember that the 75,000 
gallons transferred from the Syrup Department to the Bottling Department includes 1,000 
gallons from beginning work in process and 74,000 gallons out of the 76,000 gallons started 
during the month. 

Exhibit 18—12 provides a more detailed illustration of the equivalent units computations 
for RainTree Cola’s Syrup Department. As shown in the last column of Exhibit 18-12, 
600 equivalent units of conversion were needed to finish the beginning work in process 
gallons and 74,000 conversion equivalent units were needed to finish the remaining gal- 
lons transferred out. As shown in column 3 of Exhibit 18-12, 74,000 direct materials 
equivalent units were needed to finish the gallons started and completed during the month. 
Because direct materials were added to the beginning work in process in the previous 
month, no equivalent units of direct materials were used for beginning work in process 
during the current month. Finally, as shown in the fourth row of Exhibit 18-12, resources 
were consumed to create the ending work in process gallons. Those resources include 
2,000 equivalent units of direct materials added in the current month, but only 400 equiva- 
lent units of conversion because ending work in process gallons are only 20 percent pro- 
cessed at month-end. 


Direct 
Materials Conversion 
Matching Physical Equivalent Equivalent 
Flow Units Units 
Beginning WIP, June 1 1,000 gallons 
(40% complete) -0- 600 
Started and completed in June: 74,000 gallons 
(100% complete) 74,000 74,000 
Total equivalent units transferred out: 75,000 gallons 74,000 74,600 
Add ending WIP, June 30 2,000 gallons 
(20% complete) 2,000 400 


Total equivalent units during June 76,000 75,000 


Process Costing 


In summary, a typical production cost report contains the four parts that are shown in 
bold print in Exhibit 18-11: (1) accounting for the physical flow, (2) determining equivalent 
units, (3) finding the cost per equivalent unit, and (4) assigning costs to the production for the 
period. These four parts help management make several decisions related to the production 
process. 

RainTree’s management will use the unit cost data provided by process costing for many 
purposes, including the following: 


e Setting sales prices. 
e Evaluating the efficiency of manufacturing departments. 
¢ Forecasting future manufacturing costs. 


e Valuing inventories and measuring the cost of goods sold, in both financial statements and 
income tax returns. 


YOUR TURN You as a Product-Line Manager 


Assume you are the manager of the RainTree Cola product line. As one of your respon- 
sibilities, you must motivate, evaluate, and reward the performance of the managers of 
the Syrup Department and the Bottling Department. How could you use process costing 
information to help with these management responsibilities? 


(See our comments on the Online Learning Center Web site.) 


EVALUATING DEPARTMENTAL EFFICIENCY 


One of management’s key concerns is whether the costs of resource inputs consumed in the 
current period have risen, fallen, or stayed the same as in prior months. For instance, June 
unit costs in the Syrup Department were $4 per gallon for direct labor and $1 per gallon 
for conversion (see Exhibit 18-9 and Exhibit 18-11). These amounts are exactly the same 
as those carried forward from May in the Syrup Department’s beginning inventory (1,000 
equivalent units of direct materials < $4, plus 400 equivalent units of conversion X $1, 
equals the Syrup Department’s $4,400 beginning inventory balance on June 1). Thus, man- 
agement may conclude that unit costs in the Syrup Department have held steady from May 
through June. 

In evaluating the efficiency of a production department, management should consider only 
those costs incurred as a result of that department’s activities. Costs transferred in from other 
processing departments should not be allowed to “cloud the picture.” To illustrate, consider 
the Bottling Department in our example. As shown in Exhibit 18-10, a total of $800,000 was 
charged to the Bottling Department during June. But $375,000 of this cost was 75,000 gallons 
transferred in from the Syrup Department at $5 per gallon. This amount represents the cost of 
making syrup, not the cost of bottling cola. 

Manufacturing costs resulting from bottling activities include only the direct materi- 
als, direct labor, and overhead charged to the Bottling Department. For RainTree’s Bottling 
Department, these costs total $425,000, or $0.0425 per unit ($425,000 + 10 million bottles 
produced). 

In summary, total unit costs accumulate as the product passes from one processing depart- 
ment to the next. These total unit costs are used in valuing inventory, measuring the cost of 
goods sold, and evaluating the overall efficiency of manufacturing operations. But in evaluat- 
ing the efficiency of a particular processing department, management should look primarily at 
the costs incurred within that department. 

Of course, managers can also compute the per-unit costs of the materials, direct labor, and 
overhead incurred within each department. This detailed cost information should assist them 
in quickly identifying the cause of any change in a product’s total unit cost. 
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Ethics, Fraud & Corporate Governance 


Using a process costing system requires ethics and judgment 
in computing equivalent units of production. By deliberately 
overstating equivalent units of resources in ending inventory, 
managers can understate cost of goods sold and thereby 
overstate net income. Equivalent units of production can 
easily be overstated by inflating the application of direct labor 
and overhead to work in process. Given the complexity of 
many manufacturing processes, company employees are often 
in the best position to know if management has overstated 
the equivalent units of production. The Sarbanes-Oxley Act 
(SOX) contains provisions to increase the likelihood that 
employees will come forward with concerns they may have 
about possible fraudulent financial reporting. 

SOX requires publicly traded companies to develop 
procedures to encourage employees to report questionable 
accounting or auditing matters. The audit committees of these 
companies must establish procedures to ensure that employees 
have a confidential, anonymous mechanism by which they 
can report concerns regarding questionable practices (often 
referred to as a whistleblower hotline). In addition, employees 
who make allegations in good faith are granted certain 
protections. The protections apply if the allegations are made 
to criminal investigators, federal regulators, Congress, or an 


employee’s supervisor (or other appropriate individuals within 
the company). When good faith allegations are made through 
these appropriate channels, the company is prohibited from 
discharging, demoting, suspending, threatening, harassing, 
or in any other manner discriminating against the employee. 
Employers who violate this provision can be held liable to 
reinstate the employee with back pay (including interest), and 
to pay for all litigation costs. 

Although SOX provides protection from retaliation, 
employees still take some risks when making allegations. In 
short, the protections provided under SOX are only as eff- 
ective as their enforcement. Employees who believe that 
they have been retaliated against because they expressed a 
concern about the company’s potential violation of securities 
law can file a complaint with the U.S. Department of Labor 
(DOL). One criticism of this well-intentioned provision 
is that the DOL lacks the resources and expertise to 
effectively investigate potential retaliation by an employer 
against an employee for alleging securities law violations. 
Notwithstanding this possible concern, employees now have 
a better means by which to expose questionable accounting 
and auditing practices and better protection against potential 
retaliation. 


Concluding Remarks 


In this chapter and the previous chapter, we have emphasized the measurement of unit costs. 
In upcoming chapters we will see how managers identify, measure, and employ related cost 
information for allocating decision-making authority, planning, and controlling costs. Unit 
cost information is ever present in business settings. We will see that having a thorough 
understanding of how unit costs are created provides a sturdy foundation for running a profit- 
able business. 


Distinguish production procedures that match with 
process costing from those that correspond with job 
order costing. Job order costing methods are appropriate 

for businesses and companies producing customized jobs that 
require differing amounts and types of direct labor, direct materials, 
and overhead. Process costing is used for production processes that 
produce mass quantities of identical units that use the same amounts 
and types of direct labor, direct materials, and overhead. 


Account for the physical flows and related cost 

flows when using process costing. The physical flow 

associated with a production process includes the beginning 
work in process, the units started during the period, the ending 
work in process, and the units transferred out during the period. 
Costs in process costing flow through the accounts in a manner 
similar to job order costing. Throughout the period, the costs of 
direct labor, direct materials, and overhead are charged to the 
appropriate work in process accounts. At the end of each period, 
costs in each Work in Process account are transferred to the next 
Work in Process account (or to a Finished Goods account). 


Demonstrate how to calculate equivalent units. 

Lo3 Equivalent units are measures of productive activity 

that include work performed on partially completed 

units. The basic idea is that performing, say, 50 percent of the 

processing on 500 units is equivalent to performing all of the 
processing on 250 units. 


Key Terms Introduced or 


Emphasized in Chapter 18 


conversion costs (p. 807) The direct labor and overhead costs 
associated with converting direct materials into the units trans- 
ferred out. 


cost accounting systems (p. 804) The method and techniques 
used by enterprises to track resources consumed in creating and 
delivering products and services to customers. 


equivalent units (p. 807) A measure of the work done dur- 
ing an accounting period. Includes work done on beginning and 
ending inventories of work in process as well as work on units 
completely processed during the period. 


END-OF-CHAPTER REVIEW 


Use the costs of resources consumed to calculate 
the cost per equivalent unit of production. Costs 
associated with work done in the current period and 
added to work in process for the current period are pooled for 
each significant input. Dividing total costs by total equivalent 
units provides cost per equivalent unit for each input. 
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Use the cost per equivalent unit to assign costs to 

the work completed during the period. The 

equivalent units associated with the units transferred out 
are multiplied by the cost per equivalent unit for each input. The 
units transferred out will typically contain some units in process 
at the start of the period. The remaining transferred units will be 
started and completed during the current period. Beginning work 
in process units will have some cost attached to them from the 
previous period and some costs added during the current period. 
Both costs must be transferred out with the completed units. 


Create a process costing production report and use 

the report for decision making. The process costing 

production report is a summary of the work completed 
during the period and the related cost, both per-unit and total costs. 
A typical production cost report contains four parts: (1) accounting 
for the physical flow, (2) determining equivalent units, 
(3) finding the cost per equivalent unit, and (4) assigning costs to 
the production for the period. The report is used to help management 
make several decisions related to the production process. 


job order costing (p. 804) A cost accounting method under 
which the focal point of costing is a quantity of product known 
as ajob or a lot. Costs of direct materials, direct labor, and over- 
head applicable to each job are compiled to arrive at average 
unit costs. 


process costing (p. 804) A cost accounting method used in 
enterprises with processes characterized by continuous mass 
production. Costs are assigned to a manufacturing process or 
department before being averaged over units produced. 


production cost report (p. 812) A detailed production report 
for a specified process and time period that details (1) the physi- 
cal flow, (2) equivalent units, (3) cost per equivalent unit, and 
(4) total costs assigned. 


Demonstration Problem 


Magna Bin, Inc., manufactures large metal waste containers that are purchased by local sanitation 
departments. Containers are produced in two processing departments, Fabricating and Painting. In 
the Fabricating Department, all of the direct materials are added at the beginning of the process, 
overhead is applied evenly throughout the entire process, and labor is added evenly only during the 
last 50 percent of the process. In the Painting Department, materials and labor are added evenly 


throughout the first half of the process, while overhead is applied evenly throughout the entire 
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process. Magna Bin uses process costing and had the following cost and production information 
available for the month of January: 


Fabricating Painting 
Department Department 


Direct materials costs .... 2.0... eee eee $ 7,740 $13,752 
Direct labor costs ........ 0... eee ee 18,060 8,022 
Manufacturing overhead applied ........................ 27,090 12,033 
Units in beginning work in process ....................-. 0 0 
Units started during Jan. ................ 000. .000-000.0. 750 600 
Units completed and transferred out ..................... 600 510 


At the end of January, units remaining in work in process in the Fabricating Department were 
30 percent complete, while units in ending work in process in the Painting Department were 70 per- 
cent complete. During the month, 450 containers were sold at an average selling price of $180 each. 


Instructions 


a. Calculate the number of equivalent units produced for each cost category in each of the two 
departments during January. 


b. Based on equivalent units, what were the fabricating cost, painting cost, and total cost of pro- 
ducing a container in January? 


c. Prepare the journal entries summarizing the manufacturing costs charged to the Fabricating 
Department and the Painting Department. 


d. Prepare the month-end journal entries to transfer the costs of containers moved from the Fab- 
ricating Department to the Painting Department and from the Painting Department to Finished 
Goods Inventory. 


e. Prepare the entries to record the sales made in January and the corresponding reduction of 
Finished Goods Inventory. 


f. Using T accounts, calculate the ending balances in the Work in Process accounts and Finished 
Goods Inventory. 


Solution to Demonstration Problem 


a. Equivalent Units of Production—Fabricating Department 


Direct Materials Labor Overhead 
Beginning work in process ................ 0 0 0 
Started and completed................... 600 600 600 
Ending work in process ...............005 150 _0 _45 (150 x 0.3) 
Total equivalent units .................... 750 600 645 


Note: Since the units in ending work in process are 30 percent complete, all direct materials have 
been added, no direct labor has been used, and 30 percent of the overhead has been applied. 


Equivalent Units of Production—Painting Department 


Direct Materials Labor Overhead 


Beginning work in process ................. 0 0 0 
Started and completed.................... 510 510 510 
Ending work in process ................... _90 _90 _63 (90 x 0.7) 
Total equivalent units ..................0.. 600 600 573 


Note: Since the units in ending work in process are 70 percent complete, all direct materials and 
labor have been added, while only 70 percent of the overhead has been applied. 


Demonstration Problem 


b. Fabricating costs per container produced during January: 


Direct materials costs ($7,740 + 750 equivalent units) ................02+005 
Direct labor costs ($18,060 + 600 equivalent units) ..................0.0005- 
Manufacturing overhead ($27,090 + 645 equivalent units).................0.- 

Fabricating costs per container.......... 02.0... eee eee ee 


Painting costs per container produced during January: 


Direct materials costs ($13,752 + 600 equivalent units) ...............0.+0005 
Direct labor costs ($8,022 + 600 equivalent units)........... 00... eee eee eee 
Manufacturing overhead ($12,033 + 573 equivalent units).................0.- 

Painting costs per cOntainel :.2cscuc en coe peewee aes ai se eae eee eee 
Total cost per container ($82.42 + $57.29) .. 0... cece eee 


Work in Process—Fabricating ..................... 002000000. 52,890.00 
Direct Materials Inventory .............0...0.0.0 00000002 
Direct|Labor ess cccereaa Oebes naw ees OO ew bem ae ae 
Manufacturing Overhead Applied .....................0.0. 


Summary of costs incurred during January by the Fabricating 
Department. 


Work in Process—Painting ............-. 000: e eee eee eee 33,807.00 
Direct Materials Inventory .................0.000.000 0002 
Direct Labor sasiccic¢¢seceudbeetds bibaeee deed iie 
Manufacturing Overhead Applied .....................00. 


Summary of costs incurred during January by the Painting 
Department. 


Work in Process—Painting................ 0.0... 00 002000000. 49,452.00 
(600 units transferred x $82.42 cost/unit) 
Work in Process—Fabricating.......................000. 
To transfer the cost of completely processed units from the 
Fabricating Department to the Painting Department. 
Finished Goods Inventory. ......... 00.00: e cece eee 71,252.10 
(510 units transferred x $139.71 cost/unit) 
Work in Process—Painting ....................-.-0-000. 
To transfer the cost of completely processed units from the Painting 
Department to Finished Goods Inventory. 


Cash, Accounts Receivable... ........ 0.00. eee 81,000.00 


Sales REVEnuUe ... 1.6... teen eens 
(450 units sold x $180/unit) 


To record sales made during Jan. 


Cost of Goods Sold... 0.0... 0. ccc cece ee eee ene eens 62,869.50 
(450 units sold x $139.71 cost/unit) 


Finished Goods Inventory ................ 000.2 e eee e eee eee 
To record the cost of goods sold during Jan. 
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7,740.00 
18,060.00 
27,090.00 


13,752.00 
8,022.00 
12,033.00 


49,452.00 


71,252.10 


81,000.00 


62,869.50 
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Work in Process—Fabricating 


Direct materials 7,740.00 
Direct labor 18,060.00 
Manufacturing 
overhead applied 27,090.00 49,452.00 Transferred to Painting 
Ending balance 3,438.00 


Work in Process—Painting 


From Fabricating 49,452.00 
Direct materials 13,752.00 
Direct labor 8,022.00 
Manufacturing 
overhead applied 12,033.00 71,252.10 Transferred to Finished 
Ending balance 12,006.90 Goods Inventory 


Finished Goods Inventory 
71,252.10 


From Painting 


62,869.50 Transferred to Cost 


of Goods Sold 


Ending balance 8,382.60 


Self-Test Questions 


The answers to these questions appear on page 838. c. The cost accounting system separately measures the 


1. If Power Products uses process costing, which of the follow- per-unit cost of each manufacturing process. 


ing are likely to be true: d. No manufacturing overhead is charged to each process- 


a. The production processes are high volume. ing department. 


4. Indicate which of the following phrases correctly completes 
this sentence: “Equivalent units of production . . .” (Indicate 
all correct answers.) 


b. The products use different amounts of direct labor. 
c. The products are created with repetitive processes. 


d. The products are created to customer specifications. ; wes 
“ P a. Are a measure of productive activity. 


2. Which of the following businesses would most likely use 


“a b. Represent work done on units still in process, as well as 
process costing? 


those completed during the period. 


a. A law firm. : : F : 
c. Are used as the basis for computing per-unit costs in 


b. A maker of frozen orange juice. 

c. A hospital. 

d. An auto repair shop. 

. Nut House manufactures and sells jars of peanut butter. All 

of the company’s output passes through five production pro- 

cesses, which are performed in sequential order. Identify all 

correct answers, assuming that process costing is in use. 

a. The processing departments may define “units of out- 
put” differently. 

b. Costs transferred from one processing department are 
charged to the next processing department (or to fin- 
ished goods). 


most process cost accounting systems. 


d. Are computed separately for each significant input con- 
sumed in the production process. 


. A production cost report contains which of the following 


parts? (Identify all correct answers.) 


a. Equivalent units for each significant category of 
resources consumed in making the product. 


The total cost to account for. 
The physical flow of production. 
The overhead costs applied to each completed job. 


cho et 


The total costs accounted for. 


“ASSIGNME waite Discussion Questions 


1. Why would a company use multiple cost accounting 


systems? 


2. What factors should be taken into account in deciding 
whether to use job order costing or process costing in any 
given production situation? 


Brief Exercises 


L01 


L01 


L02 


Rodeo Drive Jewelers makes custom jewelry for celebrities. 
Would you expect the company to use job order or process 
costing? Explain. 


Describe at least two products or production processes that 
might use both process and job order costing methods to 
determine the cost of a finished unit. 


What are the four significant parts of the production cost 
report for process costing? 


Taylor & Malone is a law firm. Would the concepts of job 
order or process costing be more appropriate for this type of 
service business? Explain. 

Briefly explain the operation of process costing, including 
the manner in which the unit costs of finished goods are 
determined. 


. Some companies that use process costing simply assign 


the entire cost of production to those units completed and 
transferred during the month, even if some units remain in 
process at the end of the period. Is this practice reasonable? 


Discuss how managers use information they obtain from 
process costing. 


Brief Exercises 


10. 


11. 


12. 


13. 


14. 


15. 
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Explain the term equivalent units. In a fast-moving, assembly- 
line operation, are the equivalent units likely to differ signif- 
icantly from the number of units completed during a month? 
Explain. 


Identify various product characteristics that distinguish job 
costing systems from process costing systems. 


In a process costing system, what condition must be present 
in order for accountants to combine direct labor and manu- 
facturing overhead costs and treat them simply as conver- 
sion costs? 


Why is the combination of direct labor and manufacturing 
overhead referred to as a conversion cost? 


Why might the unit cost of those items started and com- 
pleted during the period differ from the unit cost of all items 
completed and transferred during the period? 


In a process costing system that uses a FIFO cost flow 
assumption, how is the number of units started and com- 
pleted during the period computed? 


# comect" 
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Determine whether each of the following companies is best suited for a job order cost system, a 


C. Erickson & Sons, Inc. (a construction company with multiple job sites). 


Apple Computer (a manufacturer of computers for individual and institutional clients). 


c. PlayWorld Systems, Inc. (a provider of custom-designed playground equipment for city 


d. Strong Industries (a manufacturer of injection-molded plastic doghouses). 


Nature Made Nutritional Products (a maker of vitamins and nutritional supplements). 


Match the business with the appropriate cost system(s) for that business using the number of the 
cost system where 1 = job order costing, 2 = process costing, and 3 = activity-based costing. 


BRIEF 
EXERCISE 18.1 process costing system, or both. 
Selecting Cost a. 
Accounting Systems b 
parks and schools districts). 

BRIEF 
EXERCISE 18.2 
Matching Cost a. Ketcher, Tryer, and Friar, attorneys-at-law 
Systems and Business i: Walmart Tne 
Activities ; ; 

c. Johnson & Johnson Company 

d. Handyman Special, Inc. 

e. Carpet Makers Corporation 
BRIEF 


EXERCISE 18.3 


Flow of Costs ina 
Cost Accounting 


System Materials Inventory 


Direct Labor 


Manufacturing Overhead 


ao > PS 


Finished Goods Inventory 


For each of the four accounts listed below, prepare an example of a journal entry that would cause 
the account to be (1) debited and (2) credited using a process costing system. Assume perpetual 
inventory records are maintained. Include written explanations with your journal entries and use 
“XXX” in place of dollar amounts. 


Lo2 


LO3 


LO3 


Lo4 


LO3 


Lo4 


LOS 


LOG 


BRIEF 
EXERCISE 18.4 


Journal Entries in 
Process Costing 
Systems 


BRIEF 

EXERCISE 18.5 
Computing Equivalent 
Units of Resource 
Inputs 


BRIEF 

EXERCISE 18.6 
Determining the Cost 
per Equivalent Unit of 
Input Resource 


BRIEF 
EXERCISE 18.7 
Solving for Missing 
Information 


BRIEF 

EXERCISE 18.8 
Determining 
Departmental 
Manufacturing Costs 


BRIEF 

EXERCISE 18.9 
Interpreting a 
Production Cost Report 
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Morning Glow Corporation uses a process costing system for its two production departments: 
Mixing and Packaging. The company provided the following manufacturing cost information for 
the month of May: 


Mixing Packaging 
Beginning work in process $ 500 $ 900 
Costs transferred in... 6... teens ? 2? 
Costs incurred in May .......... 000: e eee eae 3,000 5,000 
Ending work in proceSS ..........0 000: e cee 1,200 1,500 


a. Record the transfer of costs from the Mixing Department to the Packaging Department in May. 


b. Record the transfer of costs from the Packaging Department to Finished Goods Inventory in 
May. 


Dittmar Products has provided the following information pertaining to equivalent units of produc- 
tion in its Cutting Department for the month of September: 


Direct 
Materials Conversion 
Units in beginning work in process, September 1.............. 5,000 ? 
Units started and completed in September................... 4 15,000 
Units in ending work in process, September 30 ............... 2,000 ? 


All of the direct materials used in the Cutting Department are added at the beginning of the pro- 
cess. On September 1, beginning inventory was 20 percent complete with respect to conversion. 
On September 30, ending inventory was 60 percent complete with respect to conversion. 

Compute equivalent units of direct materials and conversion used by the Cutting Department in 
September. 


On March 1, Lesher Manufacturing had 2,000 units in its Molding Department. These units 
were 90 percent complete with respect to direct materials requirements and 30 percent complete 
with respect to their conversion requirements. During March, the Molding Department started 
and completed 20,800 units. Direct materials costs in March incurred in the Molding Depart- 
ment totaled $152,600, whereas March conversion costs totaled $203,400. On March 31, there 
remained 1,000 units in ending inventory that were 80 percent complete with respect to direct 
materials, and 40 percent complete with respect to conversion. 


a. Compute the Molding Department’s cost per equivalent unit of direct materials in March. 
b. Compute the Molding Department’s cost per equivalent unit of conversion in March. 


Green Dragon Corporation had 5,000 units of beginning inventory in its Forming Department on 
July 1. The units were 100 percent complete with respect to direct materials requirements but only 
30 percent complete with respect to conversion requirements. On July 31, the company had 4,000 
units of inventory remaining in its Forming Department. These units were 100 percent complete 
with respect to their direct materials requirements but only 40 percent complete with respect to 
conversion. The Forming Department’s direct materials cost for July totaled $380,000, or $20 per 
equivalent unit consumed. Its conversion costs for July totaled $603,000, or $30 per equivalent unit. 

Determine how many units were started and completed in the Forming Department during July. 


On September 1, the Blending Department of Jordan Bakery had costs carried forward from August 
totaling $30,000. Resources consumed to complete the beginning inventory totaled $20,000. The 
total cost of units started in the Blending Department during September was $400,000. On Septem- 
ber 30, costs assigned to the department’s ending inventory totaled $40,000. 

Compute the costs transferred out of the Blending Department during September. 


The following equivalent unit figures were taken from the December production cost report of the 
Distillation Department of Meadow Brook Lubricants: 
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Direct 
Equivalent Units Materials Conversion 
Equivalent units to finish beginning inventory ................. 0 800 
Equivalent units to start new units in December ............... 48,000 47,000 
Equivalent units of inputin December ...................... 48,000 47,800 


a. At what point in the production process are direct materials added in the company’s Distilla- 
tion Department? Explain your answer. 

b. If the Distillation Department’s ending inventory on December 31 is comprised of 5,000 
equivalent units of direct materials and 4,000 equivalent units of conversion, how many units 
were started and completed by the department during December? 


Log BRIEF Iverson Industrial’s production cost report for its Packaging Department reveals that the cost per 
EXERCISE 18.10 equivalent unit started and completed in November was $148. The same report reveals that the cost 
Interpreting a per equivalent unit transferred out of the Packaging Department in November was $150. 
Production Cost Report Were November manufacturing costs per equivalent unit higher than, lower than, or the same as 


October costs per equivalent unit? Explain your answer. 


Exercises ma connect" 
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101 EXERCISE 18.1 Listed below are six technical accounting terms introduced or emphasized in this chapter. 
Pe Accounting Terminology Job order costing Equivalent units 
Process costing Cost of finished goods manufactured 
LO3 Conversion costs Production cost report 


Each of the following statements may (or may not) describe these technical terms. For each state- 
ment, indicate the term described, or answer “None” if the statement does not correctly describe 
any of the terms. 


LOG 


a. The type of cost accounting method likely to be used in a Coca-Cola bottling plant. 
b. Direct labor and overhead consumed in a production process. 


c. A measure of the quantity of production work done during a time period, including work on 
partially completed units. 


d. Process cost information for the period, including physical flow and total cost to account for. 
e. The type of cost accounting method likely to be used by a construction company. 


lo2 EXERCISE 18.2 Starr Scopes, Inc., produces telescopes for use by high school students. All direct materials used in 

Calculating Equivalent the production of telescopes are added at the beginning of the manufacturing process. Labor and 

Units overhead are added evenly thereafter, as each unit is assembled, adjusted, and tested. Starr Scopes 

LOS uses process costing and had the following unit production information available for the months of 
January and February: 


Jan. Feb. 
Number of units in beginning work in process inventory .................. 0 50 
Number of units started during the month ......................0.00000. 200 300 
Total number of units transferred to finished goods ...................... 150 250 


The units remaining in work in process at the end of January were approximately 40 percent com- 
plete. During the month of February, all of the beginning work in process units was completed and the 
units remaining in work in process at the end of the month were approximately 75 percent complete. 


a. For the month of January, calculate the equivalent units produced for each of the two cost 
categories—direct materials and labor and overhead. 


b. For the month of February, calculate the equivalent units produced for each of the two cost 
categories—direct materials and labor and overhead. 
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Shamrock Industries uses process costing. All of the company’s manufacturing activities take place 
in a single processing department. The following information was available for the month of June: 


Direct Materials ces ida cece padwewdaa teat pa de Pena a daa AM PHM Tae $ 89,750 
Direct labor. 22 ¢s08404 ca8e fe eaewadd Soe See ead ae beemeeed Se eS 28,975 
Manufacturing overhead applied ............0 00.0 eee eee eee 40,275 
Total costs to account for in JUNG .. 1... eee $159,000 


The amounts of work in process at the beginning and end of the month were immaterial and 
assigned no dollar value. During June, 13,250 units were completed, of which 10,000 were sold on 
account at $25 per unit. 


a. Prepare a journal entry to summarize the total manufacturing costs applied to production in 
June. 


b. Prepare the journal entry to transfer completed units from work in process to the finished 
goods warehouse in June. 


c. Prepare the journal entries to record the sale of 10,000 units manufactured during the period 
and the related cost of goods sold. 


Use the information from Exercise 18.3 to complete a production cost report for Shamrock Indus- 
tries for the month of June. 


Old Victrola, Inc., produces top-quality stereos and uses process costing. The manufacture of ste- 
reos is such that direct materials, labor, and overhead are all added evenly throughout the pro- 
duction process. Due to the smooth production process, only one cost category—manufacturing 
costs—is used for equivalent unit calculations. Old Victrola had the following cost and production 
information available for the months of March and April: 


March April 

Direct:materials COStS: ecocwcedud he idadeaw ad wh eed arian 4 $ 978,460 $1,168,310 
Direct ADO COStS a) 4:5. iirc ccen at ALY Hake eer eon 2,562,260 3,041,940 
Manufacturing overhead applied ......................0... 3,438,640 3,571,030 

Total manufacturing costs .............0 000000 e eee eee $6,979,360 $7,781,280 
Units in beginning work in process ..................-.-4-. 7,000 4,800 
Units transferred to finished goods ........................ 18,500 23,000 
Units in ending work in process .....................-000-. 4,800 6,400 


Beginning work in process was 30 percent complete in March and 60 percent complete in April. 
Ending work in process was 60 percent complete in March and 35 percent complete in April. 


a. For each of the two months, calculate the equivalent units of production. 


b. Based on equivalent units produced, did total manufacturing costs per unit increase or decrease 
between March and April? 


c. Did the direct materials cost per equivalent unit increase or decrease between March and April? 


Ogden Office Outfitters began making high-quality office furniture in January. The company’s 
executive desks are produced in two departments: Cutting and Finishing. Component kits are 
produced in the Cutting Department and then transferred to the Finishing Department for trim- 
ming and assembly. During its first month of operations, the Cutting Department started 10,000 
executive desk kits. January direct materials costs in the Cutting Department totaled $200,000, and 
conversion costs totaled $258,000. Ending inventory on January 31 consisted of 2,000 partially 
processed component kits. These units were 100 percent complete with respect to direct materials, 
but only 30 percent complete with respect to conversion. 


a. Compute the number of component kits transferred from the Cutting Department to the Fin- 
ishing Department in January. 


b. Compute the equivalent units of input resources for the Cutting Department in January. 
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c. Compute the cost per equivalent unit of input resource for the Cutting Department in January. 


d. Prepare the summary journal entry required to transfer finished component kits from the Cut- 
ting Department to the Finishing Department in January. 


e. Compute the total cost assigned to the Cutting Department’s ending inventory on January 31. 


Exercise 18.7 is an extension of Exercise 18.6. 

Assume that on January 31 the Finishing Department of Ogden Office Outfitters had 1,000 par- 
tially trimmed and assembled executive desks in ending inventory. These units were, of course, 100 
percent complete with respect to components transferred in from the Cutting Department, but only 
20 percent complete with respect to direct trim materials, and 40 percent complete with respect to 
conversion. During January, the Finishing Department incurred direct materials costs (for trim) of 
$43,200, and conversion costs of $81,400. 


a. Compute how many units were started in the Finishing Department during January. 
Compute the number of executive desks transferred out of the Finishing Department in January. 
Compute the equivalent units of input resources for the Finishing Department in January. 


Compute the cost per equivalent unit of input resource for the Finishing Department in January. 


oP o > 


Prepare the summary journal entry required to transfer the cost of executive desks from the 
Finishing Department’s Work in Process Inventory to the company’s Finished Goods Inventory 
in January. 

f. Compute the total cost assigned to the Finishing Department’s ending inventory in process on 
January 31. 


Dahl’s Treats makes institutional cakes. Finished cakes must pass through two departments: Mix- 
ing and Baking. Vats of cake batter are processed in the Mixing Department and then transferred 
to the Baking Department, where individual cakes are baked, cooled, and frosted. There were 200 
gallons of partially mixed batter in the Mixing Department’s inventory on August 1. The batter was 
100 percent complete with respect to direct materials, but only 20 percent complete with respect to 
conversion. Manufacturing costs assigned to the inventory carried forward from July totaled $440. 
During August, the Mixing Department started 8,000 new gallons of batter. August direct materials 
costs in the Mixing Department totaled $16,000, and conversion costs totaled $8,120. Ending inven- 
tory on August 31 consisted of 100 partially mixed gallons of batter. These units were 100 percent 
complete with respect to direct materials, but only 60 percent complete with respect to conversion. 


a. Prepare a schedule showing: (1) gallons of mix transferred from the Mixing Department to the 
Baking Department in August, and (2) gallons of mix started and completed by the Mixing 
Department in August. 


Compute the equivalent units of input resources for the Mixing Department in August. 


© 


Compute the cost per equivalent unit of input resource for the Mixing Department in August. 


d. Prepare the summary journal entry required to transfer the cost of fully mixed batter from the 
Mixing Department to the Baking Department in August. 


e. Compute the total cost assigned to the Mixing Department’s ending inventory on August 31. 


Exercise 18.9 is an extension of Exercise 18.8. 

Dahl’s Treats uses one gallon of mix for each cake produced by the Baking Department. 
On August 1, the Baking Department had 500 cakes in process. These units were 100 percent 
complete with respect to batter transferred in from the Mixing Department during July, but only 
70 percent complete with respect to direct (frosting) materials, and 80 percent complete with 
respect to conversion. Costs applied to these units carried forward from July totaled $2,600. Costs 
incurred by the Baking Department during August included $8,040 of direct materials and $31,900 
of conversion. The ending inventory in the Baking Department on August 31 consisted of 300 
cakes in process. These units were 100 percent complete with respect to batter transferred in from 
the Mixing Department, but only 30 percent complete with respect to direct (frosting) materials, 
and 25 percent complete with respect to conversion. 


a. Compute how many cakes were started in the Baking Department during August. 


b. Prepare a schedule showing: (1) cakes transferred out of the Baking Department in August, 
and (2) cakes started and completed by the Baking Department in August. 


c. Compute the equivalent units of input resources for the Baking Department in August. 


d. Compute the cost per equivalent unit of input resource for the Baking Department in August. 
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e. Prepare the summary journal entry required to transfer the cost of baked cakes from the Baking 
Department’s Work in Process Inventory to the company’s Finished Goods Inventory in August. 


f. Compute the total cost assigned to the Baking Department’s ending inventory in process on 


August 31. 
Log EXERCISE 18.10 Accessory World makes floor mats for the automobile industry. Finished sets of mats must pass 
Process Costing through two departments: Cutting and Coating. Large sheets of synthetic material are cut to size in 
through through Two the Cutting Department and then transferred to the Coating Department, where each set is sprayed 
Departments: with a chemical coating for improved durability. The following information pertains to May activ- 
Department | ity in the Cutting Department: 
Cost data: 
Total cost of beginning inventory on May 1 ..............0.0.00000000- $ 44,800 
Direct materials costs incurred in May ................0. 00-0000 e eee 200,000 
Conversion costs incurred in May ..........0 0.0 e eee eee eee 87,200 
Physical units data: 
Units in process, May 1 isi ee caudeeereeedew ee bees cee aes 8,000 sets 
Umits:stanted Ii Mays 2cos.cc siciseneie dedShe eek eden ate decease keue ee Selena, date oneineedeana 50,000 sets 
Units:in process, May 31) i. 6ccc5 heeded ete etree aie ae eee ae bee 10,000 sets 
Percentage of completion data: 
Diréct\materialS; May Ved vdiccn teed sheds peeked a tende whe Ree dale 100% 
Conversion, May .cc: vanead canbe eeeadwanveda $e shat eetnane eae 80 
Ditéct:imaterials: May 314.22 ncnacetor cede det amakereighir sae eins 100% 
Conversion, May’31 i.2..56¢ 0602 8ee dt eee ey beac ewed even dew beeen ee 20 
a. Prepare a schedule showing: (1) the number of mat sets transferred from the Cutting Depart- 
ment to the Coating Department in May, and (2) the number of mat sets started and completed 
by the Cutting Department in May. 
b. Compute the equivalent units of input resources for the Cutting Department in May. 
c. Compute the cost per equivalent unit of input resource for the Cutting Department in May. 
d. Prepare the summary journal entry required to transfer the cost of completed mat sets from the 
Cutting Department to the Coating Department in May. 
e. Compute the total cost assigned to the Cutting Department’s ending inventory on May 31. 
lo2 EXERCISE 18.11 Exercise 18.11 is an extension of Exercise 18.10. 
Process Costing The following information pertains to May activity in Accessory World’s Coating Department: 
through 


through Two 


195 Departments: Cost data: 
Department II Total cost of beginning inventory on May 1 ...... 22... eee eee $45,300 
Direct materials costs incurred in May ............... 0.00.00 eee eee ee eee 11,925 
Conversion costs incurred in May.......... 00.0: c eect eee 84,525 
Cut sets transferred in during May .............0.. 00.0 c ee eee eee eee fe 


Physical units data: 


Units:in' process, May @ 24.206 ce0c6 code chad deload ed aehadid deeded boa 6,000 sets 
Wnits:started in. May) :.2s.scaceceuck ern cak aber wav. a cas Baw ae tee aewe aa 2? sets 
Wnits’in process; May 31-..0c0005iGeanedka boda r ideo Benne aneN Ged 9,000 sets 
Percentage of completion data: 

Direct materials, May 1.1.2.0... 0. cece eee 60% 
Conversion; May 1 ..ec.i ances Bakes bh CEA Ewen eg oe nee ee ede 80 

Cut sets transferred in, May1........ 00.00. cette a 
Direct materials; May:31 22044 sc. coeccen0 ce be eh adieg Dodane eee eae 70% 
Conversion; May SA. sicisce sis. dad unde acids. oo eleceae aoe Gd anl gk gum artanshe anecdote 90 


Cut sets transferred in, May 31............. 0.00.02 cee eee eee ? 
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a. Compute how many cut mat sets were started in the Coating Department during May. 

b. Prepare a schedule showing: (1) the number of mat sets transferred out of the Coating Depart- 
ment in May, and (2) the number of mat sets started and completed by the Coating Department 
in May. 

c. Compute the equivalent units of input resources for the Coating Department in May. 
Compute the cost per equivalent unit of input resource for the Coating Department in May. 


Prepare the summary journal entry required to transfer the cost of finished mat sets from the 
Coating Department’s Work in Process Inventory to the company’s Finished Goods Inventory 
in May. 

f. Compute the total cost assigned to the Coating Department’s ending inventory in process on 
May 31. 


Comas Corporation manufactures metal roofing in two departments: Pressing and Painting. Sheets 
of metal material are formed in the Pressing Department before being transferred to the Painting 
Department. The following information was taken from the company’s general ledger and cost 
accounting records on June 30: 


Work in Process: Pressing Department 


6/1 Beginning balance $ 6,000 6/30 Transferred to Painting ? 
6/30 Direct materials 25,500 

6/30 Direct labor 8,200 

6/30 Manufacturing overhead 32,800 

6/30 Ending balance 2? 


Physical Units: Pressing Department 


Unitsiinjprocess; JUNE Tso. eenci esd aa dew baw wed vad dbee dad vad dae 300 sheets 
Units transferred to Painting Department in June ...............0.0.00.. 1,500 sheets 
Units in‘ process, JUNE30 <2 3.cc.0 ace mean dace akete comand de eee eeooa ae 500 sheets 


Percentages of Completion: Pressing Department 


Direct materials, JunG 1. os... ee ee ee ee ee ee 100% 
Conversion, JUNE 1 2.6... eee eens 20 
Direct materials, June 30 . 1... eee eee eee 100% 
Conversion, JUNG 30 2... ne eee eee eens 40 
a. Compute the number of sheets started by the Pressing Department in June. 
b. Compute the number of units started and completed by the Pressing Department in June. 
c. Compute the equivalent units of input resources for the Pressing Department in June. 
d. Compute the cost per equivalent unit of input resource for the Pressing Department in June. 
e. Prepare the summary journal entry required to transfer pressed sheets from the Pressing 


Department to the Painting Department in June. 
f. Compute the total cost assigned to the Pressing Department’s ending inventory on June 30. 


Goodwater Corporation mass-produces pencils through several processing departments. The com- 
pany currently uses a process costing system and traces manufacturing costs from one process 
department to the next. The company produces over 90 million pencils per year. The number of 
pencils in production at any single point in time never exceeds 40,000. 

Rick Brintnall has just been hired as the company’s cost accountant. Given the company’s 
annual output relative to production activity at any single point in time, Brintnall suspects that the 
cost of maintaining a process costing system outweighs the benefit. Therefore, Brintnall recom- 
mends that the company’s current work in process inventory accounts be eliminated, and that all 
manufacturing costs be charged directly to the Finished Goods Inventory account. 

Defend Brintnall’s recommendation. 
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log EXERCISE 18.14 Lavalear Corporation uses a process costing system and traces costs through several processing 
Interpreting Information departments, starting with the Bonding Department. Shown below is information taken from the 


through fom a Production Cost Bonding Department’s September production cost report: 
Los Report ; 
Cost Data: Bonding Department 
Direct materials costs in beginning inventory, September 1 ................ $ 50,400 
Conversion costs in beginning inventory, September1.................... 36,000 
Direct materials costs incurred in September..................0.0.0.00040. 789,750 
Conversion costs incurred in September ...................0000 00s e eee 787,500 
Physical Units: Bonding Department 
Units in process, September 1............ 0.0... eee eee 300 
Units transferred out during September ................0.0. 0000000000005 1,500 
Units in process, September 30 ............ 000 cece eee 500 
Percentages of Completion: Bonding Department 
Direct materials, September 1 .......... 0.0000 c cee 40% 
Conversion, September 1 ........... 00.0: 25 
Direct materials, September 30 ......... 0.0.00. cece 75% 
Conversion, September 30 .......... 0... c eect eee 30 
a. Compute the cost per equivalent unit of direct materials and conversion carried forward from 
August and assigned to the Bonding Department’s beginning inventory on September 1. 
b. Compute the cost per equivalent unit of direct materials and conversion incurred by the Bond- 
ing Department in September. 
c. Discuss how the cost figures computed in parts a and b would be useful to the company’s 
management. 
lo2 EXERCISE 18.15 Newton Corporation uses a process costing system to trace costs through several phases of produc- 
Finding Missing tion, starting with the Blending Department and ending with the Packaging Department. Recent 
throusi gormation for a computer problems have caused some of the company’s accounting records to be destroyed. Shown 


Log Production Cost Report below is a partial summary of information retrieved by accountants from the Blending Depart- 
ment’s February production cost report: 


Cost Data: Blending Department 


Direct materials costs in beginning inventory, February1.................. $ 12,000 
Conversion costs in beginning inventory, February1...................... 25,200 
Direct materials costs incurred in February .....................0000000. 162,000 
Conversion costs incurred in February.............. 000000 c eee eee eee 271,000 
Cost per equivalent unit of conversion in February.............--00000000- 5 


Physical Units: Blending Department 


Units in process, February 1.......... 0.2.0... e eee eee cee eee ? 

Units transferred out during February................. 00000. e ee eee eee 58,000 
Whits:started in| February sosc+ Scien stew a oe ee ee Re ae 54,000 
Unitsin process; Febrlaty 28 20 cx canteasesde saeewe rade wea awae es 2,000 
Percentage of Completion: Blending Department 

Direct materials, February 1.......... 0.0.0 100% 
Conversion, February 1 ........... 0.0 cece tees 2? 
Direct:materials; (Februaty:28s.. 4 .s.cct2¢ ccna t awe hedaer edd view de daekn 100% 
Conversion; February 28) 2.5.6.0. chagvesep ded letewitewegee ha chews nouns 20 


a. Compute the number of units that were in the Blending Department’s beginning inventory on 
February 1. 


b. Compute the number of units that were started and completed by the Blending Department in 
February. 
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c. Compute the cost per equivalent unit of direct materials and conversion carried forward from 
January and assigned to the Blending Department’s beginning inventory on February 1. 


d. Compute the Blending Department’s cost per equivalent unit of direct materials consumed in 


February. 
fa connect" 
Problem Set A Aanm 
lo2 PROBLEM 18.1A Superior Lighting, Inc., mass-produces reading lamps. Materials used in constructing the body 
Calculating Equivalent of the lamp are added at the start of the process, while the materials used in wiring the lamps are 
Units added at the halfway point. All labor and overhead are added evenly throughout the manufacturing 
LO3 process. Superior uses process costing and had the following unit production information available 
eXcel for the months of June and July: 
June —_ July 
Number of lamps in beginning work in process ...................0.0.0. 850 =1,200 
Lamps transferred to finished goods ............. 0.0.0.0 002 e eee eee 3,500 3,300 
Number of lamps in ending work in process ...............-.0.0000005 1,200 900 


In June, the lamps in beginning work in process were approximately 80 percent complete, while 
those in ending work in process were only 30 percent complete. In July, the units remaining in end- 
ing work in process were 60 percent complete. All lamps in ending work in process are finished 
during the next month. 


Instructions 


a. For the month of June, calculate the equivalent units of production for the three major cost 
categories—body materials, wiring materials, and labor and overhead. 


b. For the month of July, calculate the equivalent units of production for the three major cost 
categories—body materials, wiring materials, and labor and overhead. 


102 PROBLEM 18.2A One of Sun Appliance’s products is a dishwasher. Two processing departments are involved in the 
Computing and Using _ dishwasher’s manufacture. The tub is assembled in one department, and a second department assem- 
ee init Costs bles and installs the motor. There is no beginning or ending work in process in either department. 
LO5 During March, the company incurred the following costs in the manufacture of 4,000 dishwashers. 
eXcel 
Tub Motor 
Department Department 
Direct MaterialS sc ccubie Sheue shaw es veri wentaweg aie oes $150,000 $96,000 
Direct labor .cic.d.a54.402et0e0Geavaneabendtedavaced 12,000 18,000 
Manufacturing overhead ................ 000000000 ee eee 18,000 6,000 


Instructions 
a. Compute the following per-unit costs for the month of March: 
1. A tub assembly transferred to the Motor Department. 
2. Assembling a motor and installing it. 
3. A completed dishwasher. 
4. Materials used in assembling a tub. 
5. Direct labor cost of assembling and installing a motor. 


b. Which of these unit costs would be most useful to management in evaluating the overall 
monthly efficiency of the Motor Department? Explain your reasoning. 


L066 PROBLEM 18.3A Refer to the information from Problem 18.2A. 
Production Cost ; 
Report Instructions 


Complete a production cost report for the Motor Department of Sun Appliance for March. 
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Lo2 PROBLEM 18.4A Toll House makes chocolate chip cookies. The cookies pass through three production processes: 
Process Costing mixing the cookie dough, baking, and packaging. Toll House uses process costing. 
through ith No Beginning or The following are data concerning the costs incurred in each process during May, along with 
195 © Ending Inventories the number of units processed: 
! 
eXce Mixing Baking Packaging 
Direct materials ...............0...0..00. $3,600 $ 0 $1,020 
DIFECHIADOF icioriniioe Lecce de tke ie 3,000 1,800 2,100 
Manufacturing overhead .................. 6,000 12,000 1,200 
OUIPUL a.de.dogke Steer ded eel erase dh eele tb adskate cence 14,000 Ibs. 4,000 gross* 48,000 boxes 


*A gross is 12 dozen. 


To ensure freshness, cookies are baked and packaged on the same day that the dough is mixed. 
Thus, the company has no inventory still in process at the end of a business day. 


Instructions 


a. Prepare a separate journal entry summarizing the costs incurred by the Mixing Department in 
preparing 14,000 pounds of cookie dough in May. In the explanation of your entry, indicate 
the department’s unit cost. 

b. Prepare the month-end entry recording the transfer of cookie dough to the Baking Department 
during May. 

c. Prepare a journal entry summarizing the costs incurred by the Baking Department in May 
(excluding the costs transferred from the Mixing Department). In the explanation, indicate the 
cost per gross of the baking process. 

d. Prepare the month-end entry recording the transfer of cookies from the Baking Department to 
the Packaging Department in May. 

e. Prepare a journal entry summarizing the costs incurred by the Packaging Department in May. 
In the explanation, indicate the packaging cost per box. 

f. Prepare the month-end entry to record the transfers in May of boxes of cookies from the Pack- 
aging Department to the finished goods warehouse. In the explanation, indicate the total cost 
per box transferred. 


g. Briefly explain how management will use the unit cost information appearing in entries a, c, 


e, and f. 
L022 PROBLEM 18.5A Badgersize Company has the following information for its Forming Department for the month of 
througn Calculate Cost per August: 
Equivalent Unit 
Lo4 Work in Process Inventory, August 1: 20,000 units 
Direct materials: 100% complete .............. 0.02. eee eee eee eee ee $ 80,000 
Conversion: .20% complete: :4..5: nc pew ca aekir ee eee es Bako OPES 24,000 
Balance in work in process, August 1............... 0.000000 00 00000002 $104,000 
Wnits:started during August 3.22 2-008 cose ee on bee ia ee Dee Ree ee 50,000 
Units completed and transferred in August ..............0..0.000.000 0008. 60,000 
Work in process (70% complete), August 31...................0.0000000. ? 
Costs charged to Work in Process in August 
Directimatenials” jc.i6 ac.cccice sit acne ecatacs side Alas yore ata ecaie scam Pes aos $150,000 
Conversion costs: 
DIFSCHlADOR ws cctvan cer ioe ee a tintnn a cated Geo tame date ta Grea, Sher Reh Rye ae $120,000 
Overhead applied + 22 dnsas doench de ewes eee oe OES Belt rea 132,000 
Total CONVEFSION so i.nSdea see ee FE eee a owe ee eee tee dan ee $252,000 


Assume materials are added at the start of processing. 
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Instructions 


a. Calculate the equivalent units for the Forming Department for the month of August. 
b. Find the cost per equivalent unit of the transferred units. 


Refer to the information in Problem 18.5A. 


Instructions 


a. Complete a production cost report for the Badgersize Company Forming Department for the 
month of August. 


b. Discuss how management might use the production cost report to help manage costs. 
Hound Havens produces plastic doghouses as part of a continuous process through two departments: 


Molding and Finishing. Direct materials and conversion are added throughout the month in both 
departments, but at different rates. The information presented below was compiled at the end of April: 


Molding Finishing 
Department Department 


Beginning Inventories (on April 1): 


Physical units in production carried forward from March 31 .. . 2,800 5,000 
Costs: 
Transferred Molding costs carried forward from March 31 .. $125,000 
Direct materials costs carried forward from March 31 ...... $ 33,340 15,000 
Conversion costs carried forward from March 31 ......... 11,180 6,000 


Current Production (in April): 


Units started during April ..................0....000000. 48,200 2? 
Units in ending inventories as of April 30.................. 3,400 2,000 
Costs: 
Molding costs transferred to Finishing during April ........ 2 
Direct materials costs incurred in April...............0.. $669,200 $496,000 
Conversion costs incurred in April ..................... 521,840 147,600 
Percentage of Completion: 
Inventories with respect to direct materials on April1 ........ 90% 30% 
Inventories with respect to conversion on April1 ........... 30 40 
Inventories with respect to direct materials on April 30 ....... 80% 25% 
Inventories with respect to conversion on April 30 .......... 20 30 


Instructions 
a. Complete the following requirements for the Molding Department: 
1. Prepare a schedule showing units started and completed in the Molding Department dur- 
ing April. 
2. Compute the equivalent units of direct materials and conversion for the Molding Depart- 
ment in April. 
3. Determine the cost per equivalent unit of input resource for the Molding Department dur- 
ing April. 
4. Prepare the summary journal entry required to transfer units from the Molding Depart- 
ment to the Finishing Department during April. 
5. Compute the costs assigned to ending inventory in the Molding Department on April 30. 
b. Complete the following requirements for the Finishing Department: 
1. Prepare a schedule showing units started and completed in the Finishing Department dur- 
ing April. 
2. Compute the equivalent units of direct materials and conversion for the Finishing Depart- 
ment in April. Direct materials include both those transferred in from the Molding Depart- 
ment and those added by the Finishing Department. 


3. Determine the cost per equivalent unit of input resource for the Finishing Department dur- 
ing April. 
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4. Prepare the summary journal entry required to transfer units from the Finishing Depart- 
ment to Finished Goods Inventory during April. 


5. Compute the costs assigned to ending inventory in the Finishing Department on April 30. 


L022 PROBLEM 18.8A Wilson Dynamics makes flanges in a continuous process through two departments: Forging and 
Process Costing Assembly. All direct materials are added at the beginning of the process in the Forging Depart- 

Une Ele through Two ment, whereas all direct materials are added at the end of the process in the Assembly Department. 
195 Departments Conversion costs are incurred uniformly over time in both departments. As units are completed in 


the Forging Department they are transferred to the Assembly Department. The costs associated 
with the transferred units are included in the computation of the Assembly Department’s total 
costs. The information presented below was compiled at the end of July: 


Forging Assembly 
Department Department 


Beginning Inventories (on July 1): 


Physical units in production carried forward from June 30 .... 5,000 4,000 
Costs: 
Transferred Forging costs carried forward from June 30 .... $ 68,000 
Direct materials costs carried forward from June 30 ....... $ 45,000 ? 
Conversion costs carried forward from June 30........... 16,000 3,000 


Current Production (in July): 


Units started during July................. 0.000000 000040. 75,000 4 
Units in ending inventories as of July 31 ..............0... 8,000 16,000 
Costs: 
Forging costs transferred to Assembly during July......... ? 
Direct materials costs incurred in July ..............0-0. $675,000 $720,000 
Conversion costs incurred in July...................0.. 608,000 191,400 
Percentage of Completion: 
Inventories with respect to conversion on July1............ 40% 25% 
Inventories with respect to conversion on July 31 ........... 75 30 


Instructions 
a. Complete the following requirements for the Forging Department: 
1. Prepare a schedule showing units started and completed in the Forging Department dur- 
ing July. 
2. Compute the equivalent units of direct materials and conversion for the Forging Depart- 
ment in July. 
3. Determine the cost per equivalent unit of input resource for the Forging Department dur- 
ing July. 
4. Prepare the summary journal entry required to transfer units from the Forging Department 
to the Assembly Department during July. 
5. Compute the costs assigned to ending inventory in the Forging Department on July 31. 
b. Complete the following requirements for the Assembly Department: 
1. Prepare a schedule showing units started and completed in the Assembly Department dur- 
ing July. 
2. Compute the equivalent units of direct materials and conversion for the Assembly 


Department in July. Direct materials include both those transferred in from the Forging 
Department and those added by the Assembly Department. 


3. Determine the cost per equivalent unit of input resource for the Assembly Department 
during July. 

4. Prepare the summary journal entry required to transfer units from the Assembly Depart- 
ment to Finished Goods Inventory during July. 


5. Compute the costs assigned to ending inventory in the Assembly Department on July 31. 
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Problem Set B 


log PROBLEM 18.1B Morgan Industries, Inc., mass-produces street lights. Materials used in constructing the body of the 

Calculating Equivalent _ lights are added at the start of the process, while the materials used in wiring the lights are added at 

Units the halfway point. All labor and overhead are added evenly throughout the manufacturing process. 

LOS Morgan uses process costing and had the following unit production information available for the 
months of March and April: 


Number of lights in beginning work in process .................-.00.. 600 1,600 
Lights transferred to finished goods .................. 00000. e eee eee 4,200 4,000 
Number of lights in ending work in process ................-..0000045 1,600 700 


In March, the lights in beginning work in process were approximately 60 percent complete, while 
those in ending work in process were only 20 percent complete. In April, the units remaining in 
ending work in process were 70 percent complete. All lights in ending work in process are finished 
during the next month. 


Instructions 
a. For the month of March, calculate the equivalent units of production for the three major cost 
categories—body materials, wiring materials, and labor and overhead. 


b. For the month of April, calculate the equivalent units of production for the three major cost 
categories—body materials, wiring materials, and labor and overhead. 


to2 PROBLEM 18.2B One of MowTown Manufacturing’s products is a small lawnmower. Two processing departments 
Computing and Using are involved in the mower’s production. The deck is assembled in one department, and a second 
through 1 Jnit Costs department assembles and installs the engine. There is no beginning or ending work in process in 
L05 either department. During May, the company incurred the following costs in the manufacture of 
6,000 lawnmowers: 
Deck Engine 
Department Department 
Direct Mate thAlS® soca sist sien ee wiareitte aed aie da acarenendeee dea tad $192,000 $480,000 
DIFECUIADOM ss ect doscsca tines aris dns ntetcardnate iguses Bere, Soanden at anaes eines Gels ton at 48,000 108,000 
Manufacturing overhead................. 0000000000000 54,000 66,000 
Instructions 
a. Compute the following per-unit costs for the month of May. 
1. A deck assembly transferred to the Engine Department. 
2. Assembling an engine and installing it. 
3. A completed lawnmower. 
4. Materials used in assembling a deck. 
5. Direct labor cost of assembling and installing an engine. 
b. Which of these unit costs would be most useful to management in evaluating the overall 
monthly efficiency of the Engine Department? Explain your reasoning. 
tog PROBLEM 18.3B Refer to the information from Problem 18.2B. 
Production Cost J 
Report Instructions 


Complete a production cost report for the Engine Department of MowTown Manufacturing for 
May. 
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Snack Happy makes chocolate brownies. The brownies pass through three production processes: 
mixing the batter, baking, and packaging. The company uses process costing. 


The following are data concerning the costs incurred in each process during August, along with 


the number of units processed: 


Mixing Baking Packaging 
Direct materials .............0..002000- $25,000 $ 0 $ 3,000 
DireCtlabOn::2. cs chee cian re wale nae e ais 60,000 40,000 14,000 
Manufacturing overhead ................ 35,000 50,000 7,000 
OUIPUD tcc nase teria ta ce meee ee oars 20,000 Ibs. 5,000 gross* 12,000 cases 


*A gross is 12 dozen. 


To ensure freshness, brownies are baked and packaged on the same day that the batter is mixed. 


Thus, the company has no inventory still in process at the end of a business day. 


Instructions 


a. 


Prepare a separate journal entry summarizing the costs incurred by the Mixing Department 
in preparing 20,000 pounds of batter in August. In the explanation of your entry, indicate the 
department’s unit cost. 


Prepare the month-end entry recording the transfer of batter to the Baking Department during 
August. 


Prepare a journal entry summarizing the costs incurred by the Baking Department in August 
(excluding the costs transferred from the Mixing Department). In the explanation, indicate the 
cost per gross of the baking process. 

Prepare the month-end entry recording the transfer of brownies from the Baking Department 
to the Packaging Department in August. 

Prepare a journal entry summarizing the costs incurred by the Packaging Department in 
August. In the explanation, indicate the packaging cost per case. 

Prepare the month-end entry to record the transfers in August of cases of brownies from the 
Packaging Department to the finished goods warehouse. In the explanation, indicate the total 
cost per case transferred. 

Briefly explain how management will use the unit cost information appearing in entries a, c, 
e, and f. 


Balfanz Company has the following information for its Finishing Department for the month of 
September: 


Work in Process Inventory, September 1: 50,000 units 


Direct materials: 100% complete............. 2... c eee eee eee $ 150,000 
Conversion: 40% complete ........... 02... eee 120,000 
Balance in work in process, September 1..................0.0.0000005 $ 270,000 
Units started during September .............. 00.0.0. e eee eee eee 300,000 
Units completed and transferred in September................0...0.0000. 280,000 
Work in process (80% complete), September 30 ...........-.0.0.-0 eee ? 
Costs charged to Work in Process in September 
Direct materials: :.:4.:544.c 6 ¢cces sede bbe ede ee mated $1,200,000 
Conversion costs: 
Direct labor 2ctix6..eteeidaane ee ten bela hee bape muee peed $1,000,000 
Overhead applied ..... 6... ee tenes $1,212,000 
Total:Gonversion: i246 ..420¢5i0eurep sing bite tignied bedeeweag heeds $2,212,000 


Assume materials are added at the start of processing. 
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Instructions 
a. Calculate the equivalent units for the Finishing Department for the month of September. 
b. Find the cost per equivalent unit of the transferred units. 


to5 PROBLEM 18.6B Refer to the information in Problem 18.5B. 
Production Cost : 
Report Instructions 

LO6 


a. Complete a production cost report for the Balfanz Company Finishing Department for the 
month of September. 


b. Discuss how management might use the production cost report to help manage costs. 


102 PROBLEM 18.7B Delray Industries manufactures plastic wading pools as part of a continuous process through two 

Process Costing departments: Molding and Finishing. Direct materials and conversion are added throughout the 

through through Two month in both departments, but at different rates. The information presented below was compiled 
105 Departments at the end of June: 


Molding Finishing 
Department Department 


Beginning Inventories (on June 1): 


Physical units in production carried forward from May 31 ..... 3,000 5,000 
Costs: 
Transferred Molding costs carried forward from May 31..... $150,000 
Direct materials costs carried forward from May 31........ $ 37,800 4,000 
Conversion costs carried forward from May 31............ 14,400 24,000 
Current Production (in June): 
Units started during June ................ 0000000000000. 50,000 2 
Units in ending inventories as of June 30.................. 1,000 2,000 
Costs: 
Molding costs transferred to Finishing during June......... 2 
Direct materials costs incurred in June...............-0. $912,600 $222,000 
Conversion costs incurred in June ..................0.. 612,000 430,400 
Percentage of Completion: 
Inventories with respect to direct materials on June 1........ 70% 20% 
Inventories with respect to conversion on June 1............ 40 60 
Inventories with respect to direct materials on June 30....... 80% 75% 
Inventories with respect to conversion on June 30........... 20 90 


Instructions 
a. Complete the following requirements for the Molding Department: 
1. Prepare a schedule showing units started and completed in the Molding Department dur- 
ing June. 
2. Compute the equivalent units of direct materials and conversion for the Molding Depart- 
ment in June. 
3. Determine the cost per equivalent unit of input resource for the Molding Department dur- 
ing June. 
4. Prepare the summary journal entry required to transfer units from the Molding Depart- 
ment to the Finishing Department during June. 


5. Compute the costs assigned to ending inventory in the Molding Department on June 30. 
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b. Complete the following requirements for the Finishing Department: 

1. Prepare a schedule showing units started and completed in the Finishing Department dur- 
ing June. 

2. Compute the equivalent units of direct materials and conversion for the Finishing Depart- 
ment in June. Direct materials include both those transferred in from the Molding Depart- 
ment and those added by the Finishing Department. 

3. Determine the cost per equivalent unit of input resource for the Finishing Department dur- 
ing June. 

4. Prepare the summary journal entry required to transfer units from the Finishing Depart- 
ment to Finished Goods Inventory during June. 


5. Compute the costs assigned to ending inventory in the Finishing Department on June 30. 


L022 PROBLEM 18.8B Thompson Tools produces dampers in a continuous process through two departments: Assembly 
Process Costing and Packaging. All direct materials are added at the beginning of the process in the Assembly 

pps through Two Department, whereas all direct materials are added at the end of the process in the Packaging 
105 Departments Department. Conversion costs are incurred uniformly over time in both departments. As units 


are completed in the Assembly Department, they are transferred to the Packaging Department. 
The costs associated with the transferred units are included in the computation of the Packaging 
Department’s total costs. The information presented below was compiled at the end of March: 


Assembly Packaging 
Department Department 


Beginning Inventories (on March 1): 


Physical units in production carried forward from February 28 ..............0.0.000 00-000 5,000 4,000 
Costs: 
Transferred Assembly costs carried forward from February 28.................-..002005. $ 60,000 
Direct materials costs carried forward from February 28 ..............0 00.000. e eee eee eee $ 45,000 2 
Conversion costs carried forward from February 28 ......... 00.0... 0 0c eee ee eee 9,000 3,200 


Current Production (in March): 


Units started during March .3.4.5cccc5e5 0.00 bem b phe beet dadded ee eet dee deeds eddens 80,000 2? 
Units in ending inventories as of March 31... 2.2... eee 9,000 20,000 
Costs: 
Assembly costs transferred to Packaging during March ................ 00.000 -000000005 ? 
Direct materials costs incurred in March ........ 0.0... cece cette tenes $720,000 $840,000 
Conversion costs incurred in March isi wicca kok eed ea eRe Rea wee aed ae 490,200 260,800 
Percentage of Completion: 
Inventories with respect to conversion on March 1 .... 2.2.2... eee 30% 20% 
Inventories with respect to conversion on March 31 .......... 2.0.00... eee 80 30 


Instructions 
a. Complete the following requirements for the Assembly Department: 


1. Prepare a schedule showing units started and completed in the Assembly Department dur- 
ing March. 

2. Compute the equivalent units of direct materials and conversion for the Assembly Depart- 
ment in March. 


3. Determine the cost per equivalent unit of input resource for the Assembly Department 
during March. 


4. Prepare the summary journal entry required to transfer units from the Assembly Depart- 
ment to the Packaging Department during March. 


5. Compute the costs assigned to ending inventory in the Assembly Department on March 31. 
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b. Complete the following requirements for the Packaging Department: 

1. Prepare a schedule showing units started and completed in the Packaging Department 
during March. 

2. Compute the equivalent units of direct materials and conversion for the Packaging Depart- 
ment in March. Direct materials include both those transferred in from the Assembly 
Department and those added by the Packaging Department. 

3. Determine the cost per equivalent unit of input resource for the Packaging Department 
during March. 

4. Prepare the summary journal entry required to transfer units from the Packaging Depart- 
ment to Finished Goods Inventory during March. 


5. Compute the costs assigned to ending inventory in the Packaging Department on March 31. 


Critical Thinking Cases 
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CASE 18.1 Viking Beer is a microbrewery that produces one type of beer. The production level is 18,000 gal- 
Evaluation of a Cost lons per month, which is bottled in 192,000 twelve-ounce bottles. The beer is brewed in batches 
System: Does It of 3,600 gallons, which is the capacity of the fermenting tanks. Each batch requires six days of 
Meet the Company’s processing, during which it passes through six separate production processes. 

Needs? Viking uses process costing. All manufacturing costs incurred during the month are assigned to 


the 192,000 bottles produced; no valuation is assigned to the 3,600 gallons currently sitting in the 
fermenting tanks. 

Viking has hired Matt Brown, a recent college graduate, as a cost analyst. After learning about 
the company’s cost accounting system, Brown sent the following memo to Viking’s controller: 


Instructions 
As Viking’s controller, draft a memo responding to Brown’s suggestions. 


CASE 18.2 Assume that you are the production manager of the Assembly Department illustrated on pages 
Interpreting and Using 807-810 of this chapter (Metal Products, Inc.). One of your responsibilities is to determine whether 
Process Costing costs are remaining relatively stable from month to month. Assume that the $29,500 associated with 
Information the 1,000 units in process on March J (see Exhibit 18-5, page 808) is comprised of the following: 
Cut materials transferred from the Cutting Department in February............. $25,000 
Direct materials added in the Assembly Department in February............... 0 
Conversion added in the Assembly Department in February .................. 4,500 
Total cost associated with beginning inventory on March 1 ...............2044. $29,500 


The cost per equivalent unit of input resource used by the Assembly Department in March is as 
follows (see Exhibit 18-7, page 809): 


Cut materials transferred from the Cutting Department in March ................... $20 
Direct materials added in the Assembly Department in March..................... 4 
Conversion added in the Assembly Department in March ...............-...-004. 25 


Cost per equivalent unit of input resource used in March ........ 0.660 e cece eee $49 
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Instructions 

a. By how much did the cost per equivalent unit of cut material transferred in from the Cutting 
Department in February differ from the cost per equivalent unit of cut material transferred to 
the Assembly Department in March? 

b. By how much did the cost per equivalent unit of conversion for the Assembly Department in 
February differ from the cost per equivalent unit of conversion for the Assembly Department 
in March? 

c. Speculate as to why the cost per equivalent unit of input resource (cut materials and conver- 
sion) may have changed from February to March. 


L01. CASE 18.3 Visit the PepsiCo Web site at: 

Processes and 

Product Costs at 

PepsiCo Follow the link to “How Pepsi is Made” (under “Product Information’) for parts a., b., and c. Follow 
the links under “Community Information” for part d. 


http://www.pepsiusa.com/faqs.php/ 
Lo2 


Instructions 
a. Identify and discuss briefly the processes involved in manufacturing Pepsi. 
b. What are Pepsi’s direct materials? 


c. Of the company’s conversion costs, does labor or manufacturing overhead comprise the larger 
component of manufacturing costs? Defend your answer. 


d. View the PepsiCo’s charitable, educational, and environmental initiatives. Would it be 
improper for PepsiCo to report these initiatives as product costs? Do you believe that it is ethi- 
cal for PepsiCo to report only the positive impacts of its community-oriented efforts through- 
out the world? Defend your answer. 


01 INTERNET Wrigley Company manufactures chewing gum. Visit its home page at the following address: 
CASE 18.4 
Lo2 Manufacturing 
Processes From the home page, click on the choices labeled “About Us,” then “About Gum,’and then “How 
Gum Is Made.” 


www.wrigley.com 


Instructions 
a. Prepare a simple flowchart that illustrates the major steps in the manufacture of chewing gum. 


b. If Wrigley uses process costing, how many separate processing departments might be used 
and what would you label them? 


c. What do you think are the major types of manufacturing overhead at Wrigley? What activity 
bases could be used to assign each type of overhead to the processing departments you listed 
in part b? 

Internet sites are time and date sensitive. It is the purpose of these exercises to have you explore 

the Internet. You may need to use the Yahoo! search engine http://www.yahoo.com (or another 

favorite search engine) to look for a company’s current Web address. 


Answers To Self-Test Questions 


asc 22 b 3. a,b,c 4. a,b,c,d Sa bch 
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Costing and the 
Value Chain 


AFTER STUDYING THIS CHAPTER, YOU SHOULD BE ABLE TO: 


L01 


LO2 


LO3 


L04 


LOS 


LOG 


LO7 


LO8 


Define the value chain and describe its basic components. 


Distinguish between non-value-added and value-added activities. 


Explain how activity-based management is related to activity-based costing (ABC). 


Describe the target costing process and list its components. 


Identify the relationship between target costing and the value chain. 


Explain the nature and goals of a just-in-time (JIT) manufacturing system. 


Identify the components of the cost of quality. 


Describe the characteristics of quality measures. 


KIMBERLY-CLARK CORPORATION 


For nearly 140 years, has helped improve the quality of life 
for millions of people by developing some of the world’s most trusted and 
recognized health and hygiene brands. is arecognized leader 
in sustainable resource initiatives. In its annual sustainability report, ' 

shares its vision to reduce product packaging by 5 percent by 20138, 
while continuing to work toward recycling 100 percent of nonhazardous 
solid waste from operations. In a recent sustainability report, 

reports that they produced 1.48 million tons of total waste, of which 293,000 
tons were sent to landfills... . Approximately 423,000 tons were recycled, 
composted, or incinerated and 762,000 tons were reused directly or in other 
products or processes. 

By identifying non-value-added activities in its value chain, like sending 
waste to a landfill rather than recycling or reusing that waste, 


was able to save more than $10 million. = 


’ http://www.kimberly-clark.com/aboutus/sus_2010/sustainability_pg41.aspx. 
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Learning Objective 


LO1 


Define the value chain 
and describe its basic 
components. 


Learning Objective 


L02 


Distinguish between non- 
value-added and value- 
added activities. 
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The Value Chain 


To focus on core operations, management begins by identifying components of the organiza- 
tion’s value chain. In Chapter 16, we defined the value chain as the set of activities and 
resources necessary to create and deliver the product or service valued by customers. 

Obviously, the details of each organization’s value chain will look different. Further, the 
value chain for each particular product or service within an organization can be very differ- 
ent. Consider Kimberly-Clark Corporation, the company discussed in the chapter opener. 
On its Web site, Kimberly-Clark lists some of its products and services for the consumer, 
health care, and professional markets. These categories represent different markets with dif- 
ferent types of suppliers and customers. For example, product characteristics that are valued 
by a typical consumer will differ significantly from those valued by a health care customer. In 
addition, the suppliers for health care and consumer products differ significantly. Creating a 
value chain to satisfy diverse customer needs is a major challenge for most businesses. 

For each of a company’s products and services, the following components of the value 
chain (as also shown in Exhibit 19-1) are active: 


¢ Research and development (R&D) and design activities include the creation of ideas and 
the development of prototype products, processes, and services. 

¢ Suppliers and production-related activities include the procurement of raw materials and 
supplies and the activities needed to convert them into finished goods and services. 

¢ Marketing and distribution activities are designed to provide information to potential 
customers and make the products and services accessible to customers. 


¢ Customer service activities are those resources consumed by supporting the product or 
service after it is sold to the customer. 


INTERNATIONAL FINANCIAL REPORTING STANDARDS 
AND THE VALUE CHAIN 


Several reporting differences between U.S. generally accepted accounting principles (GAAP) 
and IFRS are value chain related. Two examples are accounting for R&D and creating multiple 
sets of financial statements. First, IFRS requires some research and development activities 
to be capitalized while U.S. GAAP requires them to be expensed. This difference may affect 
R&D investment decision making. 

Second, companies with operations in countries where IFRS is the accepted standard may 
need to file financial reports that meet both local GAAP and IFRS standards. They may also 
need to reconcile to U.S. GAAP to meet reporting requirements of the U.S. parent company. 
Similarly, a U.S. company that’s a subsidiary of a publicly traded international firm headquar- 
tered in an IFRS reporting country must prepare IFRS financial statements. Or it must be able 
to reconcile its U.S. GAAP statement to IFRS for inclusion in the parent company’s consoli- 
dated financial statement. These additional reporting requirements add costs to the value chain. 


VALUE- AND NON-VALUE-ADDED ACTIVITIES 


Organizations attempt to identify and eliminate the non-value-added activities in their 
value chains. Value-added activities add to the product’s or service’s desirability in the eyes 
of the consumer. Non-value-added activities do not add to the product’s desirability. Thus, 
an organization can decrease its costs if a non-value-added activity that consumes resources 
can be eliminated without changing the product’s desirability. Examples of value-added and 
non-value-added activities are included in Exhibit 19-1. One example of a non-value-added 
activity is having large amounts of raw materials, work in process, or finished goods inventory. 
Kimberly-Clark’s management recognizes the non-value-added cost associated with hold- 
ing inventories because a part of its operating plan is to focus on tight inventory control. 
Just-in-time inventory management processes, discussed later in this chapter, have been 
developed to reduce the consumption of non-value-added resources associated with large 
amounts of inventories. 
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YOUR TURN You as a Raw Materials Inventory Manager 


Assume you are the manager of raw materials for a lumber mill. What types of resources 
are being consumed when a large amount of redwood logs sits idle, waiting to be put 
through the mill? 


(See our comments on the Online Learning Center Web site.) 


Exhibit 1 9-1 VALUE-ADDED AND NON-VALUE-ADDED ACTIVITIES IN THE VALUE CHAIN 


Consumers 


Suppliers & * Marketin Ag f 
pia *@S5 “and 3 go OF cao Customer | 


Production } Distribution | Service 


In the previous three chapters, we concentrated our cost analysis only on the production 
phase of the value chain. However, resources are consumed across the value chain. Organiza- 
tions attempt to minimize resource consumption at all points on the value chain while simulta- 
neously providing the products and services desired by consumers at competitive prices. In this 
chapter, we will consider other cost accounting procedures and techniques that have been devel- 
oped to assess resource use and costs in all parts of the value chain. These procedures include 
activity-based management, which is effective over the entire value chain; target costing, 
designed for the R&D and design phase of the value chain; just-in-time manufacturing 
procedures; and, finally, total quality management, which is also relevant over the entire 
value chain. 
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Activity-Based Management 


Previously, when we introduced activity-based costing (ABC), we provided an ABC example 
focused on production overhead. You may remember that the basic procedures related to ABC 
include the following: 


. Identify the activity. 
. Create an associated activity cost pool. 


. Identify an activity measure. 


BW YN 


. Create the cost per unit of activity. 


Our earlier focus was on using ABC to assign cost to units of the product. However, activity- 
based cost information is also important in management decision making. Remember that man- 
agement is trying to eliminate non-value-added activities from the value chain. For example, 
if the downtime needed for equipment repair can be eliminated from the value chain without 
increasing the cost associated with the total value chain, then it is a non-value-added activity. 
The process of using activity-based costs to help reduce and eliminate non-value-added activi- 
ties is activity-based management. Redesigning equipment layout, acquiring higher-quality 
materials as inputs, buying new equipment, outsourcing repair work, or some combination of 
these management decisions may reduce or eliminate activity cost and associated resource use. 


ACTIVITY-BASED MANAGEMENT ACROSS THE VALUE CHAIN 


While activity-based cost information is very important in the production portion of the value 
chain, it is also very useful for assessing activities associated with most period expenses such 
as R&D, distribution, administration, finance, marketing, and customer service. In many orga- 
nizations, period expenses are more significant to overall profitability than product expenses. 


Managing Activities: An Illustration Management uses ABC 
information to identify activities and processes that are non-value-added or 
where the added costs of those activities and processes outweigh their ben- 
efits to the customer. One way that managers compare the costs and benefits 
of activities is by contrasting the internal cost of the activity to the purchased 
external cost for that activity. To illustrate how activity-based management 
works, consider Boards and More, Inc., a company that sells lumber, paper, 
and packaging products. Boards and More’s chief financial officer (CFO) has 
been approached by a software vendor selling software called “Transaction 
Reduction.” The software is designed to reduce the cost of processing transac- 
tions. In order to determine the cost savings for Boards and More, the CFO 
decides to undertake an ABC study of the activities of his Accounting and 
Finance (A&F) Department. 

The activities performed by the A&F Department include: 


1. Transaction-related activities. 

2. External financial reporting. 

3. Annual planning and budgeting. 
4. Specially requested analyses. 


In addition, the labor cost pool and associated wages are: 


1. Twelve clerks at $20 per hour. 

2. Five finance analysts at a salary of $45,000 each. 

3. Six budget analysts at a salary of $39,000 each. 

4. Three senior analysts at $75,000 each and the CFO at $185,000. 


The CFO, with the help of the employees, completes an extensive activity analysis of the labor 
time consumed for the four identified activities. The CFO then determines the percentage of 


Activity-Based Management 


time devoted to each of the four activities by each of the four labor categories. Please study 
Exhibit 19-2 carefully. It shows the related percentages, cost pools, and activities for the A&F 
Department. 

Remember that the objective of the ABC analysis is to compare the internal cost of pro- 
cessing transactions with the external cost of the proposed software. Thus, the next step in 
the activity analysis is to calculate the detailed cost for each activity. Exhibit 19-3 breaks 
out the cost of each activity by using the percentages from Exhibit 19-2 and the cost of each 
type of labor. The ABC analysis in Exhibit 19—2 will help the CFO manage his own activities 
and those of the 26 employees in the A&F Department. In particular, the CFO can consider 
whether the internal transaction-related activity costs are non-value-added in comparison to 
the external cost of the Transaction Reduction software. 


Exhibit 19-2 IDENTIFYING COST POOLS AND ACTIVITIES 


Boards and More, Inc. 
Department of Accounting and Finance 


a —— Sia 
— Sa 
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Examine the transaction-related activity costs in the first column in Exhibit 19-3. These 
costs are required to make sure basic journal entries are properly recorded and monitored 
throughout the firm to safeguard the firm’s assets. Account clerks complete much of the 
detailed work. However, financial analysts are also involved in assessing transactions and 
undertaking analysis in order to complete their financial reporting responsibilities. As a result 
of the ABC analysis, the CFO estimates $406,200 of the total labor cost pool of $1,310,600 is 
associated with transaction-related activities. 
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Exhibit 19-3 ACTIVITY COST ANALYSES 


Activity Category 
Planning Total 
Transaction- Financial and Special Labor 
Labor Category Related Reporting Budgeting Analyses Resources 
Clerks fy Ye Ve 22,080 hours = (12 clerks, 
(75%) (12.5%) (12.5%) 0 46 weeks @ 40 hrs. 
per week @ $20/hr) = 
$331,200 $55,200 $55,200 $0 $441,600 
Finance analysts Vy 2/, 0 0 5 salaried analysts 
(33.33%) (66.67%) @$45,000 
each = 
$75,000 $150,000 $0 $0 $225,000 
Budget 0 Yo Yo 0 6 salaried 
analysts (50%) (50%) analysts @ 
$39,000 = 
$0 $117,000 $117,000 $0 $234,000 
Senior analysts 0 Va WA Wp 3 seniors @$75,000 
and CFO (25%) (25%) (50%) each and 1 CFO 
@$185,000 = 
$0 $102,500 $102,500 $205,000 $410,000 
Total 
activity $406,200 $424,700 $274,700 $205,000 $1,310,600 
resources 


The software vendor affirms that other companies installing and using Transaction Reduction 
have experienced a 50 percent per year reduction in transaction-related costs. Transaction Reduc- 
tion’s quoted price is $450,000 for the fully installed package, including employee training and 
customer support services. If the CFO purchases the software and the vendor’s savings estimates 
are correct, the software will recover its initial cost after 2.22 years, computed as follows: 


Transaction Activities Cost Pool = $406,200 x 50% savings per year 
= $203,100 per year 

“Transaction Reduction’ Costs = $450,000 + $203,100 per year 
= 2.22 years to recover 


We know that the CFO will have many other concerns in addition to the cost savings from 
the software. For example, since % of the clerks (9 clerks) are engaged in transaction-related 
activities, would 4/2 need to be fired? If so, what are the legal and human implications? 


INTERNATIONAL 


These days, value chain activities such as drawing up detailed architectural blueprints, 
slicing and dicing a company’s financial disclosures, or designing a revolutionary micro- 
processor are often outsourced overseas. That’s why Intel Inc. and Texas Instruments 
Inc. are furiously hiring Indian and Chinese engineers, many with graduate degrees, to 
design chip circuits. Dutch consumer electronics giant Philips has shifted research and 
development on most televisions, cell phones, and audio products to Shanghai. Procter 
& Gamble Co. has employees in Manila, most of whom have business and finance 
degrees, to help prepare P&G ’s tax returns around the world. 

One of the biggest trends reshaping the global economy is in process. The driving 
forces are digitization, the Internet, and high-speed data networks that girdle the globe. 
Now, all kinds of knowledge work can be done almost anywhere. Predictions are that 
at least 3.3 million white-collar jobs and $136 billion in wages will be added to low-cost 
countries by 2015. 


The Target Costing Process 


The CFO may also be concerned that a longer time to recover the initial investment would 
be undesirable given rapid change in software technology. In order to determine the exact 
resources (clerks versus analysts) that might be affected by the new software, a more detailed 
analysis than that just displayed must be undertaken. 


ABC: A SUBSET OF ACTIVITY-BASED MANAGEMENT 


ABC information must be created before management of the activity can occur. To see this, 
consider the ABC data from Boards and More, Inc. Suppose the external auditors for Boards 
and More proposed to the CFO that an independent consulting firm could perform the financial 
analysts’ function for $190,000. At the simplest level, this might be considered a cost reduction 
because the five financial analysts consume $225,000 in resources and the proposed outsourcing 
consumes $190,000 in resources. This suggests that a savings of $35,000 per year ($225,000 — 
$190,000) would result from hiring the outside firm. Closer inspection of the external auditors’ 
proposal, however, reveals that the activities under consideration are restricted to those in the 
financial reporting area. The ABC data, however, tell the CFO that these activities comprise 
only two-thirds of the total financial analysts’ activities (“4 X $225,000 = $150,000). Thus, the 
true resource cost from the external auditors’ proposal would be a loss of $40,000 ($150,000 — 
$190,000), rather than the $35,000 yearly savings. Thus, the CFO should reject the external 
auditors’ proposal. 

Managing the activities at Boards and More requires a clear understanding of what con- 
sumes resources and the costs associated with these resources. In addition, having benchmark 
information about competitive practices can help the company identify non-value-added 
activities. This benchmark information can be in the form of industry studies, competitive 
outside bids, or internal prototyping. Thus, ABC is a critical component of activity-based 
management, but managing the activities also requires benchmark information. Exhibit 19-4 
captures the details of activity-based management. 


Exhibit 19-4 ABC IS A SUBSET OF ACTIVITY-BASED MANAGEMENT 
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The Target Costing Process 


The previous example based on Boards and More, Inc., is aimed at considering activities of 
existing, established processes. Target costing is a business process aimed at the earliest stages 
of new product and service development, before creation and design of production methods. 
It is a process driven by the customer, focused on design, and encompassing the entire life of 
the product. The objective is to create a production process that provides adequate profits. By 
focusing simultaneously on profit and cost planning over the entire value chain, organizations 
are able to tap synergies among the various value chain parts. Consideration of the entire value 
chain at the product development phase is critical because research demonstrates that 80 per- 
cent of production-related expenses are committed once the production process begins. These 
committed resources cannot be changed later without great cost to the company. 
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The target costing process begins with the customer. Customer desires about functionality, 
quality, and, most important, price drive the analysis. Having a clear understanding of cus- 
tomer needs is critical. There are likely to be functional requirements that must be present to 
meet customer needs. Further, the customer may be unwilling to trade off functional require- 
ments for lower price or lower quality. Knowing customer requirements also means under- 
standing competitor offerings. Consumers do not operate in a vacuum. They demand product 
characteristics based on what is available in the marketplace. If a competitor offers a higher- 
quality product with a similar functionality at a lower price, then companies attempt to reen- 
gineer their processes to meet that competition. 


COMPONENTS OF THE TARGET COSTING PROCESS 


At the most basic level, the desired target cost is the cost of resources that should be con- 
sumed to create a product that can be sold at a target price. The target costing process begins 
with identifying the target price. The target price is determined through interaction with con- 
sumers. However, management must determine an acceptable profit margin for the product to 
compute the desired target cost. That profit margin, although not considered in detail here, is 
a function of the type of business and the demands of the marketplace. The basic target cost 
formula is as follows: 


Target Cost = Target Price — Profit Margin 
Target costing can be best understood by considering its four components: 


e Planning and market analysis. 

¢ Concept development. 

e Production design and value engineering. 
e Production and continuous improvement. 


First, significant resources are consumed in planning and market analysis. During planning, 
the customer niche is identified and thoroughly documented. Market analysts carefully consider 
competitors and their potential reactions to the product. The second component, development, 
is focused on product feasibility studies. Development involves a cycle of testing and reformu- 
lating the product to understand customer requirements. These first two components lead to 
an expected target price. The third phase, production design, follows the establishment of the 
product concept in the development phase. Engineering and experienced production personnel 
use value engineering to determine the least costly combination of resources to create a prod- 
uct desired by the customer. Finally, production begins and a continuous improvement process 
is used to attain the target cost. These latter two stages are where the achievement of the target 
cost occurs. Exhibit 19-5 illustrates how the components of the target costing process interact. 


Exhibit 19-5 COMPONENTS OF THE TARGET COSTING PROCESS 


Establishing 
the Target Price 


THE TARGET COSTING PROCESS 


Production 
design and 
value engineering 


Production 
and continuous 
improvement 


The Target Costing Process 


TARGET COSTING: AN ILLUSTRATION 


To illustrate the target costing process, we will use Boards and More, Inc., the company 
previously discussed. One of Boards and More’s product lines is creating paper packaging 
for various products. The company bids on packaging jobs for such products as laundry soap, 
cereal boxes, and pancake mix. The typical value chain for the cardboard boxes is shown 
in Exhibit 19-6. The value chain for these packaging materials includes the research and 
development objective of creating cardboard with superior quality and strength at the lowest 
possible weight. Boards and More produces the cardboard in large rolls that are shipped to 
suppliers for printing and box formation before the boxes are shipped to, in this example, the 
soap manufacturer. 


Exhibit 19-6 TARGET COSTING ACROSS THE VALUE CHAIN 
VALUE CHAIN FOR CARDBOARD PACKAGING 


_ Pressing 


7 ie 


In a recent survey of the soap box market by Boards and More’s Marketing and Planning 
Department, customers expressed dissatisfaction with currently available packaging. Further 
analysis reveals soap manufacturers believe the packaging is too heavy, increasing their ship- 
ping costs. Soap consumers are also unhappy with the ink used because, when the boxes get 
wet, the printing bleeds or rubs off. 

A cross-functional, cross-organizational team is assembled to create a product to satisfy 
customer needs. Notice that two sets of customers, both in the value chain, are important: 
the soap manufacturer and the soap consumer. The product creation team consists of mar- 
keting, design engineering, accounting, and production engineering personnel from Boards 
and More and similar personnel from the printing firm and the soap company. The charge to 
the team is to create new paperboard for the cardboard soap boxes that satisfies customers’ 
needs. 

Observe that, although Boards and More leads the new product team, all members of 
the value chain should participate in new product creation. If the new cardboard created by 
Boards and More is of a lighter weight but cannot properly absorb ink, then the solution is not 
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viable. Similarly, if the cardboard is lightweight but its strength does not allow proper filling 
by the machinery at the soap manufacturer, then the solution is not feasible. Finally, in addi- 
tion to the design changes that Boards and More considers undertaking, other team members 
from the printing or soap companies may want to modify or change their processes to satisfy 
the ultimate customer, the soap consumer. 


YOUR TURN You as a Team Leader 


Assume you are the leader of the Boards and More product creation team for the new soap 
box design. At the initial meeting of the cross-organizational team, a serious reservation is 
raised by the team members from the printing firm about the confidentiality and intellectual 
properties of any new designs created by the overall team. The printing firm has a policy 
of keeping all printing formulas and processes secret to protect its competitive advantage 
in the marketplace. The printing firm team members point out that five years ago Boards 
and More engineers used an idea that they got while talking with the engineers from the 
printing firm. The reservations of the printing firm representatives are so serious that the 
viability of the soap box design project is threatened. What should you do? 


(See our comments on the Online Learning Center Web site.) 


The marketing team members provide information about the customer requirements, and 
the design engineers link those requirements to the functions of the paperboard. A small sam- 
ple of relevant requirements and functions is shown in Exhibit 19-7. The “high” or “low” 
indicates the importance of the function in satisfying the requirement and the “+” or “—” 
indicates if the function and requirement are positively or negatively associated. 


Cardboard Function 
Ability to Bend 


Requirements and Cut Absorption Rate 
Soap consumer Box is easy to pour High (+) Low 
requirements Ink does not bleed Low High (+) 
when wet 
Soap manufacturer Box is lightweight High (+) High (+) 
requirements for shipping 
Box is strong High (—) Low 
for filling 


The requirements/functions table helps the design engineers to focus on product functions 
that can best meet the needs of the customers. In this case, the ability to bend and cut the card- 
board is very important for how easy the box is to pour, its weight, and its strength. Unfortu- 
nately, the current technology in paperboard implies that, although lightweight cardboard is 
easier to bend and cut and is easier for the consumer to pour, it is not strong enough to meet 
the soap manufacturer’s requirements. It seems clear from Exhibit 19-7 that if the box could 
be made stronger while simultaneously maintaining light weight and high absorption, several 
consumer requirements could be met. Of course, the problem of the additional cost associated 
with the lighter weight paperboard must be considered. 


The Target Costing Process 


The marketing members of the team must determine the target price consumers are willing 
to pay to gain the desired requirements. After market surveys, it becomes clear that soap 
consumers are unwilling to pay more than the current price of $4.50 per box for the desired 
requirements. The soap manufacturer is thus unwilling to increase the amount it pays to 
Boards and More, $2.30, for the printed soap boxes. 

Additional investigation reveals competitors are about to release new packaging designed 
to solve some of these problems—plastic bottles. The plastic bottles are lightweight and 
strong and have labels that eliminate the printing problems. Although this new packaging 
approach does not require a price increase, the head marketing and engineering managers 
at Boards and More are skeptical of its acceptance by soap consumers because of pouring 
problems. The narrow neck of the plastic jug causes the powdered soap to clump together as it 
pours, creating problems for the consumer. It is clear, however, that competitors are working 
to solve these problems. 

The design engineers, working with the accountants who have gathered ABC informa- 
tion, have come up with a potential solution to meet customer requirements as illustrated in 
Exhibit 19-8. 

The design engineers propose an initial target cost of $1.77. Lowering the wood fiber con- 
tent of the paperboard and using microscopic plastic fibers that reduce weight and increase 
strength generates this initial target cost. The new mixture would require fewer pounds of 
pressure when being rolled but would require longer drying time and higher heat during 
drying. The paperboard would then be ready for printing. However, the printing company 
determines the new paperboard would require new printing technology because of absorption 
problems created by the plastic fibers. The new paperboard would increase printing costs by 
$0.03 and the total cost by $0.05 per box ($1.72 to $1.77). 


Cardboard—Cost per Box 


Current ABC- Value Engineered 
Solutions Based Cost Initial Target Cost Target Cost 
Fiber mix $0.52 $0.55 $0.55 
Pressing requirements 0.08 0.05 0.05 
Drying time 0.04 0.06 0.05 
Bend and cut—outsourced 0.33 0.33 0.30 
Printing—outsourced _0.75 _0.78 0.77 
Total $1.72 $1.77 $1.72 


Because the initial target cost of $1.77 is too high to maintain previous margins, value 
engineering becomes critical. Cost must be driven out of the value chain or the proposed solu- 
tion will not be acceptable. One piece of the value chain not yet considered is the bending and 
cutting used to create the box. Boards and More approaches the supplier that bends and cuts 
the boxes before they are shipped to the soap manufacturer. Boards and More asks for a price 
cut of $0.03 from the current price because the bending and cutting process should be easier 
and less costly, and the supplier agrees. Then Boards and More suggests splitting the remain- 
ing $0.02 of the total cost increase with the printer to achieve the target of $1.72, the price 
the soap producer is willing to pay. The printer agrees to the $0.01 reduction and Boards and 
More finds a way to cut $0.01 out of its heating and drying costs. Through value engineering 
across the value chain, suppliers and producers are able to arrive at the desired target cost. 

One aspect of target costing not yet discussed is consideration of product costs over the life 
of the product. Life-cycle costing is the consideration of all potential resources consumed by 
the product over its entire life. These costs stretch from product development and R&D costs 
through warranty and disposal costs. In the Boards and More case, if the new paperboard mix 
for the soap boxes creates additional disposal costs for the soap consumer, these costs must be 
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considered. For example, Boards and More needs to understand the impact of the new paper- 
board mix that contains plastic fibers on the ability of consumers to recycle the soap boxes 
and on their own potential environmental costs. These additional product life-cycle consider- 
ations are a formal part of the target costing process. 


CHARACTERISTICS OF THE TARGET COSTING PROCESS 


Notice several characteristics in our illustration of the target costing process. First, the 
entire value chain is involved in driving cost out while satisfying customer needs. Second, 
process understanding is the cornerstone of target costing. A clear understanding of the 
connection between the key components of the process and the associated costs is critical 
for focusing value engineering efforts. Third, target costing requires an emphasis on the 
product’s functional characteristics and their importance to the customer. Fourth, a primary 
objective of the target costing process is to reduce development time. The cross-functional, 
cross-organizational team approach allows for simultaneous, rather than sequential, consid- 
eration of possible solutions, speeding up new product development time. Finally, ABC 
information is very useful in determining which process changes will drive costs out of the 
activities necessary to achieve the target cost. 


Just-in-Time Inventory Procedures 


One approach used to drive cost out of the production process is a just-in-time (JIT) manu- 
facturing system. The phrase “just in time” refers to acquiring materials and manufacturing 
goods only as needed to fill customer orders. JIT systems are sometimes described as demand 
pull manufacturing because production is totally driven by customer demand. This contrasts 
with more traditional supply push systems in which manufacturers simply produce as many 
goods as possible. 

A JIT system is characterized by extremely small or nonexistent inventories of materials, 
work in process, and finished goods. As shown in Exhibit 19-9 materials are scheduled to 


Just-in-Time Inventory Procedures 


arrive only as needed, and products flow quickly from one production process to the next 
without wait time or downtime. Finished goods in excess of existing customer orders are not 
produced. One goal of a JIT system is to reduce or eliminate costs associated with storing 
inventory, most of which do not add value to the product.” 

JIT is part of a philosophy of eliminating non-value-added activities and increasing prod- 
uct quality throughout the manufacturing process. As discussed previously, the term non- 
value-added activities refers to those functions that do not directly increase the worth of a 
product to a customer. Examples of non-value-added activities include storing direct materi- 
als, setting up machinery, and time during which machinery or employees stand idle. 


JIT, SUPPLIER RELATIONSHIPS, AND PRODUCT QUALITY 


Perhaps the most important goal of a successful JIT system is to control product costs without 
sacrificing product quality. This goal is achieved, in part, by cultivating strong and lasting 
relationships with a limited number of select suppliers. Reliable vendor relationships are 
essential for achieving long-term quality, even if vendor prices are not the lowest available. In 
fact, slightly higher prices related to higher quality may actually result in quality improvement 
and cost savings in the long run because a JIT manufacturer can then reduce the time devoted 
to inspecting and testing materials received. 

Exhibit 19-9 shows that implementing a successful JIT system involves much more than 
reliable vendor relationships. The workers in a JIT system must be extremely versatile. Since 
products are produced only as needed, workers must be able to shift quickly from the produc- 
tion of one product to another. To do so, they must learn to perform various tasks and operate 
different machines. Many companies have found that this concept of flexible manufacturing 
improves employee morale, skill, and productivity. 

In order to accommodate the demands of flexible manufacturing within a JIT system, an 
efficient plant layout is critical. Machines used in sequential order must be close to each other 
to achieve a smooth and rapid flow of work in process. Since machinery downtime can inter- 
rupt the entire production process, equipment reliability is also a vital concern. To help ensure 
reliability, workers in JIT systems are often trained to perform preventive maintenance on the 
machinery they use and make many routine repairs themselves. 


MEASURES OF EFFICIENCY IN A JIT SYSTEM 


Timing is of critical importance in a JIT system. Therefore, time measurements are essential 
for scheduling production activities in a manner that avoids bottlenecks and ensures that jobs 
are completed “just in time.” 

The length of time required for a product to pass completely through a manufacturing 
process is called the cycle time. The cycle time is often viewed as containing four sepa- 
rate elements: (1) processing time, (2) storage and waiting time, (3) movement time, and 
(4) inspection time. Only during processing time, however, is value added to the product. 
Ideally, the other elements of a product’s cycle time should be reduced as much as possible. 

A widely used measure of efficiency in a JIT system is the manufacturing efficiency 
ratio (or throughput ratio). This measure expresses the time spent in value-added activities 
(processing activities) as a percentage of total cycle time. The ratio is calculated as follows: 


Manufacturing Efficiency Ratio = Value-Added Time 
Cycle Time 


The optimal efficiency ratio is 100 percent, which indicates that no time is being spent on 
non-value-added activities. In practice, however, this ratio is always considerably less than 
100 percent. But in many cases, this ratio should provide managers with a wake-up call. 
Companies that have not made concerted efforts to improve efficiency sometimes have manu- 
facturing efficiency ratios less than 10 percent. Improvements in efficiency often translate 
directly into cost savings for a company. 


> Factors considered in determining the optimal size of inventories were discussed in Chapter 8. 
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Measuring Quality Accounting systems in JIT companies measure quality, as well as 
costs and cycle times. One widely used measure of production quality is defects per million units 
produced. In some companies, defect rates have been reduced to less than one defective part per 
million units of production. Other measures of quality include merchandise returns, number of 
warranty claims, customer complaints, and the results of customer satisfaction surveys. 

A JIT system does not, in itself, ensure quality. Rather, it establishes striving for quality as 
a basic goal of the organization. 


Total Quality Management and the Value Chain 


The widespread adoption of JIT techniques demonstrates that current global competitive mar- 
ket conditions require firms to compete on quality and costs. The cost of ignoring quality is 
very high, most notably from lost sales. Companies that are able to compete globally on qual- 
ity and cost inevitably have well-developed total quality management (TQM) processes. 
Total quality management includes assigning responsibility for managing quality, providing 
good quality measures for decision making, and evaluating and rewarding quality perfor- 
mance. Accountants participate in this measurement and reporting process by designing sys- 
tems that can track quality and assign cost to quality failures. 


COMPONENTS OF THE COST OF QUALITY 


Four components of quality are typically considered when designing a measurement system 
to track quality costs: 


¢ Prevention costs refer to the cost of resources consumed in activities that prevent defects from 
occurring. Examples include employee training, quality process audits, quality concern issues 
embedded in target costing processes for new products, and supplier quality evaluations. 

¢ Appraisal costs are incurred to determine whether products conform to quality standards. 
Examples include inspection of incoming supplies and materials, in-process inventories, 
and finished goods; inspection and monitoring of production processes; and inspection of 
testing equipment to ensure quality. 

¢ Internal failure costs include additional production-related costs incurred to correct low- 
quality output. Examples include rework, downtime, engineering change orders, scrap, 
retesting, and reinspection. 

¢ External failure costs are the largest and most difficult to measure. These costs are incurred 
because quality failures are allowed to enter the market. They include lost sales, costs due 
to returns and allowances, warranty costs, product liability costs, and lost goodwill. 


These four types of quality costs are not independent. Obviously, if more time and effort are 
spent ensuring that defective goods do not leave the firm, lower external failure costs are 
likely. In fact, these quality cost trade-offs have been identified and are represented by the 
graph in Exhibit 19-10. 

The graph demonstrates that, as more resources are consumed in the prevention and 
appraisal categories, the costs associated with external and internal failures will decline. 
Designing processes to produce high-quality units through prevention of failures pays off 
in lower rework, higher customer satisfaction, more repeat business, and lower warranty 
costs, among other benefits. A focus on prevention occurs during the target costing process 
described earlier. But prevention also includes identifying high-quality suppliers, as discussed 
in the section about just-in-time inventory procedures. 

The arrows in Exhibit 19-10 show a phenomenon that has been occurring over the past 
20 years. Prior to computerized equipment becoming commonplace in manufacturing plants 
and offices, quality had to be inspected into the product through the consumption of labor 
resources. Using labor to inspect all incoming raw materials, work in process on the shop 
floor, and finished goods is very expensive and not as reliable as might be desired. The use 
of computerized technology to perform quality inspections has reduced appraisal costs and 
improved appraisal reliability. The reduction in appraisal and prevention costs has shifted the 
cost curves, making high quality a less costly option. 


Total Quality Management and the Value Chain 


A second, important development leading to the prominence of TQM is the recognition of 
the interconnectedness of the value chain. If quality is low in one part of the value chain, qual- 
ity costs can increase for all components in that chain. A supplier providing low-quality inputs 
can cause the buyer to incur rework and warranty expenses. A retailer that provides low-quality 
access for the consumer will hurt sales and affect the entire value chain. Therefore, the entire 
value chain must participate in a total quality management approach. 


CASE IN POINT 


Six Sigma is a complementary process many companies use with total quality manage- 
ment. Six Sigma, a business management strategy originally developed by Motorola, 
has been described as TQM on steroids. The central idea behind Six Sigma is that if you 
can measure how many “defects” you have in a process, you can systematically figure 
out how to eliminate defects getting as close to “zero defects” as possible. In Six Sigma, 
a defect is defined as any process output that does not meet customer specifications, 
or that could lead to creating an output that does not meet customer specifications. To 
achieve Six Sigma quality, a process must produce no more than 3.4 defects per million 
opportunities (i.e., 99.99966% error-free). 

Many companies use Six Sigma techniques to improve business and manufacturing 
processes. For example, General Electric Company has made Six Sigma part of its 
corporate culture because they believe their competitive environment leaves no room for 
error. However, critics of the approach suggest that it can stifle creativity by focusing too 
many resources on existing processes rather than on new business opportunities. 


MEASURING THE COST OF QUALITY 


Quality is a multidimensional concept. Multiple measures are necessary to capture the varied 
aspects of quality. Most firms begin by creating a cost of quality report based on the four 
components of quality discussed previously. Exhibit 19-11 shows an example of such a quar- 
terly report for Boards and More, Inc. 

Simply reporting quality costs is only the first step in managing the associated activities. 
Twenty thousand dollars in lost sales is a significant non-value-added cost that Boards and 
More would like to eliminate. In order to eliminate these costs, management must understand 
and track the activities that created them. In other words, management must determine the 
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BOARDS AND MORE, INC. 


A QUALITY COST REPORT QUALITY COST REPORT 
FOR QUARTER ENDED SEPTEMBER 30, 2011 
TQM Category Percentage 
Cost Cost of Sales 

Prevention costs: 

Hic llollate heeaevcemeeecececer etre tec eeeecea rarer eta $12,000 

Maintenances t.tce se tc mera ern cree 10,000 

CET GEMMING) 2c ceunianeeneccasnnaunas 8,000 $30,000 3.2% 
Appraisal costs: 

Inspections—Materials ................... 6,000 

Inspections—Equipment................-. 2,000 

Inspections—Work in process.............. 4,000 

MleStingrequipmenti renner wae eer ester rere 5,000 17,000 1.8 
Internal failure costs: 

PROWOMK Son. ceateveh, ee crac vie stot meeny cnt cnet reser 5,000 

Downtime ae oi eas cer a: cen ener ae cues 7,000 

SClAP ienenrsasece sing vied seers Heonmeneeas 8,000 20,000 Pall 
External failure costs: 

Weantantyic irc mmeetente ae cectecaisgeucseeasieuehcstedsicyeucds 4,500 

ostisaleseraerarstertrmic ror warn cone ee tava 20,000 

Repairs i scvuceae: sprect vale reccucke ai bee meeed setae set 6,500 31,000 3.3 
MOtalS wees ware emery remeron eres $98,000 10.4% 


cost drivers of lost sales, rework, warranty costs, and so on. Measuring and managing quality 
requires multiple measures of these cost drivers. Customer satisfaction surveys, vendor rating 
systems, measures of manufacturing defect rates, downtime, on-time deliveries, and so on are 
tracked and measured by companies using total quality management approaches. 


PRODUCTIVITY AND QUALITY 


Measuring quality without simultaneous concern for productivity can be a recipe for bank- 
ruptcy. Quality and productivity are ultimately linked, and managers prefer to undertake 
activities that reduce the costs associated with low quality and increase productivity. Fortu- 
nately, this is often possible. Managers frequently find that activities that reduce scrap and 
rework also increase productivity. 


In order to increase the likelihood that public companies pre- 
pare accurate and reliable financial statements, the Sarbanes- 
Oxley Act requires public companies and their auditors to 
issue separate reports on the effectiveness of their internal 
control structures. The internal control structure includes all 
measures used by an organization to guard against errors, 
waste, and fraud (non-value-added activities), with the objec- 
tive of ensuring the quality and reliability of accounting infor- 
mation. Because a company’s value chain typically includes 
transactions recorded in accounting records, the internal 
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control structure must take into account the reliability of the 
entire value chain. 

The requirement that companies issue audited reports on 
the effectiveness of their internal control structures has been 
expensive. As a result, it has been very unpopular with some 
segments of the business community, who question whether 
these audited reports are value-added. In particular, smaller 
public companies have complained that the costs of internal 
control reporting place a disproportionate burden on them 
given their smaller size. 


Concluding Remarks 


Productivity is usually measured by comparing inputs and outputs. Quality improvements 
are evident when the amount of input is reduced for a given, fixed level of output. In the qual- 
ity cost report, the column labeled “Percentage of Sales” is a productivity measure. The out- 
puts are sales dollars and the inputs are the resources consumed by quality-related activities. 
Increases in quality for Boards and More are signaled by a decrease in the total quality cost 
as a percentage of sales dollars. Earlier in this chapter, we discussed another productivity 
measure—the JIT manufacturing efficiency ratio. It compares the input, value-added time, 
and the output, cycle time, to obtain a measure of productivity throughput. 


Concluding Remarks 


We have identified four techniques commonly used by organizations to manage costs over 
their value chain. The underlying objective of these four techniques—activity-based manage- 
ment, the target costing process, just-in-time procedures, and total quality management—is 
to eliminate non-value-added activities from the value chain. This objective is achieved by 
assigning employees the responsibility for managing these non-value-added activities, pro- 
viding information about the cost of these activities, and rewarding managers who eliminate 
these activities. The customer ultimately defines non-value-added activities. It is true that, in 
determining the shape and structure of the value chain, the customer is king. 
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END-OF-CHAPTER REVIEW 


Define the value chain and describe its basic com- 
ponents. We define the value chain as the set of activities 
and resources necessary to create and deliver the product 

or service valued by customers. Its basic components include 

research and development, production and supplier relations, 
marketing and distribution, and customer service activities. 


Distinguish between non-value-added and value- 
added activities. Value-added activities add to the pro- 
duct’s or service’s desirability in the eyes of the consumer. 
Non-value-added activities do not add to the product’s desirability. 


L02 


Explain how activity-based management is related 

to activity-based costing (ABC). Activity-based man- 

agement requires an understanding of the link between 
activities that consume resources and the costs associated with 
those resources. The objective of ABC is to create the cost per 
unit of a measured cost driver. The objective of activity-based 
management is to manage the activities that drive those costs. 


Describe the target costing process and list its 
components. Target costing is a business process 
aimed at the earliest stages of new product and service 
development. The components of target costing consist of 
concept development through planning and market analysis; 
product development using value engineering; and production 
with continuous improvement goals. 


Lo4 


Identify the relationship between target costing 
and the value chain. The entire value chain is involved 
in the target costing process to identify activities that 
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Key Terms Introduced or 


Emphasized in Chapter 19 


activity-based management (p. 844) The process of using 
activity-based costs to help reduce and eliminate non-value- 
added activities. 


cycle time (p. 853) The length of time for a product to pass 
completely through a specific manufacturing process or the 
manufacturing process viewed as a whole. Used as a measure of 
efficiency in JIT systems. 


just-in-time (JIT) manufacturing system(p. 852) An 
approach to manufacturing that reduces or eliminates non-value- 
added activities, such as maintenance of inventories. Focuses on 
both efficiency and product quality. 


life-cycle costing (p. 851) The consideration of all poten- 
tial resources consumed by the product over its entire life. It is 
an important part of the target costing process where target 


drive cost out while satisfying customer needs. A primary 
objective of the target costing process is to reduce development 
time. The cross-functional, cross-organizational value chain 
approach allows for simultaneous, rather than sequential, 
consideration of possible solutions, speeding up new product 
development time. 


Explain the nature and goals of a just-in-time 
(JIT) manufacturing system.In a JIT system, 
materials are acquired and goods are produced just in 
time to meet sales requirements. Thus, production is pulled by 
customer demand, rather than pushed by an effort to produce 
inventory. The goals of a JIT system are to eliminate (minimize) 
non-value-added activities and to increase the focus on product 
quality throughout the production process. 
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Identify the components of the cost of quality. 

Quality costs are classified into four groups: (1) costs 

associated with preventing poor quality from occurring, 
(2) costs of appraising and inspecting quality into the product, 
(3) internal failure costs that are incurred to correct quality 
problems before the customer receives the good or service, and 
(4) external failure costs that happen when an unsatisfactory good 
or service is delivered to a customer. 


Describe the characteristics of quality measures. 

Quality measures must be customer focused because 

quality failures can be identified only by customers. 
These measures should be multidimensional, including both 
financial and nonfinancial components, to help management 
focus on activities that drive quality costs. 


costing teams estimate all potential costs to the consumer over 
the product’s life. 


manufacturing efficiency ratio (p. 853) Processing time 
stated as a percentage of cycle time. Used as a measure of effi- 
ciency in JIT systems. 


non-value-added activity (p. 842) An activity within the 
value chain that does not make the product or service more valu- 
able to the customer. 


Six Sigma (p. 855) A process used by companies to eliminate 
defects in a process with a goal of as close to zero defects as possible. 


target costing (p. 847) A business process aimed at the earli- 
est stages of new product and service development, before cre- 
ation and design of production methods. It is a process driven by 
the customer, focused on design, and encompassing the entire 
life of the product. 


total quality management (TQM) (p. 854) An approach to 
eliminating wasteful activities and improving quality throughout 


Demonstration Problem 859 


the value chain by assigning quality management responsibility, value chain (p. 842) The set of activities necessary to create 
monitoring quality costs, and rewarding low-cost, high-quality and distribute a desirable product or service to a customer. 
results. 


value engineering (p. 848) The methods used by engineers 
value-added activity (p. 842) An activity within the value chain and production personnel to determine the least costly combina- 
that makes the product or service more valuable to the customer. tion of resources to create a product desired by the customer. 


Demonstration Problem 


At the beginning of 2011, Suskin, Inc., initiated a quality improvement program. Considerable effort 
was expended to reduce the number of defective units produced. By the end of 2012, reports from the 
production manager revealed that scrap and rework had both decreased. The CFO was pleased to hear 
of the success but wanted some assessment of the financial impact of the improvements. To make 
this assessment, the following financial data were collected for the current and preceding two years: 


2010 2011 2012 
SACS) a2 kohia tes ee ota Oamedtthis dace $10,000,000 $10,000,000 $10,000,000 
SCMPs eck cat eted eee enka wes ee eee a 450,000 400,000 300,000 
REWOMK. 325 a anette dawn aaa ahd 625,000 600,000 400,000 
Product inspection...................... 100,000 120,000 125,000 
Product warranty...................-0.0. 875,000 800,000 600,000 
Quality training..................20.00-- 20,000 40,000 80,000 
Materials inspection..................... 80,000 40,000 40,000 


Instructions 
a. Classify the costs as prevention, appraisal, internal failure, and external failure. 


b. Compute total quality cost as a percentage of sales for each of the three years. By how much 
has profit increased because of quality improvements between 2010, 2011, and 2012? 


c. Graph the prevention and appraisal costs versus the internal and external failure costs for 
2010, 2011, and 2012. Extrapolate the curves to show the optimal quality point. 


d. Consider the quality costs as non-value-added activities. Describe how these activities might 
be eliminated. 


Solution to the Demonstration Problem 
a. 


Internal External 
Prevention Appraisal Failure Failure 
Product and 
Quality Materials Scrap and Product 
Training Inspection Rework Warranty Totals 
2010 $20,000 $180,000 $1,075,000 $875,000 $2,150,000 
2011 40,000 160,000 1,000,000 800,000 2,000,000 
2012 80,000 165,000 700,000 600,000 1,545,000 
Change in cost +20,000 —20,000 —75,000 —75,000 —150,000 
2010-2011 
Change in cost +40,000 +5,000 —300,000 —200,000 —455,000 
2011-2012 
b. 
Year Total Quality Cost + Sales Profit Increase = Cost Decrease 
2010 $2,150,000 + $10,000,000 = 21.5% 
2011 $2,000,000 -- $10,000,000 = 20.00% $2,150,000 — 2,000,000 = $150,000 


2012 $1,545,000 + $10,000,000 = 15.45% $2,000,000 — 1,545,000 = $455,000 
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d. Non-value-added activities are those that can be eliminated without reducing the value (that 
is, increasing the cost or lowering the quality) of the product to the customer. The following 
example solutions assume that costs to the customer will not increase and quality will be 
maintained. Many other activities may drive these costs, and other solutions are viable. 


Quality Category Activity 


Example Solution 


Scrap Machine problem 
Labor problem 
Rework Too many parts 
Employee carelessness 
Product inspection Poor-quality raw materials 
Poor testing equipment 
Product warranty Inspection failures 
Too many parts 
Materials Transportation-in problem 
inspections Supplier ships 


poor-quality goods 


New equipment/better maintenance 
Quality training and/or incentives 
Value engineering 

Quality training and/or incentives 
Supplier quality certification programs 
New testing equipment 

Buy more reliable equipment 


Value engineering 
Quality certification for shippers 
Quality certification for suppliers 


Self-Test Questions 


The answers to these questions appear on page 877. b. Baking the bread. 
c. Shipping the loaves to a warehouse to await distribution 


1. Which of the following would be considered non-value- to local stores. 


added activities by a bakery’s bread customers? d. Delivering loaves to local stores. 


id 


a. The mixing of flour, eggs, milk, and other ingredients 


Rotating bread stock in the stores so that older loaves 
into bread dough. are sold first. 


Brief Exercises 
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ab 


Premo Pens, Inc., is in the process of developing a new 
pen to replace its existing top-of-the-line Executive Model. 
Market research has identified the critical features the pen 
must have, and it is estimated that customers would be will- 
ing to pay $30 for a pen with these features. Premo’s produc- 
tion manager estimates that with existing equipment it will 
cost $26 to produce the proposed model. The current Execu- 
tive Model sells for $24 and has a total production cost of 
$20. A competitor sells a pen similar to the proposed model, 
but without Premo’s patented easy retract feature, for $28. It 
is estimated to cost the competitor $25 to produce. If Premo 
seeks to earn a 20 percent return on sales on the new model, 
which of the following represents the target cost for the new 
pen? 

a. $26.00. 

b. $22.40. 

c. $24.00. 

d. $19.80. 

JIT inventory systems strive to: 


a. Cultivate long-term relationships with a select group of 
reliable suppliers. 


b. Keep inventories at minimal levels. 


4. 


5; 
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c. Improve overall product quality. 

d. All of the above. 

Which of the following would not be considered a cost of 

quality? 

a. Lost sales due to bad publicity generated by product 
failures. 


b. The cost of repairing merchandise that was dropped by 
a forklift in the factory. 


c. The amount of a bonus paid to the work team producing 
the fewest defective units. 


d. The cost of the external audit. 


Which of the following would not be classified as an external 
failure cost? 


a. Extra shipping charges incurred to rush a customer an 
order that was delayed for rework. 


b. Costs incurred for a product recall. 
c. The cost of product liability insurance. 


d. The cost of maintaining a customer complaint hotline. 


MTDMaU DISCUSSION Questions 


1. 


L01 


What are three important criteria for successful business pro- 
cess management? 


. Suppose you are interested in opening up a new restaurant in 


your area. What specific activities would you undertake in 
the research and development and design stage of the value 
chain for the restaurant? 


. What activities would make up the marketing and distribu- 


tion component of the value chain of a local fire department? 


. Distinguish between value-added and non-value-added 


activities and provide an example of each. 


. Assume you are the manager of the finished goods ware- 


house of a stereo manufacturer. What costs are being 
incurred as stereos are stored while awaiting shipment to 
retail stores? 


. Why is target costing most effectively applied at the research 


and development and production process design stage of the 
value chain? 


. What is the objective of activity-based management and how 


does it differ from activity-based costing? 


Brief Exercises 


BRIEF 
EXERCISE 19.1 
Value Chain 
Components 


part of the value chain. 


8. 


Why is the output of a JIT system likely to contain fewer 
defective units than the output of a traditional manufacturing 
system? 


. Why is JIT often described as a “philosophy,” rather than as 


an inventory management technique? 


. List and describe the four components of the cost of quality 


and provide examples of each. 


. What is life-cycle costing and why should it be used in the 


target costing process? 


. Explain why the selection of cost drivers is an important part 


of identifying non-value-added activities. 


. Some managers believe machine performance is more 


important in a JIT environment than in a non-JIT environ- 
ment. Do you agree or disagree? Explain your answer. 


. Why is it so important that target costing procedures focus 


on the customer? 


. What are the four components of target costing? Why are 


each of these components important for target costing? 


connect 


[ACCOUNTING 


SailRight Boat Company builds and sells small sailboats. Identify at least four specific components 
of SailRight’s value chain. For each component describe what activities might take place in that 
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Assume Bracy’s, a retail establishment, wants to capture a 30 percent share of the evening gown 
market. In order to capture that share, it has determined that the average price of an evening 
gown should be $450.00. Bracy’s requires a 25 percent markup on all clothing lines. What is the 
target cost for the average evening gown? 


Identify a restaurant where you have dined. Identify some of the types of costs that the restaurant 
incurs in each of the four cost-of-quality categories. Consider how those costs are related to each 
other. 


Identify a non-value-added activity at a grocery store, a bank, and a hotel. Explain how each orga- 
nization might be able to eliminate the non-value-added activity identified. 


Bronigan’s, a maker of handheld video games, recently analyzed its manufacturing process to iden- 
tify value-added and non-value-added activities. Bronigan’s found that the total non-value-added 
manufacturing time associated with producing the average game was 12 hours and the total time 
to produce the average game was 16 hours. What is the manufacturing efficiency ratio for game 
production at Bronigan’s? 


An activity analysis at Loaf’s End Bread Company found the following activities for its bread 
makers: 10 percent of time, adding ingredients; 60 percent of time, mixing and kneading dough; 
10 percent of time, shaping into loaves; and 10 percent of time, cleaning up. The total salary and 
benefits cost pool for bread makers is $850,000 per year. Loaf’s End is considering buying new 
equipment that would reduce the time required to mix and knead by 80 percent. What is the poten- 
tial savings to Loaf’s End per year if it acquires the new equipment? What other value chain and 
quality issues, besides cost savings, should be considered? 


Assume you’ve just started a new business to manufacture Weed Be-Gone, a new electronic gizmo 
that zaps weeds. Your business analyst tells you that in the long run Weed Be-Gone will sell for 
$12.50 because, after a few years pass, similar products will be introduced by your competitors. 
Assume that, in the long run, you want to earn $2.50 on each unit of Weed Be-Gone sold. What is 
the target price? What is the target profit? What is the target cost? 


Mark each of the following as true or false: 

Total quality costs are covered by external failure and appraisal costs. 

Traditional job order costing systems identify and account for quality costs. 

A rise in internal failures means higher appraisal costs. 

Quality can pay for itself. 

As the amount of rework rises, the internal failure costs rise, but external failure costs should fall. 
Higher quality often leads to higher productivity. 

Just-in-time manufacturing typically requires tracking of quality costs. 


Sm moan > 


Internal and external failure costs are independent. 


Acme International hired a consulting firm to determine if it had any quality-related problems. The 
consulting firm spent two months reviewing all processes at Acme and suggested that Acme buy 
new equipment to reduce throughput time. Then the consulting firm billed Acme $50,000 for ser- 
vices rendered. Should Acme be happy with the consulting firm’s work related to product quality? 
Why or why not? 


Team members involved in the target costing process should consider the current and future effects 
of their proposed solutions to arrive at the proposed target cost. Assume in the Boards and More 
example illustrated in Exhibit 19-8 that one proposed solution is to acquire new heating and drying 
equipment for the new paperboard mix. Assume the new equipment has a purchase price of 
$500,000 and is expected to increase the annual depreciation expense from $100,000 to $150,000 
per year. What are the cash flow consequences to paperboard in the current year? In future years? 


Exercises 863 
i @ connect 
Exercises lene 
L02. EXERCISE 19.1 The following are eight technical accounting terms introduced or emphasized in this chapter: 
through Acoounting Activity-based management Total quality management 
Terminology eee : P 
\ Just-in-time manufacturing system Target costing 
be Life-cycle costing Value-added activity 
Non-value-added activity Value engineering 
Each of the following statements may (or may not) describe one of these terms. For each statement, 
indicate the accounting term described, or answer “none” if the statement does not correctly 
describe any of these terms. 
a. Can be eliminated without changing a product’s desirability in the eyes of consumers. 
b. The focus of this costing method is to assign manufacturing costs to final products. 
c. The process of determining the least costly combination of resources needed to create a product 
desired by customers. 
d. This method considers all costs borne by the consumer from purchase to disposal of a product. 
e. If eliminated, the product’s desirability to consumers is decreased. 
f. The process of using activity-based costs to help reduce and eliminate non-value-added activities. 
g. A method in which a product’s selling price is determined by adding a fixed amount to the 
product’s current production cost. 
h. An approach that explicitly monitors quality costs and rewards quality-enhancing behavior. 
i, An important aspect of this method is the reduction of unnecessary inventories. 
L01 EXERCISE 19.2 Assume you have just been hired as the management accountant in charge of providing your firm’s 


Value-Chain Activities | managers with product cost information. Identify the activities you might undertake for the follow- 
ing four value chain components: 


a. Research and development 
b. Production 
c. Marketing 
d. Customer service 
102 EXERCISE 19.3 Dainty Diners, Inc., produces various types of bird feeders. The following is a detailed description 
Value-Added versus of the steps involved in the production of wooden bird feeders: 


Non-Value-Added 
103 Activities 


eo 


10. 


11. 


1. Raw materials, such as wood, nails, and clear plastic are purchased. 


The raw materials are unloaded from the delivery truck into a raw materials storage area. 
The purchase order is checked for accuracy by an employee doing a visual count of the items. 
The materials are inspected for defects such as rotting, excessive knots, and scratches. 


The Cutting Department orders raw materials by sending a requisition form to the raw materi- 
als storage area. 


When a requisition is received, raw materials are moved from the storage area to the Cutting 
Department. 


The wood and plastic are cut into properly sized pieces. 
The cut pieces are stacked and moved to a work in process warehouse. 


The Assembly Department orders cut pieces when they are needed by sending a requisition 
form to the work in process warehouse. 


When a requisition is received, cut pieces are moved from the work in process warehouse to 
the Assembly Department. 


The cut pieces are assembled into a bird feeder. 
a. For each of the above steps, indicate whether it is a value-added or non-value-added activity. 


b. For each of the non-value-added activities, determine whether it can be eliminated; if it 
cannot be eliminated, suggest ways in which the costs could be minimized or productive 
efficiency increased. 
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Blake Furniture, Inc., maintains an Accounts Receivable Department that currently employs 
eight people. Blake is interested in doing an activity analysis because an outside firm has offered 
to take over a portion of the activities currently handled by the Accounts Receivable Depart- 
ment. The four main activities handled by the department are (1) billing and recording payments, 
(2) customer service activities, (3) financial reporting and analysis, and (4) collecting delinquent 
accounts. 

The salaries paid to the department’s employees are as follows: 


Manager, 1 @ $65,000 per year .... 0... feces $ 65,000 
Clerks, 5 @ $30,000 per year ...... 0... cect tees 150,000 
Account specialists, 2 @ $38,000 per year .......... 0.0 c eects 76,000 

TOA tate ion ene bene ee Pee eee wag Dade end ee Pad ob Eee eed $291,000 


It is estimated that the manager of the Accounts Receivable Department spends an equal amount 
of her time supervising the four main activities. The clerks spend approximately half of their time 
on billing and recording payments. Their remaining time is divided equally between reporting 
activities and customer service. The two account specialists spend half of their time on delinquent 
account activities, and the rest of their time is split equally between financial analysis activities and 
customer service activities that the clerks are not qualified to perform. 

Paypro, Inc., has proposed that it can perform all the activities related to collecting delin- 
quent accounts for a fee of $50,000 per year. The manager of Paypro argues that Blake can save 
$26,000 because the $76,000 in salaries paid to the specialists who currently handle all delin- 
quent accounts can be eliminated. If the contract is accepted, it is estimated that the manager of 
the Accounts Receivable Department would need to devote a quarter of her time to dealing with 
Paypro employees. 


a. Using the information given, prepare an activity table such as that in Exhibit 19-3 on page 846 
to calculate the labor cost for personnel devoted to each of the four main activities of the 
Accounts Receivable Department. 


b. Should Blake accept Paypro’s offer to take over its delinquent account activities? 


On Point, Inc., is interested in producing and selling a deluxe electric pencil sharpener. Market 
research indicates that customers are willing to pay $40 for such a sharpener and that 20,000 units 
could be sold each year at this price. The cost to produce the sharpener is currently estimated to 
be $34. 


a. If On Point requires a 20 percent return on sales to undertake production of a product, what is 
the target cost for the new pencil sharpener? 

b. If a competitor sells basically the same sharpener for $36, what would On Point’s target cost 
be to maintain a 20 percent return on sales? 

c. Ata price of $36, On Point estimates that it can sell 21,000 sharpeners per year. Assuming 
target costs are reached, would On Point earn more or less profit per year at the $36 selling 
price compared to the original estimated selling price of $40? 


Nanner Corporation is trying to determine how long it takes for one product to pass through the 
production process. The following information was gathered regarding how many days the product 
spent in various production activities: 


Activity Number of Days 


WAS POCT ON i, aie Sotenaciss chic alpde anda? atarcaua se, ate Granareacadene beater chase ee agease BAY duaue to care 
SIOMIE =; Jc Shoe tah dG eee baeealadeds tabs tetcdedenee ben gedanns 
PASSION? te sends unt, dzisiss tnaiescenaeacees, atate.g oaacerate haceased mae etssnzagea Bustin ttasecac als 
Handling: iisiiisesibnatinctnpiendide cages tp Salah ee oe Se eda ewe ews eee 
Painting: eck see dona wi tartan eh ee scoters Rae eee eek eee dane 
PaCkaQinG ists taweran te snee weve eek ba a ohare wee eeu eed 
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Which of the above activities are value-added? 
What is Nanner’s total cycle time? 


Determine Nanner’s manufacturing efficiency ratio. 


Oe 


If Nanner implements a total quality management program and a just-in-time inventory system, 
which of the above activities could be eliminated? What would be the change in Nanner’s 
manufacturing efficiency ratio? 


Chris Hines is the manager of Lumble Manufacturing and is interested in doing a cost of qual- 
ity analysis. The following cost and revenue data are available for the most recent year ended 
December 31: 


SAlESTEVENUG: sce chet wheee eee teow een Gem REE DAR REE HERONS $250,000 
Costiol Goods :Soldiicstevd-sewtats dan ekakidataged Ries make Misne tadangietig 140,000 
Warranty Cxpense: fica ete eRe etthn dae ean eee ea ean dan eae edhe bea ae 22,000 
INSPECHOMCOSTS oo. 2 c552 ce eccceptezen astm cpaagy GSE Hasaie se depistcn a alepensneibiin duSeace, ang@eerigeaes 12,000 
SCApAnd TEWOMK:: 226-h¢05-pde be dda dubded ache Sere se hardhne Se hewn bap abeae 8,000 
Product returns due to defects ........ 0.0... cece eee 6,000 
Depreciation expense ..... 2.2... ice tenes 10,000 
Machine maintenance expense ............. 0.0 c cece eee 2,000 
Wade OXPENSe 2.0033. vie Ree dae SR aE Ree EEE SS EES 35,000 
Machine breakdown costs: ccs ccscacceeknee ei ge da aews webiste wh Oeenntas 4,000 
Estimated lost sales due to poor quality....................0..0 0000000000. 5,000 


a. Classify each of the above costs into the four quality cost categories and prepare a cost of 
quality report for Lumble. 
b. What percentage of sales revenue is being spent on prevention and appraisal activities? 


c. What percentage of sales revenue is being spent on internal and external failure costs? 


The three activities described below were part of the production process in November at Foundry & 

Bellows, Inc. Describe how each activity creates additional costs and whether it is value-added or 

non-value-added. If it is non-value-added, identify the associated cost of quality category. 

a. The Purchasing Department acquired cheaper materials at a big discount but, in order to get 
the discount, it had to accept delivery of a six-month supply. 

b. When materials were issued to production, they were found to be of low quality and products 
required extensive rework. As a result, overtime pay was required for 50 employees. 

c. The production schedule fell behind because of the additional rework. To meet the production 


schedule for November, workers were transferred from inspection to direct labor and inspec- 
tion activities were curtailed. 


First Bank Corporation is using activity-based cost information to determine whether it can save 
money by reassigning activities in its bank branches. The following information has been gathered: 


Annual % Time on Checking % Time on % Time 

Salary Account Customers Loan Applicants Idle 
Tellers—8 $25,000 80 5 10 
Loan officers—5 $32,000 20 60 15 


In its activity analysis, First Bank found that tellers have about 10 percent idle time while they wait 
for customers to enter the bank. The analysis also showed that tellers are able to help loan appli- 
cants complete initial paperwork. Furthermore, the analysis suggested that about 5 percent of loan 
officers’ time is spent helping loan applicants complete initial paperwork. 

Could First Bank reduce the number of loan officers at the bank branches if the loan applica- 
tion activity were transferred to the tellers? What other considerations should the bank investigate 
before assigning the loan application task to the tellers? 
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Dust Buster’s Inc. manufactures two types of small hand-operated vacuum cleaners. Dust Busters 
is concerned about quality issues and has compiled the following information for the past year 
associated with the two vacuums. 


Heavy Duty Regular Activity Costs 


Units produced....................000000. 160,000 320,000 
Warranty work (units) .............0.00.0005 1,200 620 $118,300 
Recalled unitS.ccsc.cccrreven teanegwieoe wa 1,600 450 112,750 
Reworked: UnitS si: odes aad soe crerew eds 1,900 520 55,660 
Inspection hrs. (incoming materials)........... 1,530 680 30,940 
Inspection hrs. (completed units) ............. 1,720 820 40,640 
Quality training hrs...................-22005 110 100 31,500 
Total Activity Costs..................... $389,790 


Find the quality cost per unit for each product. (Round your answer to two decimal places.) Which 
product has higher quality costs? How might a manager use this quality information to make deci- 
sions (e.g., about the production process or about suppliers) related to the value chain? 


The following information is related to manufacturing office furniture at Outreach, Inc.: 
Accept and arrange raw materials in inventory—1 day. 

Store raw materials in inventory—S days. 

Issue raw materials to various points in the production process—1 day. 

Use raw materials to manufacture finished goods—3 days. 

Store finished goods—8 days. 


moa oe Sf 


Prepare finished goods for shipping—l1 day. 
Compute the manufacturing efficiency ratio at Outreach. 


Pizza Pies Limited has the following value chain for its pizzas. Boxes are designed by Shala 
Designers Inc. and printed and delivered by Rodoes Printing Co. for $.95 per box. The pizzas are 
made in the stores with fresh ingredients and baked in the ovens for a total cost of $3.80, including 
labor, ingredients, and overhead. The pizza delivery costs $1.35. Pizza Pies needs to reduce the 
price of its pizza to $6.50 to meet local demand. However, it desires a 10 percent markup for profit. 


a. What is the target cost? By how much will Pizza Pies need to cut costs in order to achieve the 
target cost? 


b. Identify places in the Pizza Pies Limited value chain where possible savings could be achieved 
to meet the target cost. 


Classify each of the following activities into one of the four cost of quality categories and/or iden- 
tify it as a value-added or a non-value-added activity. 


a. Rework, due to poor materials, on bicycles at Trek. 
b. Inspection costs incurred by Walmart on merchandise purchased from Mattel, Inc. 


c. Costs incurred by Walmart when merchandise, purchased from Grocers, Inc., spoils in its 
warehouse before shipping to its stores. 


d. Work in process inventory wait-and-move time between the lathing and finishing stages in a 
furniture manufacturing facility. 


e. Training for line workers on proper operation of equipment. 
f. Recording the number of defects produced each month. 

g. Offering customer refunds due to defective products. 
h 


Waste disposal costs at Kimberly-Clark. 
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07 EXERCISE 19.14 Flip Flop’s To Go has gathered the following data on its quality costs for the past two years: 


Quality Cost 


Trade-offs 
Year 1 Year 2 


Prevention costs: 


QUAIity TAINING) «00005505550 tee tbdedcde daw bb dd odes Bowed $ 8,000 $10,500 
Quality technology .... 00.0... eee ete eee 7,500 9,000 
Quality production design ... 1.0.2... ccc eects 4,000 9,000 
Failure costs: 

Warranty handling) «244.4 sie dsnedarks aa deeds dake daar $15,000 $10,000 
Customer reimbursements... ......0.0.00 000 cece eee eee 11,000 7,200 
Customer returns handling ..........-0. 00000 e eee eee eee 7,000 4,000 


a. Compute the percentage change in the total quality costs from year | to year 2. 
b. Explain what you think caused the change. 


03. EXERCISE 19.15 In the Home Depot 2009 financial statements in Appendix A at the end of this textbook, find note 
Home Depot Non- 1 to the financial statements. Note 1 summarizes significant accounting policies for Home Depot. 
Value-Added Costs Read the section in Note | titled “ Merchandise Inventories.” 

SS a. Identify Home Depot’s definition of “shrink.” 
sS b. What are the causes of inventory shrink mentioned by Home Depot? Classify those causes as 
wea 


value-added or non-value-added. 
c. What methods does Home Depot use to measure shrink? 
d. How does Home Depot account for shrink? 


Problem Set A @ connect 


|ACCOUNTING 
Lo2 PROBLEM 19.1A Castner Corporation is considering implementation of a JIT inventory system. The company’s 
Identifying Value- industrial engineer recently conducted a study to determine the average number of days spent in 
Added and Non- each activity of the production process. The following table summarizes her findings: 


L06 Value-Added Activities 


eXcel Production Activity Number of Days 
Inspecting materials: t.cciac. 484 ie ereeicddapeiidaidisarehedeain 3 
StOringimMate rial Ss... e.geccs deaea acises aes healt lapeced Bee Beal gle do algch a ibd myana soba ane 17 
Moving materials into production .................. 0.00.02 eee eee 3 


Setting up production equipment ................0 0.00. c eee eee 2 
Cutting materials:..: ccc pihodeitiGdrretoet looted dead eae whe kb is 6 
Bending Matenlals:... 2:2 e.g. dedes dhe daalenls, She. teeebese hue a eecins doe melismas i aha 5 
Assembling finished products .............. 00.0000 eee eee eee eae 9 
Painting finished products ............. 00... cece eee eee eee 5 


Instructions 

a. Identify Castner’s value-added production activities. 
Identify Castner’s non-value-added production activities. 
Calculate Castner’s total cycle time. 


Determine Castner’s manufacturing efficiency ratio. 


emo 


Which of the above activities might be reduced or eliminated if Castner implemented a JIT 
system? 


f. What ethical issues might be related to eliminating some of the non-value-added activities? 
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L02 PROBLEM 19.2A Kallapur Company manufactures two products: KAP1, which sells for $120; and QUIN, which 
Activity-Based sells for $220. Estimated cost and production data for the current year are as follows: 
Management and 

Target Costing 


through 


105 
eXcel KAP1 QUIN 


Direct materials Cost 1.1... eect teens $30 $45 
Direct labor cost (@ $12/hr) 2... ketene $24 $60 
Estimated production (units) ........... 0.0.0... 000. e eee ee eee eee 25,000 15,000 


In addition, fixed manufacturing overhead is estimated to be $2,000,000 and variable overhead is 
estimated to equal $3 per direct labor hour. Kallapur desires a 15 percent return on sales for all of 
its products. 


Instructions 
a. Calculate the target cost for both KAP1 and QUIN. 


b. Estimate the total manufacturing cost per unit of each product if fixed overhead costs are 
assigned to products on the basis of estimated production in units. Which of the products is 
earning the desired return? 

c. Recalculate the total manufacturing cost per unit if fixed overhead costs are assigned to prod- 
ucts on the basis of direct labor hours. Which of the products is earning the desired return? 

d. On the basis of the confusing results of parts b and c, Kallapur’s manager decides to perform 
an activity analysis of fixed overhead. The results of the analysis are as follows: 


Demands 
Activity Costs Driver KAP1 QUIN 


Machine set-ups .............. $ 400,000 # of set-ups 100 400 

Purchase orders .............. 600,000 # of orders 200 100 

Machining ................... 500,000 # of machine-hours 2,000 6,000 

INSPECHON: cs bien de bees 200,000 # of batches 50 30 

Shipping to customers .......... 300,000 # of shipments 300 200 
Total fixed overhead ......... $2,000,000 


Estimate the total manufacturing cost per unit of each product if activity-based costing is used 
for assigning fixed overhead costs. Under this method, which product is earning the desired 
return? 


e. What proportion of fixed overhead is value-added? In attempting to reach the target cost for 
QUIN, which activity would you look to improving first and why? 


f. Kallapur’s production manager believes that design changes would reduce the number of set- 
ups required for QUIN to 25. Fixed overhead costs for set-ups would remain unchanged. What 
will be the impact of the design changes on the manufacturing costs of both products? Which 
of the products will earn the desired return? 


g. An alternative to the design change is to purchase a new machine that will reduce the num- 
ber of set-ups for KAP1 to 20 and the number of set-ups for QUIN to 80. The machine 
will also reduce fixed set-up costs to $200,000. Calculate the manufacturing costs for each 
product if the machine is purchased. Should QUIN be redesigned or should the machine be 
purchased? Why? 


L044 PROBLEM 19.3A Meiger Mining, Inc., has just discovered two new mining sites for iron ore. Geologists and engi- 
Target Costing neers have come up with the estimates on the following page regarding costs and ore yields if the 
mines are opened: 


LOS 
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Site A Site B 


Variable extraction costs perton ...... 0... eee eee $3.80 $4.00 
Fixed costs over the life of the mine: 
Blasting: jtcecee deere Phetet did d peg beads beeen wee $150,000 $185,000 
CONSIUCHON cee had athe ebony e edd he bee oo oe we eee 225,000 240,000 
Maintenances. i2< 0.405 5.00deaeeacdds dee deassasadedeedenss 25,000 20,000 
Restoration: COStS «2.2.6 26. gece ee Bde) bh goanw Kew Bde ws Redan eee 40,000 35,000 
Total fixed COStS 0... cee nee ene $440,000 $480,000 
Total tons of ore that can be extracted over the life of the mine: ..... 200,000 160,000 


Meiger’s owners currently demand a return of 20 percent of the market price of iron ore. 


Instructions 
a. If the current market price of iron ore is $8 per ton, what is Meiger’s target cost per ton? 
b. Given the $8 market price, should either of the mines be opened? 


c. The engineer working on Site B believes that if a custom conveyor system is installed, the 
variable extraction cost could be reduced to $3 per ton. The purchase price of the system is 
$25,000, but the costs to restore the site will increase to $45,000 if it is installed. Given the 
current $8 market price, should Meiger install the conveyor and open Site B? 


107 PROBLEM 19.4A Arusetta Inc. produces a popular brand of air conditioner that is backed by a five-year warranty. 
Cost of Quality In Year 1, Arusetta began implementing a total quality management program that has resulted in 
significant changes in its cost of quality. Listed below is Arusetta’s financial information relating 
LO8 eXcel to sales and quality for Years 1 and 2. 
Year 1 Year 2 

SaleSiTEVENUC». ciel age dead Ree be dea wae eee ee $500,000 $500,000 

Warranty expense. ........... 00... eee ees 22,000 18,500 

PFOGUCTOSSIGMN: cd ccc:s:3 hos sists dada bie ene OMe wad dake Stee ene BNE proeed ee 5,000 15,000 

MOL AD ee poten act eke aere num hone, Svese arate Gere nab eue, ieee nate eh eee waht, OSD 2,000 1,200 

Process reengineerinG)is vies edie ses toe were ea ea wee eae 8,000 12,000 

Raw materials inspections ............... 0.000000 cee eee eee 4,800 2,300 

Product liability claims: 23 «0.0 ¢sc000 94 cove be Gawsy se Gale Bedi 5,000 8,500 

ReWOrkK ic. on end ck ae Chae eae see ee wae ee es 3,100 2,800 

Returns resulting from defects ............ 0.0.02. e eee eee ee eee 7,000 4,500 

Supplier certification costs... 0.0.0.0... eee eee eee 500 2,500 

Preventive maintenance on equipment .....................04. 1,300 2,600 

Final inspection costs... 0.0.2.0... eee 10,000 7,000 

Employee quality training.................... 0.00.2 e eee eee 1,200 4,000 

Equipment breakdown repair costs ................0.000 000 8,500 3,000 

Estimate of lost sales due to quality problems................... 10,000 10,000 

Instructions 


a. Prepare a cost of quality report for Arusetta covering Year | and Year 2. Your report should 
divide the above costs into the four categories of quality costs and include total dollar amounts 
for each category. 


b. How have the total amounts of prevention and external failure costs changed over the two 
years? What are some possible explanations for these changes? 
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c. At Arusetta, preventive maintenance has a direct effect on the repair costs associated with 
equipment breakdowns. Did the decrease in repair costs justify the increase in maintenance 
costs? 


d. Why might Arusetta’s estimate of lost sales remain the same despite the adoption of the total 
quality management program? 


Read note | in Home Depot’s 2009 financial statements in Appendix A at the end of this textbook. 
With a group of students identified by your instructor, list answers to the following. 


Instructions 


a. List the specific categories in note | (cite the page and section) that discuss parts of its value 
chain. Use the value chain categories discussed at the beginning of the chapter to organize 
your answer. 


b. Identify information in note | that shows management cares about the cost categories discussed 
in this chapter: non-value-added costs, ABC and ABM, JIT, quality cost, and/or target costing. 


At the beginning of Year 1, Kare Company initiated a quality improvement program. Consider- 
able effort was expended over two years to reduce the number of defective units produced. By the 
end of the second year, reports from the production manager revealed that scrap and rework had 
both decreased. The president of the company was pleased to hear of the success but wanted some 
assessment of the financial impact of the improvements. To make this assessment, the following 
financial data were collected for the two years. 


Year 1 Year 2 
DIOS: ern 2 Sis tsuscd a suave tines gee deavaunaale Baar tausumer agai $10,000,000 $10,000,000 
CHAD: sched i ng dg dndd dtyn dae thee dee Sk ayers alert pat ale 400,000 300,000 
ReWOrK icc veer ad ones cha Geee heenote bebe te Reais aoa 600,000 400,000 
Product inspection. .:.sc04¢ 400522 asad Sous oe 100,000 125,000 
Product. warranty 2s. ccccce00 66 ees bdie mauged bo em mbotanubeed 800,000 600,000 
Quality trainiNgGen ic hc iced eh does peek ea eda ined aed 40,000 80,000 
Materials inspection 2.o2.s.00ce save keh a eae ee adwa washes 60,000 40,000 


Instructions 
a. Classify the costs as prevention, appraisal, internal failure, and external failure. 


b. Compute total quality cost as a percentage of sales for each of the two years. By how much has 
profit increased because of quality improvements between Year | and Year 2? 


c. Graph the prevention and appraisal costs versus the internal and external failure costs for Year | 
and Year 2. 


d. Several individuals are critical of the cost-benefit quality model. Identify and explain at least two 
criticisms. Identify measures, other than cost numbers, that companies can use to track quality. 


BookWeb, Inc., sells books and software over the Internet. A recent article in a trade journal has 
caught the attention of management because the company has experienced soaring inventory han- 
dling costs. The article notes that similar firms have purchasing, warehousing, and distribution 
costs that average 13 percent of sales. Thirteen percent is attractive to BookWeb management when 
compared to its results for the past year, shown in the following table: 


Cost % of Cost 
Activity Driver Driver for % of Cost Driver 
(cost) Cost Driver Quantity Books for Software 

Incoming receipts Number of 

($300,000) purchase orders 2,000 70% 30% 
Warehousing Number of 

($360,000) inventory moves 9,000 80 20 
Shipments Number of 

($225,000) shipments 15,000 25 75 
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Book sales revenue totaled $3,900,000 and software sales revenue totaled $2,600,000. A review 
of the company’s activities found various inefficiencies with respect to the warehousing of books 
and the outgoing shipments of software. In particular, book misplacements resulted in an extra 550 
moves and software had 250 incorrect shipments. 


a. What is activity-based management (as opposed to cost-based management, for example) and 
under what circumstances is it useful? What is a non-value-added activity? 

b. How much did non-value-added activities cost BookWeb this past year? 

c. Cite at least two examples of situations that may have given rise to non-value-added activities 
at BookWeb. 

d. Will the elimination of non-value-added activities allow BookWeb to achieve 13 percent as a cost 
percentage of sales for each of the product lines? (Show all calculations to support your answer.) 

e. Do either of the product lines require additional cost cutting to achieve the target percentages? 
How much additional cost cutting is needed and what tools (or methods) might the company 
use to achieve the cuts? Briefly describe them. 


Loi PROBLEM 19.8A In a recent annual report the chief executive officer of Kimberly-Clark outlined his plans as 
Value Chain, Quality, follows: 

and Efficiency at 
Kimberly-Clark 


through 


We continue to address the elements under our control, focusing on areas critical to deliver- 


LO8 ing long-term, sustainable growth and returns to our shareholders. Specifically we: 


e ... placed our near-term emphasis on realizing higher selling prices in order to improve 
margins. 

e ... took advantage of growth opportunities in developing and emerging (D&E) markets. We 
also concentrated on further extending our portfolio in higher margin segments such as the 
workplace and safety gear in our K-C Professional business and medical devices in Health 
Care. 

e ...make substantial investments in our brands and in the key capabilities—innovation, mar- 
keting and customer development—that support long-term growth. 


e ...kept our attention firmly fixed on the needs of shoppers and users of all ages worldwide. . . . 


“See http://rkconline.net/A R/KimberlyClark08/. 


Instructions 

For each critical area identified by Kimberly-Clark, match the area with one or more of the con- 
cepts documented in the learning objectives for this chapter. Use every learning objective at least once. 
Explain how each concept highlighted in the learning objectives would help Kimberly-Clark with their 
critical area. 
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L022 PROBLEM 19.1B Smit Corporation is considering implementation of a JIT inventory system. The company’s indus- 
Identifying trial engineer recently conducted a study to determine the average number of days spent in each 
Value-Added and activity of the production process. The following table summarizes her findings: 
Non-Value-Added 

Activities 


LOG 


Production Activity Number of Days 


Cutting materials ...... 0.0.0... eee eee 13 
PREWOIKS: icteread.t bd enutenatib it bho OI wads eke eae bebe ad 5 
Warranty repairs, wiiic 5 sccile vain amma aoa wee wae eie ge areld e dave eave 7 
Quality trainiNG sc .8c 5b He kOe Sao a gee db cee eh dee pee wad 14 
Painting finished goods ............ 0.0.0. eee 15 
Bending materials .......... 0... 0c eee eee 10 
Purchasing taw matetialS:...0c1.,cc2c0¢rreeedaee te heenehea@haawe 3 
Assembling finished products ................ 0.00000 cee eee eee 19 
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Instructions 

a. Identify Smit’s value-added production activities. 
Identify Smit’s non-value-added production activities. 
Calculate Smit’s total cycle time. 


Determine Smit’s manufacturing efficiency ratio. 


ome F 


Which of the above activities might be reduced or eliminated if Smit implemented a JIT 
system? 

f. List some of the positive and negative consequences of eliminating some of the non-value- 
added activities. 


102 PROBLEM 19.2B Parvee Company manufactures two products: PAR, which sells for $100; and VEE, which sells for 
Activity-Based $200. Estimated cost and production data for the current year are as follows: 

Management and 

Target Costing 


through 


LO5 PAR VEE 
Direct materials Cost... 1... ee eet ete $25 $40 
Direct labor cost (@ $10/hr.) 2... eee ee $20 $50 


Estimated production (units) ............. 0.000002 eee eee eee eee 30,000 10,000 


In addition, fixed manufacturing overhead is estimated to be $2,500,000 and variable overhead is 
estimated to equal $2.50 per direct labor hour. Parvee desires a 10 percent return on sales for all of 
its products. 


Instructions 
a. Calculate the target cost for both PAR and VEE. 


b. Estimate the total manufacturing cost per unit of each product if fixed overhead costs are 
assigned to products on the basis of estimated production in units. Which of the products is 
earning the desired return? 


c. Recalculate the total manufacturing cost per unit if fixed overhead costs are assigned to prod- 
ucts on the basis of direct labor hours. Which of the products is earning the desired return? 
(Round to the nearest penny.) 


d. Given the confusing results of parts b and c, Parvee’s production manager decides to perform 
an activity analysis of fixed overhead. The results of the analysis are as follows: 


Demands 
Activity Costs Driver PAR VEE 
Machine set-ups............... $ 350,000 # of set-ups 100 300 
Purchase orders............... 650,000 # of orders 300 100 
Machining...................-. 500,000 # of machine-hours 3,000 4,000 
Inspection..................4. 300,000 # of batches 40 20 
Shipping to customers .......... 200,000 # of shipments 400 100 


Total fixed overhead.......... $2,000,000 


Estimate the total manufacturing cost per unit of each product if activity-based costing is used 
for assigning fixed overhead costs. Under this method, which product is earning the desired 
return? 


e. What proportion of fixed overhead is value-added? In attempting to reach the target cost for 
VEE, which activity would you look to improving first and why? 


f. Parvee’s production manager believes that design changes would reduce the number of set-ups 
required for VEE to 75. Fixed overhead costs for set-up would remain unchanged. What will 
be the impact of the design changes on the manufacturing costs of both products? Which of 
the products will earn the desired return? 
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g. An alternative to the design change is to purchase a new machine that will reduce the num- 
ber of set-ups for PAR to 50 and the number of set-ups for VEE to 140. The machine 
also will reduce fixed set-up costs to $275,500. Calculate the manufacturing costs for each 
product if the machine is purchased. Should VEE be redesigned or should the machine be 


purchased? Why? 
L044 PROBLEM 19.3B Oro Mining, Inc., has just discovered two new mining sites for copper. Geologists and engineers 
Target Costing have come up with the following estimates regarding costs and copper yields if the mines are 
opened: 
LOS 
Site A Site Z 
Variable extraction costs per ton ...... 0... cee eee $4.20 $4.50 
Fixed costs over the life of the mine: 
Blasting). .23-2.c.c0Adg dereted ey adem id haha benoit Ghee ee $160,000 $200,000 
GONSHMUGCHON ccc 3.5 ae ad etaue mes as fre aa gle aiah eters ace ee aug devon 240,000 260,000 
Maintemanee s,s. a etc taet dt cect hi bovis be a Sd coal dad ct 30,000 30,000 
REStOrAtION COSTS occ. < aac eierdoaca ince ud cual a esaid aig Se Qoepalalat dread 50,000 10,000 
Total fixed: cOsts. tcc g rn indditadin et ide wd baie dates $480,000 $500,000 
Total tons of copper that can be extracted 
over the -lifé-of hE MING! 02 bie wale ee donee eee 240,000 200,000 

Oro’s owners currently demand a return of 18 percent of the market price of copper. 

Instructions 

a. If the current market price of copper is $10 per ton, what is Oro’s target cost per ton? 

b. Given the $10 market price, should either of the mines be opened? 

c. The engineer working on Site Z believes that if a custom conveyor system is installed, the 
variable extraction cost could be reduced to $3.50 per ton. The purchase price of the system 
is $20,000, but the costs to restore the site will increase to $30,000 if it is installed. Given the 
current $10 market price, should Oro install the conveyor and open Site Z? 

07 PROBLEM 19.4B Nazu, Inc., produces a popular brand of humidifier that is backed by a five-year warranty. In 
Cost of Quality Year 1, Nazu began implementing a total quality management program that has resulted in signifi- 
ie cant changes in its cost of quality. Listed below is Nazu’s financial information relating to sales 


and quality for the past two years. 


Year 1 Year 2 
SAl6STEVCNUG:..c ces bad dee ware eek aden wee EEG Ree ee OR $600,000 $600,000 
Warranty 6xpense: siciscicgieeerd cis core renner e aia tae eee 25,000 23,000 
ProductGesign ...cd.ccc2 hea tetas wie be eda eed Alb Ee eee 4,000 16,000 
SChAP! 225205 gad bcwunn aoe eat ed hance aetna e ee eee 3,000 1,000 
Process reengineering ............... cee eee ee eee 7,000 15,000 
Raw materials inspections ........... 0.0.0... eee eee eee ee 5,200 2,000 
Product liability claims ............ 00.00.0002 eee eee eee ee 6,200 7,000 
PROWOMC arsine cute cept a i cats aries aaa ucanG Rtv anc Peay asveunes bi vane dc bava deus 3,000 2,800 
Returns resulting from defects ................ 0.00000 c eee eee 6,400 5,000 
Supplier certification costs... 2.2... eee eee eee 600 2,000 
Preventive maintenance on equipment .....................0-. 1,200 2,000 
Final inspection costs... 1.2.0... 0.0... eee 12,000 8,000 
Employee quality training). ...2 2 s0ccerees coe eee eie eee eee eran 1,400 3,000 
Equipment breakdown repair costS ..........-.0 000 cece eee eee 9,000 6,000 


Estimate of lost sales due to quality problems................... 12,000 12,000 
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Instructions 


a. Prepare a cost of quality report for Nazu covering Year | and Year 2. Your report should divide 
the above costs into the four categories of quality costs and include total dollar amounts for 
each category. 

b. How have the total amounts of prevention and external failure costs changed over the two 
years? What are some possible explanations for these changes? 

c. At Nazu, preventive maintenance has a direct effect on the repair costs associated with equip- 
ment breakdowns. Did the decrease in repair costs justify the increase in maintenance costs? 

d. Why might Nazu’s estimate of lost sales remain the same despite the adoption of the total 
quality management program? 


Critical Thinking Cases 


lo2 CASE 19.1 Dana Martin, president of Mays Electronics, is concerned about the end-of-the-year marketing 
Activity-Based report. According to Mary O’Brien, marketing manager, a price decrease for the coming year is 

through Management and again needed to maintain the company’s market share of integrated circuit boards (CBs). The cur- 
Target Costing rent selling price of $18 per unit is producing a $2 per-unit profit—half the customary $4 per-unit 

LO7 profit. Foreign competitors keep reducing their prices, and to match their latest reduction, the price 


must drop from $18 to $14. This price drop would put Mays’s price below the cost to produce and 
sell a CB. How could other firms sell for such a low price? 

Determined to find out if there are problems with the company’s operations, Dana has 
decided to hire a consultant to evaluate the way in which the CBs are produced and sold. After 
two weeks, the consultant has identified the following activities and costs associated with pro- 
ducing 120,000 CBs: 


Activity Cost 
DOEUPS:. aah sere ia ach S atece seca cace s adueiey ohana amen sey ancy basta Poche e ce0nsar ean doRiaalay a eusce $ 125,000 
Materials: handling: i-ccincassace ete eees wae PREP Shaw ee eee 180,000 
INSPOCHON: 5.2.4 chided eek nae eta ek dies ded a ek dle eae ude 122,000 
GUSIOMEr SUPPOM’ jrcasts Garé adanihe died adam bad Ames bee 24d 120,000 
Customer complaints 2.2 2... 6.s6c cece 080s e bie cede deen bw hee seca ee we 100,000 
Weattanty Cxpense: ccsdiecats ens kets o dapaingthes manele wd aceneattrn ateee ard aaceianters 170,000 
A] (0) 6 (0 [> eee a a ae ne mee ce ee 80,000 
FRE WOME 3 2h 2%, 5) <eceas Oosyzeencutsetons SS) aise Seauaicneu peices %) ance teCiayga eon Gre: ty hs ance area doe ys oe 75,000 
Directimaterials: <i: 322405s.d0004o0ddeSentbanigeddebaniGirideddaddas 500,000 
MTU S feces, te, oar ee beedcmhdese te Sass afetances ecient ass Shae, Se Relic ae Ems, Stee 6, ep uehe un ere 48,000 
Manual insertion labor*... 0... eee eens 250,000 
OUer GireCtlabOh é scsc2 cuasate x hetiend dosed au ate RRA od dee awe ae Rah ood ee ere lon 150,000 
Bo) =| ove |=) (= aa ne ee $1,920,000 


*Diodes, resistors, and integrated circuits are inserted manually into the circuit board. 


The consultant indicates that some preliminary activity analysis shows that per-unit costs can be 
reduced by at least $7. The marketing manager indicates that the market share for the CBs could be 
increased by 50 percent if the price could be reduced to $12. 


Instructions 
a. For each activity, determine whether it is value-added or non-value-added. 


b. If all the non-value-added activities could be eliminated, by how much would the cost per CB 
decrease? Was the consultant correct in her preliminary cost reduction assessment? 
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c. Compute the target cost required to maintain Mays’s current market share while earning 
the usual profit of $4 per unit. Also compute the target cost required to expand sales by 50 
percent. By how much would the cost per unit need to be reduced to achieve each target? 


d. The consultant also revealed the following: switching to automated insertion would save 
$90,000 of direct labor, $20,000 in rework, and $40,000 in warranty costs. The yearly cost 
of the necessary machinery would be $50,000. With this additional information, what is the 
potential cost reduction per unit available? Can Mays achieve the target cost to maintain its 
current market share? 


e. In an effort to reach the target cost, Mays solicited suggestions from customers, suppliers, 
employees, and other consultants. The following were found to be feasible: 


e Mays’s production manager believes that the factory can be redesigned so that materials 
handling costs can be reduced by $100,000—which would in turn result in a $10,000 
savings in rework costs. The cost to redesign the factory would be $20,000. 


e A supplier suggests leasing a machine that would reduce set-up costs by $80,000. The 
yearly cost to lease the machine is $15,000. 


e Acustomer, KD, Inc., proposes setting up a just-in-time delivery system between Mays, 
KD, and Mays’s largest raw materials supplier. This would reduce Mays’s storage costs 
by $45,000, while increasing shipping costs by only $5,000. 


e An employee suggests that Mays train all its employees in quality control measures 
and then offer a bonus for meeting quality targets. An outside consultant estimates that 
the cost of the training and bonus would be $35,000. In return, inspections could be 
eliminated and rework, customer complaint costs, and warranty work could be reduced 
by $120,000. 


If all of the above suggestions are implemented, including the automation of the insertion process, 
would Mays reach the target cost needed to maintain its current market share? 


Healthy Times produces four types of frozen TV dinners that it sells to supermarkets and indepen- 
dent grocery stores. The company operates from two locations: a manufacturing plant and a refrig- 
erated warehouse located a few blocks away. (Administrative offices are located in the 
manufacturing plant.) 

The types of dinners to be produced each week are scheduled a week in advance, based on cus- 
tomer orders. The number of dinners produced, however, is always the same. The company runs 
its production facilities at full capacity—20,000 units per day—to minimize fixed manufacturing 
costs per unit. 

Every Friday, local suppliers deliver to Healthy Times’s factory the fresh vegetables, chicken, 
fish, and other ingredients required for the following week’s production. (Materials are abundant 
in the region.) These ingredients then are cut into meal-sized portions, “fresh frozen” using special 
equipment, and transported by truck to the refrigerated warehouse. The company maintains an 
inventory of frozen ingredients equal to approximately two weeks’ production. 

Every day, ingredients for 20,000 dinners are brought by truck from the warehouse to the fac- 
tory. All dinners produced in a given production run must be of the same type. However, produc- 
tion workers can make the machinery “set-up” changes necessary to produce a different type of 
frozen dinner in about 10 minutes. 

Monday through Thursday, Healthy Times produces one type of dinner each day. On Friday, it 
manufactures whatever types of dinners are needed to balance its inventories. Completed frozen 
dinners are transported back to the refrigerated warehouse on a daily basis. 

Frozen dinners are shipped daily from the warehouse to customers. All shipments are sent by 
independent carriers. Healthy Times usually maintains about a 10-day inventory of frozen dinners 
in the warehouse. Recently, however, daily sales have been averaging about 2,000 units less than 
the level of production, and the finished goods inventory has swelled to a 25-day supply. 

Marsha Osaka, the controller of Healthy Times, recently read about the JIT inventory system 
used by Toyota in its Japanese production facilities. She is wondering whether a JIT system might 
benefit Healthy Times. 
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Chapter 19 Costing and the Value Chain 


Instructions 
With a group of students write a report to Marsha Osaka that covers the following issues: 


a. In general terms, describe a JIT manufacturing system. Identify the basic goals of a JIT 
manufacturing system and any basic conditions that must exist for the system to operate 
efficiently. 


b. Identify any non-value-added activities in Healthy Times’s operations that might be reduced 
or eliminated in a JIT system. Also identify specific types of costs that might be reduced or 
eliminated. 


c. Assume that Healthy Times does adopt a JIT manufacturing system. Prepare a description of 
the company’s operations under such a system. (Your description should be consistent with the 
details provided above.) 


d. Explain whether or not you think that a JIT system would work for Healthy Times. Identify 
any ethical concerns that Osaka should consider and provide specific reasons supporting your 
conclusion. 


A book called End of the Line: The Rise and Coming Fall of the Global Corporation, by Barry C. 
Lynn suggests that global corporations have become globally lean by using JIT, identifying and 
eliminating non-value-added activities through outsourcing, and taking advantage of deregulation 
by countries around the world. However, Lynn contends that the systems are so specialized that a 
relatively small glitch in production on the far side of the world has the potential to be devastat- 
ing to the American economy. He suggests that laws are needed that would require companies to 
triple-source supplies and services from two or more nations. 


Instructions 


Write a paragraph that explains whether you agree or disagree with the premise of the book and 
provide at least three reasons why or why not. 


Manufacturing Engineering, Inc., is a leading provider of lean manufacturing solutions. Its Web 
site is at the following address: 


www.mfgeng.com 


On its Web site, Manufacturing Engineering lists several categories of projects. With a team of 
students choose a category from the list and answer the following questions: 


Instructions 
a. What part of the value chain is targeted by the category? 
b. What benefits can be identified from the category? 


c. Do you believe target costing, activity-based management, cost of quality management, or 
just-in-time inventory was useful in the category your team looked at? Why? 


Internet sites are time and date sensitive. It is the purpose of these exercises to have you explore 
the Internet. You may need to use the Yahoo! search engine http://www.yahoo.com (or another 
favorite search engine) to find a company’s current Web address. 


Section 404 of the Sarbanes-Oxley Act (SOX) is designed to nip accounting problems in the bud, 
before they can blossom into fraud, by focusing on internal controls. Many companies, in comply- 
ing with Section 404, have discovered—to their surprise—that reviewing internal controls can in 
fact result in benefits beyond unmasking accounting problems. For example, Pitney Bowes used 
the internal audit review process to consolidate four accounts receivable offices into one, saving 
more than $500,000 in one year alone. Cisco Systems, Inc., which spent $50 million and 240,000 
hours complying with SOX, found opportunities to streamline steps for ordering products and 
services, making it easier for customers to do business with Cisco. 
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Despite reports suggesting that individual companies benefited by eliminating non-value-added 
costs as a result of SOX Section 404, many CFOs believe the costs are not worth the benefits to 
their individual companies. 


a. Discuss with your classmates the cost—benefit outcomes of Section 404 of the Sarbanes-Oxley 
Act. What types of societywide benefits are being overlooked by CFOs? 


b. Would those societywide benefits ultimately provide benefits to each individual firm? How? 


Answers to Self-Test Questions 


i, Ge 2. c[$30 —(.2 X $30)] ab Gl 4. d 5. a (rework is an internal failure) 


CHAPTER 20 


Explain how fixed, variable, and semivariable 
costs respond to changes in the volume of 
business activity. 


Explain how economies of scale can reduce 
unit costs. 


Prepare a cost-volume-profit graph. 


Compute contribution margin and explain its 
usefulness. 


Determine the sales volume required to earn 
a desired level of operating income. 


Use the contribution margin ratio to estimate 
the change in operating income caused by a 
change in sales volume. 


au PENN RELAYSTib =; 


+ 


Use CVP relationships to evaluate a new 
marketing strategy. 


Use CVP when a company sells multiple 
products. 


Determine semivariable cost elements. 


Learning Objectives 


© Chris McGrath/Getty Images 


Many companies have gotten very serious about controlling costs. At 
, executives are also keenly aware of the strategic importance of 
product mix management. By gathering information about market demand 
and combining it with a marketing strategy that focuses on higher margin 
products, has been able to survive in a crowded marketplace by 
reinventing itself. 

executives understand the economic consequences of cost 
structure, contribution margin, and break-even sensitivity on the company’s 
profitability and strategic decision making. Moreover, they realize that 'S 
continued success depends, in large part, on their handling of resource 


constraints, production bottlenecks, and an array of complex nonfinancial 


iSSUCS. & 
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respond to changes in the 
volume of business activity. 


Chapter 20 Cost-Volume-Profit Analysis 


Companies like Puma can maintain and improve their profitability by understanding the 
profitability of each product line. A clear understanding of the link between product costs, 
volume, and profitability can help managers build strategies that improve corporate earnings. 
This chapter will help you understand cost-volume-profit (CVP) relationships and how they 
can be useful for business decisions. 

CVP analysis is a means of learning how costs and profits behave in response to changes in 
the level of business activity. An understanding of these relationships is essential in develop- 
ing plans and budgets for future business operations. 

Cost-volume-profit analysis may be used by managers to answer questions such as the 
following: 


¢ What level of sales must be reached to cover all expenses, that is, to break even? 

¢ How many units of a product must be sold to earn a specific operating income? 

¢ What will happen to our profitability if we expand capacity? 

¢ What will be the effect of changing salespeople’s compensation from fixed monthly 
salaries to a commission of 10 percent on sales? 

¢ If we increase our spending on advertising to $100,000 per month, what increase in sales 
volume will be required to maintain our current level of income from operations? 


The concepts of cost-volume-profit analysis may be applied to the business as a whole; 
to individual segments of the business such as a division, a branch, or a department; or to a 
particular product line. 


Cost-Volume Relationships 


To illustrate the relationships between costs and activity levels, we examine the operation of 
McKinley Airlines, a small charter service based in Fairbanks, Alaska. Assume that the aver- 
age monthly cost of operating the airline is $66,000. Obviously, in any given month, it would 
be mere coincidence if the company’s actual total cost exactly equaled $66,000. Indeed, many 
factors may cause its actual expenses to be more or less than the average. Throughout this 
chapter, we will discover the importance of determining which factors drive costs and how 
managers can use this information to improve their planning and control activities. 

Managers using CVP analysis begin by identifying the activities that cause costs to vary. 
For each activity the manager seeks some measurable base that allows increases or decreases 
in that activity to be matched with increases or decreases in costs. For example, one activity 
that causes costs to vary is the use of machines. Machine-hours is a measurable base that can 
be used to match the use of machines with the costs of electricity and maintenance associated 
with the machines. 

An activity base may be expressed in a variety of ways, depending on the nature of the 
company’s operations. For example, in retail environments, an activity base may be defined in 
terms of output, such as units sold or dollars of sales revenue. In manufacturing operations, it 
is sometimes more appropriate to select key elements of production input as an activity base, 
such as direct labor hours or machine-hours. Airlines often consider passenger miles flown to 
be their most significant cost driver. Accordingly, we will use this measurement for studying 
the behavior of costs at McKinley Airlines. 

Having identified passenger miles as an appropriate activity base, we will next classify 
each of the airline’s operating costs into one of three broad categories: fixed costs, variable 
costs, and semivariable costs. 


FIXED COSTS (AND FIXED EXPENSES) 


Fixed costs are those costs and expenses that do not change significantly in response to 
changes in an activity base. McKinley’s depreciation expense is an example of a fixed cost, as 
the monthly depreciation expense does not vary with the number of passenger miles flown. 
Depending on the nature of a particular business, fixed costs can also include administrative and 
executive salaries, property taxes, rents and leases, and many types of insurance protection. 


Cost-Volume Relationships 


Variable Costs (and Variable Expenses) A variable cost is one whose total 
rises or falls in approximate proportion to changes in an activity base. McKinley’s fuel expense 
is an example of a variable cost, as it changes in approximate proportion to the number of pas- 
senger miles flown. For instance, if total passenger miles were to increase by 10 percent in a 
given month, we would expect to see a similar increase in fuel expense. 


Semivariable Costs (and Semivariable Expenses) Semivariable costs are 
sometimes called mixed costs because they contain both a fixed and a variable component. 
The monthly fee McKinley pays to the Fairbanks airport is a good example of a semivari- 
able cost, since it contains both a fixed base rate and an added charge for each passenger 
mile flown. The fixed portion pertains to the rental of hangar space for McKinley’s aircraft, 
which remains constant regardless of its flight activity. The variable portion pertains to the 
airline’s use of the passenger terminal. The more passenger miles McKinley flies during a 
given month, the higher the terminal usage fee charged by the airport. 

The concept of semivariable costs often applies when a variety of different costs are com- 
bined in one broad category. In manufacturing, for example, overhead includes a variety of fixed 
and variable costs. The fixed costs may include property taxes, supervisor salaries, and deprecia- 
tion expense. The variable costs may include supplies, electricity, and machinery repairs. 


INTERNATIONAL Gai, 


Identifying and separating fixed and variable costs is not easy. This task is significantly 
more complicated when products are manufactured in and transferred between interna- 
tional locations. For example, in Jordan, because of cultural and legal differences, some 
costs that might be classified as fixed costs in the United States are classified as variable 
costs in Jordanian accounts or vice versa. Examples of the costs impacted are product 
warranty, freight expenses, interest expenses, and wages. Culturally acceptable methods 
for delaying payments, bargaining for lower sales prices, and bureaucratic delays may 
transform a cost thought of as variable in the United States into a fixed recurring expense 
in an international location. In Jordan, for instance, clearing items through customs takes 
inordinate numbers of repeat visits to airports or seaports and is frequently mentioned as 
an additional cost of doing business in Jordan. 


COST-VOLUME RELATIONSHIPS: A GRAPHIC ANALYSIS 


To illustrate cost-volume behavior, we shall examine the somewhat simplified data pertaining 
to McKinley’s fixed, variable, and semivariable costs given in Exhibit 20-1. 


Type of Cost Amount 
Fixed costs 
INSURANCE eae cere say re eee neree gen chet naga or Sa ream eee A eRe eee $11,000 per month 
Depreciation ye crs kievocvs enyavthe chore im crsictedse devas neva areca $ 8,000 per month 
ESTEE TITS Sere eee Rant RRR eer ae aw selec aDy Om mR ny a $20,000 per month 
Variable costs 
Eueliand! maintenance: eh. aces con se tee ces chee eraaeeyatenn ae 8 cents per mile 
Semivariable costs 
Aimpomtisage:tees? Zacucivaws Spams eae oaners aera $3,000 per month + 2 


cents per passenger mile 


We have expressed these cost-volume relationships graphically in Exhibit 20-2 (for each 
cost type and in total). Carefully note the relationship between volume (monthly passenger 
miles flown) and cost in each diagram. 
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Exhibit 20-1 


COST INFORMATION FOR 
MCKINLEY AIRLINES 
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Exhibit 20-2 COST BEHAVIOR AT MCKINLEY AIRLINES 


GRAPHIC ANALYSIS OF McKINLEY AIRLINE’S MONTHLY OPERATING COSTS 


Fixed costs Variable costs Semivariable costs 
$40,000 ' ' $39,000 $40,000 $40,000 
__ __ _ $32,000 
| | 
| | 
20,000 20,000 20,000 
| | $11,000 
| | 45 
: 3,000 “$7,000 | 
0 0 
200,000 400,000 200,000 400,000 200,000 400,000 
Passenger miles Passenger miles Passenger miles 
Total costs 


$100,000 


80,000 
72,000 


60,000 


Exhibit 20-3 


AVERAGE COST PER 
PASSENGER MILE AT 
MCKINLEY AIRLINES 


(— a) 
@@m Note decrease in cost per 

) passenger mile as volume 
® increases 


Total cost line $82,000 
aN 
$72,000 


Variable 
costs 


= —— i = $50,000 
Semivariable costs _ 
$39,000 


$62,000 


Fixed costs 


200,000 300,000 400,000 


Passenger miles 


We can read from the total cost graph in Exhibit 20—2 the estimated monthly cost for any 
assumed volume of passenger miles. As shown, if McKinley anticipates a volume of 300,000 
passenger miles in any given month, its estimated total cost is $72,000, or 24 cents per pas- 
senger mile. By separating all fixed and variable cost elements, we can generalize McKinley’s 
cost-volume relationship and simply state that the monthly cost of operating the airline, 
for any given number of passenger miles, is approximately $42,000 plus 10 cents for each 
passenger mile flown. 

The effect of volume on McKinley’s total unit cost (its cost per passenger mile) can be 
observed by converting its total cost figures to average cost figures, as shown in Exhibit 20-3. 
Note that the average total cost per passenger mile decreases as passenger miles increase. 


McKinley Airlines’s Cost per Passenger Mile 


hotalipassengernmMileSiascssaces omens wert teretreya ae 200,000 300,000 400,000 
Costs 
Variable (8 cents per passenger mile) ................ $16,000 $24,000 $32,000 
Feel (OOO > SEO = SAMO) .oconeccgnaoanas 39,000 39,000 39,000 
Semivariable: 
Variable portion (2 cents per passenger mile) ........ 4,000 6,000 8,000 
FIxediportionest eee eee oe er 3,000 3,000 3,000 
Motalloperatingicosisi...-55n saat seis cessor $62,000 $72,000 $82,000 


Costipen passenger miles: cesuser seis eyes e ue ceetrernis ceenanee $0.31 $0.24 $0.205 
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McKinley’s unit cost behavior is presented graphically in Exhibit 20-4 for both total 
cost and fixed cost. You can see that the distance between the two cost curves (represent- 
ing variable costs of 10 cents per passenger mile) remains constant across a range of activ- 
ity base volumes. 


Exhibit 20-4 


AVERAGE COST PER 
PASSENGER MILE OF 
OPERATING MCKINLEY 
AIRLINES 


THE BEHAVIOR OF PER-UNIT COSTS 


In our example, note that the variable cost per passenger mile remains constant at 10 cents, 
regardless of the number of passenger miles flown. However, on a per-passenger mile basis, 
the fixed cost component gets smaller as passenger miles increase and larger as passenger 
miles decrease. This is because total fixed costs do not vary with changes in the activity 
base. As illustrated in Exhibit 20-4, fixed costs per unit decrease when volume increases. 
For McKinley Airlines, fixed per-unit costs decrease from 21 cents per passenger mile to 
10.5 cents per passenger mile as monthly activity increases from 200,000 passenger miles 
to 400,000 passenger miles. Study Exhibit 20-5 to make sure you understand how costs 
change when volume increases or decreases. 


Exhibit 20-5 


VOLUME VARIATION AND 
CHANGES IN FIXED AND 
VARIABLE COSTS 


(Decreases): 


Stay the same 


Stay the same 
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scale can reduce unit costs. 


Exhibit 20-6 


FIXED COSTS AT AN 
AUTOMOBILE PLANT 
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YOUR TURN You as a Manager 


Assume that you are the manager of ground operations for Northwest Airlines at Detroit 
Metro Airport. You have just been informed that the plane size between Philadelphia and 
Detroit will be increased from a Boeing 737 to a 747 and is expected to generate 50 
additional passengers per flight. What ground operations costs do you think will increase 
because of the additional 50 passengers per flight? What ground operations costs will not 
be affected? 


(See our comments on the Online Learning Center Web site.) 


ECONOMIES OF SCALE 


The decrease in McKinley’s fixed cost per unit at higher levels of activity represents a more 
efficient use of the company’s productive assets—its aircraft. In general, most businesses 
can reduce unit costs by using their facilities more intensively.' These savings are called 
economies of scale. 

To illustrate, assume that an automobile plant incurs fixed costs of $8.4 million per month 
and has the capacity to produce 7,000 automobiles per month. The fixed cost per unit manu- 
factured is shown in Exhibit 20-6 at three different levels of production. 


Fixed Costs Level of Fixed Cost 
per Month Production per Unit 
$8,400,000 4,000 cars $2,100 

8,400,000 6,000 cars 1,400 
8,400,000 7,000 cars 1,200 


Notice that by producing 7,000 cars per month the automaker’s manufacturing costs 
are $900 less per automobile than if the automaker produces only 4,000 cars each month 
($2,100 — $1,200 = $900). This cost advantage results from fully utilizing the company’s 
production facilities and, therefore, spreading the company’s fixed costs over as many 
units as possible. 

Economies of scale are most apparent in businesses with high fixed costs, such as airlines, 
oil refineries, steel mills, and utility companies. Most large companies automatically realize 
some economies of scale. This is one of the reasons why it is difficult for a small company to 
compete with a much larger one. But smaller companies also can realize their own economies 
of scale by using their facilities as intensively as possible. 


CASE IN POINT 


Many airlines, including some of the nation’s largest, have been losing money in recent 
years. But relatively small Southwest Airlines has been doing very well. Why? Because 
Southwest operates at or near full capacity—that is, with a paying passenger in almost 
every seat. 

As a result, Southwest incurs lower fixed costs per passenger mile than its competi- 
tors. This enables Southwest to earn a higher profit margin than most airlines and to offer 
very competitive fares—which keep those seats full. 


' Increasing the level of activity can increase certain per-unit costs, such as direct labor—especially if overtime 
rates must be paid. Seldom, however, do such cost increases fully offset the economies achieved from a higher 
level of output. 
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ADDITIONAL COST BEHAVIOR PATTERNS 


Cost relationships are seldom as simple as those in our example involving the operation of 
McKinley Airlines. However, the operating costs of all businesses exhibit variable, semivari- 
able, and fixed characteristics. 

In addition to the cost behaviors we have described thus far, some business costs increase 
in lump-sum steps as shown in graph (a) in Exhibit 20-7. For example, when production 
reaches a point where another supervisor and crew must be added, a lump-sum addition 
to labor costs occurs. Other costs may vary along a curve rather than a straight line, as 
shown in graph (b). For example, when a production schedule requires employees to work 
overtime, labor costs per unit may rise more rapidly than volume because of the overtime 
premium. 


Taking all the possible variations of cost behavior into account would add greatly to the com- 
plexity of cost-volume analysis. How far from reality are the assumed straight-line relationships 
shown at the beginning of this chapter in Exhibit 20-2? Fortunately, there are two factors that 
make straight-line approximations of cost behavior useful for analytical purposes. 

First, unusual patterns of cost behavior tend to offset one another. If we were to plot 
actual total costs incurred by a business over a time period in which volume changes 
occurred, the result might appear as in the cost-volume graph (a) in Exhibit 20-8. Notice that 
the cost pattern approximates a straight line, even though the actual points do not fall on the 
line itself. 

Second, unusual patterns of cost behavior are most likely to occur at extremely high 
or extremely low levels of volume. For example, if output were increased to near 100 
percent of plant capacity, variable costs would curve sharply upward because of payments 
for overtime. An extreme decline in volume, on the other hand, might require shutting 
down plants and extensive layoffs, thereby reducing some expenditures that are usually 
considered fixed costs. Most businesses, however, operate somewhere between perhaps 
45 percent and 80 percent of capacity and try to avoid large fluctuations in volume. For 
a given business, the probability that volume will vary outside of a fairly narrow range 
is usually remote. The range over which output may be expected to vary is called the 
relevant range, as shown in graph (b) in Exhibit 20-8. Within this relevant range, the 
assumption that total costs vary in straight-line relation to changes in volume is reasonably 
realistic for most companies. 


Exhibit 20-7 
SEMIVARIABLE COSTS 


Stair-step and curvilinear 
costs 
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Exhibit 20-8 


IDENTIFYING THE 
RELEVANT RANGE 


Cost Behavior and Operating Income 


Having gained an understanding of various cost behaviors, we can now expand our discussion 
to include the relationships among costs (both manufacturing costs and operating expenses), 
revenue, and operating income as follows: 


Revenue — Variable Costs — Fixed Costs = Operating Income 


This basic relationship sets the stage for introducing cost-volume-profit analysis, a widely 
used management planning tool. Cost-volume-profit analysis is often called break-even anal- 
ysis, in reference to the point at which total revenue exactly equals total cost. The break- 
even point may be defined as the level of activity at which operating income is equal to 
zero. Its computation often serves as a starting point in decisions involving cost-volume-profit 


relationships. 


© Steve Mason/Getty Images/DAL 


Before we proceed with an illustration, two final points must be empha- 
sized. First, the term profit in cost-volume-profit analysis refers to operating 
income, not net income. This is because income taxes and nonoperating 
gains and losses do not possess the characteristics of variable or fixed costs. 
Second, cost-volume-profit analysis conveys very little information about 
cash flows. Revenue, for example, often results from both cash and credit 
sales, whereas expenses often result from both cash payments and charges 
made on account. Thus, if sales of a particular product are expected to result 
in long-term holdings of accounts receivable, managers may decide to include 
in their cost-volume-profit analysis the lost opportunity to earn a return on the 
cash tied up in accounts receivable. 


COST-VOLUME-PROFIT ANALYSIS: 
AN ILLUSTRATION 


Assume that SnowGlide Company manufactures entry-level snowboards. The 
company currently sells its product to wholesale distributors in Colorado, 
Washington, and Oregon. Because of the popularity of snowboarding, the 
company is considering distributing to several East Coast wholesalers as well. 
Although wholesale prices vary depending on the quantity of boards purchased 
by a distributor, revenue consistently averages $90 per board sold. SnowGlide’s 
monthly operating statistics are shown in Exhibit 20-9. 


Cost Behavior and Operating Income 
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Exhibit 20-9 


Percentage of 


Dollars Sales Price = SNOWGLIDE’S OPERATING 

Average selling price per board ...............00e cece ee eee $90.00 100% INFORMATION 

Variable expenses per board 
Direct laboncosts fais enue ariel Saierscuania canoes 2.25 2.5 
DirectimatenialS:coste versa -tin-creseecinsees se eee eierueeca arian eae 28.25 31.4 
Variable manufacturing overhead........................ 3.10 3.4 
Variable administrative expenses ......................-. _2.40 2.7 

Notalivatiableicoskpenboald preteen eee err 36.00 40.0% 

Unit contribution margin and contribution margin ratio 
(discussed on following pages) .........-..-0+see eee eee $54.00 60.0% 

Fixed costs ink 
Administrative salaries .. 0.0... 0.00.00. ce eee eee $23,000 a ial fixed 
INSUFAMCE Rey erates re eee espe ess 1,300 
Depreciation carve tune costes tetares con eestor area ceee erie nen 5,000 
ACVOMUSIMG) sesngtetteet aca Aen See onceen Rees amano nc mena 8,500 

WOE Cle] Cos [ove (OMNI acon oc anennpenanwansdoonanann $37,800 


Notice that income taxes are not included among the monthly operating expenses. Income 
taxes are neither fixed nor variable because they depend on the amount of taxable income, 


rather than sales volume. 


CVP analysis may be performed either by stating the cost-volume-profit relationships in 
the form of mathematical formulas or by illustrating them visually in a graph. Let us begin 


with a graph. 


PREPARING AND USING A COST-VOLUME-PROFIT GRAPH 


The cost-volume-profit (or break-even) graph in Exhibit 20-10 is based on SnowGlide’s cost 
and revenue statistics. The graph shows the reader, at a glance, the break-even point in units 


and in dollars. 


SNOWGLIDE COMPANY 
MONTHLY COST-VOLUME-PROFIT GRAPH 
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120,000 
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80,000 
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40,000 


20,000 Fixed costs 
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600 900 
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line 


1,200 
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*Profit and loss represent income or loss before income taxes. 
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The horizontal axis represents the activity base, which for SnowGlide is boards sold per 
month. Since the company is not equipped to manufacture more than 1,500 units per month, 
this is assumed to be the upper limit of the relevant range. The vertical axis of the graph 
represents dollars of revenue and costs corresponding to various levels of unit sales activity. 
The steps in drawing this graph are as follows: 


1. Draw the total revenue line. This line runs from $0 to $135,000 in total revenue, which is 
the maximum revenue that the company can currently generate, given its monthly produc- 
tion capacity of 1,500 units. Note that the slope of the total revenue line equals the average 
selling price per unit of $90. 

2. Draw the fixed cost line. This is a horizontal line representing a constant $37,800 monthly 
fixed cost at all volumes within the company’s relevant range of activity. 


3. Draw the total cost line. Starting where the fixed cost line intercepts the vertical axis at 
$37,800, the total cost line will rise by $54,000 to a total cost of $91,800. This is the 
maximum total cost the company expects to incur, given its monthly production capacity 
of 1,500 units. Note that, for any level of activity, the distance from the fixed cost line to 
the total cost line represents the company’s total variable cost and that the slope of the 
total cost line equals the company’s variable cost per unit of $36. Thus, for each additional 
snowboard that the company sells, its total cost will increase by $36. 

4. Label the point at which the revenue line intersects the total cost line as the break-even 
point. Note that SnowGlide’s break-even point is at 700 units, which corresponds to 
$63,000 in total revenue. 


The operating profit or loss expected at any sales volume equals the distance between the 
total revenue line and the total cost line. Since this distance is zero at the break-even point, 
operating income at the break-even point must be zero, verified as follows: 


Revenue (700 boards X $90 per board)...........0.- 0c eee eee eee $63,000 
Costs and expenses: 

FIXGG easton cetecees occ c tata ere Se areeenes oe ede Roepe etme otc Crna ne eae $37,800 

Variable (700 boards X $36 per board) ................0-00005- 25,200 63,000 
Operating income we wtvisyas case Sremtirnreyan ceo es rm teen ere Tae ee oat $ -0O- 


If SnowGlide is able to operate at its monthly capacity of 1,500 units, its monthly operating 
income will amount to $43,200 ($135,000 in revenue, less $91,800 in total costs). 


CONTRIBUTION MARGIN: A KEY RELATIONSHIP 


We have shown that variable costs change in direct proportion to revenue. Thus, the generation 
of an additional dollar of revenue will result in an additional amount of variable cost. The oper- 
ating data for SnowGlide (Exhibit 20-9) indicate that variable costs account for 40 percent of 
every sales dollar. In other words, for every $1 in revenue that the company earns, it can expect 
to incur 40 cents in variable costs. The remaining 60 cents is called the contribution margin. 

The contribution margin is simply the amount by which revenue exceeds variable costs. Prior 
to reaching the break-even point, every $1 of SnowGlide’s revenue generates 60 cents in contribu- 
tion margin to help cover fixed costs. Once sales pass the break-even point, every $1 in additional 
revenue contributes 60 cents toward operating income. The allocation of every revenue dollar 
between SnowGlide’s variable costs and contribution margin is illustrated in Exhibit 20-11. 

Contribution margin may be expressed as a percentage of revenue, as a total dollar amount 
for the period (total revenue less total variable expenses), or as the contribution margin per 
unit (unit sales price less the variable cost per unit). For example, the average contribution 
margin per snow board sold by SnowGlide is $54, computed as follows: 


Unit Contribution Margin = Unit Selling Price — Variable Cost per Unit 
$54 = $90 - $36 
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Exhibit 20-11 


CA CONTRIBUTION MARGIN 
je iy 60¢ of each revenue AT SNOWGLIDE 
A0¢ of each revenue iz ‘ “A dollar is available to 
dollar is consumed a. m \ er cover fixed expenses up 
by variable expenses ee NF 


 @ to the break-even point 
; and contributes 60¢ 
to operating income 
thereafter. This is called 
the contribution margin. 


relating to the sale. y, ‘ 


Contribution Margi n Ratio When contribution margin is expressed as a percentage 
of revenue, it is termed contribution margin ratio. This ratio may be computed either by 
dividing the total contribution margin for the period by total revenue, or on a per-unit basis 
as follows: 
Contribution Margin per Unit 

Unit Sales Price 


Contribution Margin Ratio = 


Using SnowGlide’s per-unit data from Exhibit 20-9, we can compute the contribution margin 
ratio as follows: 
er . ~ _ $54 _ 
Contribution Margin Ratio = $90 ~ 60% 

Once again, prior to breaking even, a contribution margin ratio of 60 percent means that 
60 cents of every sales dollar helps to cover fixed costs. Once the break-even point is reached, 
every additional sales dollar provides a 60-cent increase in operating profit. 

We will now examine how the important concept of contribution margin can be used to 
answer some fundamental questions about a company’s operations. 


HOW MANY UNITS MUST WE SELL? 


The concept of contribution margin provides a quick means of determining the wnit sales | earning Objective 
volume required for a business to break even or earn any desired level of operating income. Determine the sales volume 
Knowing the break-even sales volume can be of vital importance, especially to companies required toearnadesired = |.95 
deciding whether to introduce a new product line, build a new plant or, in some cases, remain elo Opera une Uncomne: 
in business. 
To illustrate the relationship between sales volume and contribution margin, assume that 
we want to compute how many snowboards SnowGlide must sell in a month to break even. 
From the cost-volume-profit graph in Exhibit 20-10, we can see that the answer is 700 units. 
We will now prove that this is so. At the break-even point, the company must generate a total 
contribution exactly equal to its fixed costs. The data from Exhibit 20-9 show that monthly 
fixed costs amount to $37,800. Given a contribution margin of $54 from each board, the com- 
pany must sell 700 pairs per month to break even, as follows: 


$37,800 
$54 
This reasoning can be taken one step further to find not only the unit sales volume needed 
to break even but also the unit sales volume needed to achieve any desired level of operating 
income. The following formula enables us to do this: 


Sales Volume (in units) = = 700 units per month 


Fixed Costs + Target Operating Income 
Contribution Margin per Unit 


Sales Volume (in units) = 


For example, how many snowboards must SnowGlide sell to earn a monthly operating income 

of $5,400? 

$37,800 + $5,400 
$54 


Sales Volume (in units) = = 800 units per month 
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HOW MANY DOLLARS IN SALES MUST WE GENERATE? 


To find the dollar sales volume a company must generate for a given target of operating 
income, we could first compute the required sales volume in units and then multiply our 
answer by the average selling price per unit. Thus, SnowGlide would have to generate approx- 
imately $72,000 in revenue (800 snowboards X $90) to earn a monthly operating income 
of $5,400. 

Taking a more direct approach to compute the required sales volume, we can simply sub- 
stitute the contribution margin ratio for the contribution margin per unit in our CVP formula, 
as follows: 


Fixed Costs + Target Operating Income 


Sales Volume dadollars)= Contribution Margin Ratio 


To illustrate, let us again compute the sales volume required for SnowGlide to earn a 
monthly operating income of $5,400: 


$37,800 + $5,400 


60% = $72,000 per month 


Sales Volume (in dollars) = 


WHAT IS OUR MARGIN OF SAFETY? 


The dollar amount by which actual sales volume exceeds the break-even sales volume is called 
the margin of safety. It also represents the dollar amount by which sales can decline before 
an operating loss is incurred. In today’s volatile economy, it is important for managers to 
understand the extent to which their companies can endure a downturn in sales. SnowGlide’s 
monthly sales volume required to break even is: 


$37,800 
60% 


Thus, if monthly sales total $73,000, the margin of safety for that month is $/0,000 
($73,000 — $63,000). 

The margin of safety can provide a quick means of estimating operating income at any 
projected sales level. This relationship is summarized as follows: 


Sales Volume (in dollars) = = $63,000 per month 


Operating Income = Margin of Safety x Contribution Margin Ratio 


The rationale for this formula stems from the fact that the margin of safety represents sales 
dollars in excess of the break-even point. Therefore, if fixed costs have already been covered, 
the entire contribution margin of these sales increases operating income. 

To illustrate, let us assume that we estimate SnowGlide’s sales to be $72,000 next month. 
Given that its break-even sales volume is $63,000, its estimated margin of safety is $9,000. 
Thus, the projected operating income is $5,400 ($9,000 X 60%). 


WHAT CHANGE IN OPERATING INCOME DO WE ANTICIPATE? 


As stated, the contribution margin ratio in our example is 60 percent. Thus, once break- 
even is reached, every additional dollar of sales increases SnowGlide’s operating income by 
60 cents. Conversely, a $1 sales decline lowers profitability by 60 cents. This relationship may 
be summarized as follows: 


Change in _ Change in Contribution 
Operating Income Sales Volume Margin Ratio 


Therefore, if SnowGlide estimates a $5,000 increase in monthly sales, it would anticipate a 
corresponding increase in operating income of $3,000 ($5,000 X 60%). 


BUSINESS APPLICATIONS OF CVP 


The use of cost-volume-profit analysis is not limited to accountants. On the contrary, it pro- 
vides valuable information to many individuals throughout an organization. Cost-volume-profit 
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relationships are widely used during the budget process to set sales targets, estimate costs, and 
provide information for a variety of decisions. 

To illustrate, let us consider several ways in which cost-volume-profit relationships might 
be used by the management of SnowGlide Company. As previously mentioned, the popularity 
of snowboarding has prompted SnowGlide to consider distribution to East Coast wholesalers. 
Different managers within the company will naturally have different, yet interrelated, plan- 
ning concerns regarding the implementation of this new market strategy. 

We now will examine the concerns of three SnowGlide executives. 


Director of Adve rtising Assume that SnowGlide is currently selling approxi- 
mately 900 snowboards each month. In response to the new market strategy, the company’s 
director of advertising is asking for an increase of $1,500 in her monthly budget. She plans 
to use these funds to advertise in several East Coast trade publications. From her experience, 
she is confident that the advertisements will result in monthly orders from East Coast dis- 
tributors for 500 boards. She wishes to emphasize the impact of her request on the compa- 
ny’s operating income. 


Analysis We begin by calculating the company’s current monthly income based on cur- 
rent sales of 900 units. We will then compute estimated monthly income based on 1,400 units, 
taking into account the additional advertising costs of $1,500 (an increase in total fixed costs 
from $37,800 to $39,300 per month). This will enable us to estimate the impact of the pro- 
posed advertising expenditures on monthly operating income. 

Using the company’s operating statistics shown in Exhibit 20-9 (page 887), its current 
operating income is computed in Exhibit 20-12. 


Sales: (GOONIES! @ 2S 90) eee eraree teers etree te eye tenor ne ye cetacean $81,000 
Variable:costs:(40%c:of:sales)\. sane casuvns eto ces Se ata y eeteeene ns ea eunins (32,400) 
(Comiiileuitiem imeteilm (GOS OC) SEES), wn cononnspecsancanansannspoananaanena 48,600 
CurrentimonthlyitixedicOStssracesenseseceeke nants ors eee ese sees eos kere siete (37,800) 
(CHUTE MAO TALL MIN] KEV ENIN) MIMNCSINE oc canndsneceanaanmananabnpacdnaaauann $10,800 


As the proposed advertising is viewed as a fixed cost, this expenditure does not affect 
SnowGlide’s contribution margin ratio of 60 percent. Based on projected monthly sales of 
$126,000 (1,400 units < $90), the projected monthly operating income can be determined as 
follows: 

Fixed Costs + Projected Operating Income 


Erojectest Sales = Contribution Margin Ratio 
$126,000 = $39,300 + Projected Operating Income 
60% 
Projected Operating Income = 60% ($126,000) — $39,300 
= $36,300 per month 


The target income figure is $25,500 higher than the present monthly figure of $10,800 
($36,300 — $10,800 = $25,500). Thus, the director of advertising believes that her request 
for an additional $1,500 is well justified. 


Plant Man ager SnowGlide’s plant manager does not completely agree with the adver- 
tising director’s projections. He believes that the increased demand for the company’s product 
will initially put pressure on the plant’s production capabilities. To cope with the pressure, he 
asserts that many factory workers will be required to work excessive overtime hours, causing 
an increase in direct labor costs of approximately $/.80 per unit. Assuming that he is correct, 
he wants to know the sales volume in units required to achieve the advertising director’s pro- 
jected monthly income figure of $36,300. 
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An alysis Holding the selling price at $90 per unit, the $1.80 overtime premium will reduce 
SnowGlide’s current contribution margin from $54 per unit to $52.20 per unit as follows: 


Unit Contribution Margin = Selling Price — Unit Variable Cost 
= $90.00 — ($36.00 + $1.80) 
= $52.20 


If the director of advertising receives a monthly increase of $1,500 in her budget, and if a 
$36,300 income target is established, the number of units that must be sold is computed as 
follows: 


Fixed Costs + Target Operating Income 
Unit Contribution Margin 


_ $39,300 + $36,300 
~ $52.20 


= 1,448 units per month 


Projected Unit Sales = 


Given that 1,448 units is approaching the upper limit of SnowGlide’s 1,500 unit production 
capacity, the plant manager remains cautiously optimistic regarding the company’s ability 
to market its product through East Coast distributors. Accordingly, he recommends that the 
company begin planning to increase plant capacity as soon as possible. 


YOUR TURN You as a Plant Accountant 


Assume you are the plant accountant and that you have a budgeted fixed overhead of 
$20,800 per month for a production level at normal capacity of 1,000 units per month. 
Thus, your overhead application rate has been set at $20,800/1,000 units, or $20.80 per 
unit. You realize that a production increase to 1,500 units per month will result in over 
applying fixed overhead to the tune of $10,400 per month (500 units x $20.80). You are 
hesitant to bring up the problem of the overhead application rate with the plant man- 
ager because both of you receive a yearly bonus based on plant profitability. If over- 
head is being overapplied because production is at 1,500 units, the application rate is too 
high ($20.80 versus $20,800/1,500 = $13.87 per unit). If the projected sales volume of 
1,500 units does not occur, significant fixed overhead costs will be assigned to the unsold 
inventories. As a result, plant income will be larger and your bonus—as well as the plant 
manager’s—will be larger. What should you do? 


(See our comments on the Online Learning Center Web site.) 


Vice President of Sales The vice president of sales isn’t convinced that an increase 
in the monthly advertising budget of $1,500 will yield sales of 500 units per month in the East 
Coast region. Her estimate is more conservative, at 350 units per month (for total monthly 
sales of 1,250 units). Assume that the monthly advertising budget is increased by $1,500, 
and that direct labor costs actually do increase by $1.80 per unit because of the overtime 
premium required to meet increased production demands. If the vice president of sales is cor- 
rect regarding her 1,250 unit projection, she wants to know the extent to which the company 
would have to raise its selling prices (above the current price of $90 per unit) to achieve a 
target monthly income figure of $36,300. 


Analysis If 1,250 units are sold each month instead of 1,400 units, the contribution mar- 
gin per unit must increase in order for the company to achieve the same target income (taking 
the increases in advertising and direct labor costs into consideration). Once again, we use the 
following formula: 
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Fixed Costs + Target Operating Income 
Contribution Margin per Unit 


$39,300 + $36,300 
Contribution Margin per Unit 


$39,300 + $36,300 
1,250 units 


= $60.48 


Projected Unit Sales = 


1,250 units = 


Contribution Margin per Unit = 


Recall that the unit contribution margin is computed as follows: 
Unit Contribution Margin = Unit Selling Price — Unit Variable Cost 


Thus, given a required unit contribution margin of $60.48 and a variable cost per unit of 
$37.80, we can easily solve for the required unit selling price as follows: 


$60.48 = Unit Selling Price — $37.80 
Unit Selling Price = $60.48 + $37.80 
= $98.28 


Faced with an extremely competitive wholesale sporting goods market, the 
vice president of sales is worried that a 9.2 percent price increase (from 
$90.00 per unit to $98.28 per unit) is likely to have an adverse effect on the 
company’s total sales. Therefore, she recommends that the price remain at 
$90 per unit and that the company’s target monthly income figure be lowered 
accordingly. 


ADDITIONAL CONSIDERATIONS IN CVP 


In practice, the application of cost-volume-profit analysis is often compli- 
cated by various operating factors, including (1) different products with dif- 
ferent contribution margins, (2) determining semivariable cost elements, and 
(3) complying with the assumptions of cost-volume-profit analysis. Let us © Robert Michael/Corbis/DAL 
address such considerations. 


CVP ANALYSIS WHEN A COMPANY SELLS MANY PRODUCTS 


SnowGlide sells only a single product. Most companies, however, sell a mix of many different 
products. In fact, the term sales mix often is used to describe the relative percentages of total 
sales provided by different products. 

Different products usually have different contribution margin ratios. In many cases, deci- 
sions are based on the contribution margin of a particular product. But often managers apply 
cost-volume relationships to the business viewed as a whole. For this purpose, they use the 
average contribution margin ratio, reflecting the company’s current sales mix. 

The average contribution margin ratio may be computed by weighting the contribution mar- 
gin ratios of each product line by the percentage of total sales which that product represents. 

To illustrate, assume that, in addition to snowboards, SnowGlide sells goggles. Contribution | earning Objective 
margin ratios for the two product lines are snowboards, 60 percent, and goggles, 80 percent. Use CVP when a company 
Snowboards account for 90 percent of total sales, and goggles, the other 10 percent. The _ Sells multiple products. 108 
average contribution margin ratio for SnowGlide’s sales “mix” is computed in Exhibit 20-13. 


Product Percentage Exhibit 20-13 

CM Bate gueales COMPUTING THE 
Snawboaldome erate we ree are Nine eater 60% x 90% = 5A% AVERAGE CONTRIBUTION 
GOQGICS eae ae sae ere a eae eee 80% Xx 10% = &% MARGIN RATIO 


Average contribution margin ratio............. 62% 
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Improving the “Quality” of the Sales Mix Notice that goggles have a higher con- 
tribution margin ratio than snowboards. A business can improve its average contribution ratio, 
and its overall profitability, by shifting its sales mix to include more products with high contribu- 
tion margin ratios. This is the strategy used by Puma and described in the chapter opener. 

Sales of products with the high contribution margins often are described as quality sales 
because they contribute so greatly to the company’s profitability. SnowGlide management 
should be thinking of ways to sell more goggles. Almost every business encourages its sales- 
people to aggressively market the high-margin products. 


DETERMINING SEMIVARIABLE COST ELEMENTS: 
THE HIGH-LOW METHOD 


As previously discussed, semivariable costs have both a fixed portion and a variable portion. 
Throughout this chapter we have simplified the handling of semivariable costs by providing 
the fixed and variable components for you. In practice, you must estimate the fixed and vari- 
able elements of semivariable costs. Several mathematical techniques may be used to accom- 
plish this task. We will focus on one approach called the high-low method.” 

To illustrate the high-low method, assume that some portion of SnowGlide’s total administrative 
cost is fixed and that some portion varies with the level of production. Information pertaining to 
production and administrative costs for the first six months of the year is shown in Exhibit 20-14. 


Total Total 
Units Administrative 
Produced Costs 
SIE Tne ehareitet ice a cue) cen preieer riGret are cue icce orels crane ea ae inte Grea oee 900 $25,060 
La) 0 see eee eRe ct cee Decne ec encrers ac cee erect re Senet Corea oer eeeeeeene re 850 25,040 
MEV iter eioten in Goteicin Beacons n cease cates oie cian tice etaie 6 925 25,183 
YAN 0) Peace ieee Pare ee cua Meee ne cane ce eee 950 25,280 
Mayiseasersgnytccrat otis ya Susie nye ceteris tga dee a 875 25,140 
AID [AY= Wer cies cance cate cen nene Rene ct icke ten ree pene ane c eicie tear eee tke 910 25,194 


To find the variable portion of total administrative costs, we relate the change in cost to the 
change in the activity base between the highest and the lowest months of production activity 
as shown in Exhibit 20-15. 


Total Total 
Units Administrative 
Produced Costs 
ADE (NiQh@St) mene aac Seen Sean ma nome ae Pra 950 $25,280 
Feb Hi(lOWOSE) cee etcerecay evens coerce eresd-s eke eensaem eee arecea cee 850 25,040 
CHANGES sh siete crater nee mcrae ana neem ae tA 100 $ 240 


Notice that a 100-unit increase in production results in a $240 increase in administrative 
costs. Therefore, the variable element of this cost may be estimated at $240 per 100 units, or 
$2.40 per unit. 

To determine the fixed portion of the monthly administrative cost, we take the total monthly 
cost at either the high point or the low point, and deduct the variable administrative cost from 
that amount. The following computation uses the highest level of activity to determine the 
fixed cost portion: 


Fixed Cost = Total Cost — Variable Cost 
= $25,280 — ($2.40 per unit x 950 units) 
= $25,280 — $2,280 
= $23,000 per month 


> Other approaches to determining the fixed and variable elements of semivariable costs include the least 
squares method and regression analysis. These techniques are typically discussed in a cost accounting course. 
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Note that the variable and fixed administrative costs correspond to those reported in Snow- 
Glide’s monthly summary of average operating statistics in Exhibit 20-9. 

We have now developed a cost formula for monthly administrative costs: $23,000 + $2.40 
per unit. In addition to helping the company evaluate the reasonableness of administrative 
costs incurred in a given month, this formula is also valuable in forecasting administrative 
costs likely to be incurred in the future. For example, what amount of administrative cost 
should SnowGlide expect in a month in which it has scheduled 930 units of production? The 
answer is approximately $25,232, determined as follows: 


Monthlyatixed:acdministrativelcostem seta: tes raet yrs terest harness $23,000 
Wetiellls Cons (G2240 << C80) UMS) scccosnundcponosndeuncnpnerepecqdeeacoue 2,232 
motaliestimatediadministrative\cost ee eee eee eee eee $25,232 


ASSUMPTIONS UNDERLYING COST-VOLUME- 
PROFIT ANALYSIS 
Throughout the chapter we have relied on certain assumptions that have simplified the appli- 


cation of cost-volume-profit analysis. In practice, however, some of these assumptions may 
not always hold true. These assumptions include: 


1. Sales price per unit is assumed to remain constant. 

2. If more than one product is sold, the proportion of the various products sold (the sales mix) 
is assumed to remain constant. 

3. Fixed costs (expenses) are assumed to remain constant at all levels of sales within a relevant 
range of activity. 

4. Variable costs (expenses) are assumed to remain constant as a percentage of sales revenue. 

5. For manufacturing companies, the number of units produced is assumed to equal the num- 
ber of units sold each period. 


Even if some of these assumptions are violated, cost-volume-profit analysis can still be a useful 
planning tool for management. As changes take place in selling prices, sales mix, expenses, 
and production levels, management should update and revise its analysis. 


SUMMARY OF BASIC COST-VOLUME-PROFIT RELATIONSHIPS 


In this chapter, we have demonstrated a number of ratios and mathematical relationships that 
are useful in cost-volume-profit analysis. For your convenience, these relationships are sum- 
marized in Exhibit 20-16. 


Measurement Method of Computation 
Contribution Margin Sales Revenue — Total Variable Costs 
Unit Contribution Margin Unit Sales Price — Variable Costs per Unit 


Unit Sales Price — Variable Costs per Unit 
Unit Sales Price 
or 
Sales — Total Variable Costs 


Contribution Margin Ratio 


Sales 
Fixed Costs + Target Operating Income 
Unit Contribution Margin 


Sales Volume (in units) 


Fixed Costs + Target Operating Income 


Sales Volume (in dollars 
Contribution Margin Ratio 


Margin of Safety Actual Sales Volume — Break-Even Sales Volume 
Operating Income Margin of Safety x Contribution Margin Ratio 
Change in Operating Income Change in Sales Volume x Contribution 


Margin Ratio 
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Ethics, Fraud & Corporate Governance 


As discussed in this chapter, some industries are characterized 
by high fixed costs. Examples of industries characterized by 
high fixed costs include airlines, automobile manufacturers, 
and telecommunications companies. Companies in these 
industries purchase or self-construct different types of fixed 
assets—for example, airplanes, production equipment, fiber 
optic cable, and so on. A company’s heavy reliance on fixed 
assets may result in: (1) an airline contracting with Boeing or 
Airbus to purchase or lease new planes, (2) an automobile 
manufacturer’s decision to close a production facility 
and lay off workers covered by its pension plan, or (3) a 
telecommunications company investing in a technology that 
later becomes obsolete or unproductive and thereby makes 
the investment impaired. All of these events are potentially 
of interest to investors and creditors. And although these 
events (or the effects thereof) would be reflected in quarterly 
and annual financial statements filed with the Securities 
and Exchange Commission (SEC), the Sarbanes-Oxley Act 
(SOX) requires a more rapid disclosure of these events to the 
capital markets. 

Section 409 of SOX requires public companies to disclose, 
by filing a Form 8-K, certain material events within four 
business days after they occur. Such events include entering 


into, or terminating, material agreements. For example, if an 
airline enters into an agreement to purchase or lease additional 
planes, the airline must disclose the date of the agreement, the 
parties to the agreement, any relationship between the company 
and the parties, and the terms and conditions of the agreement. 
Companies must also file a Form 8-K if management is 
committed to disposing of long-lived assets or terminating 
employees covered under a pension plan. These disclosures 
must include all relevant dates and costs associated with these 
actions. Finally, a Form 8-K must be filed if a fixed asset or 
intangible asset has become materially impaired. 

Section 409 of SOX identifies other events that require 
disclosure on a Form 8-K on a rapid and current basis. 
Examples of these events include: (1) company bankruptcy or 
receivership, (2) buying another business or disposing of the 
company’s own assets, (3) delisting from a stock exchange, 
(4) a change in the company’s audit firm, (5) the departure/ 
election/appointment of board members or principal officers, 
and (6) amendments to the company’s code of ethics or 
waivers of provisions of the code of ethics. The goal of 
requiring disclosure of certain material events on a rapid and 
current basis is to provide more timely information to market 
participants of material information. 


Concluding Remarks 


An understanding of cost behavior—the manner in which costs normally respond to changes 
in the level of activity—is required in each remaining chapter of this textbook. In these chap- 
ters, we will explore the use of accounting information in evaluating the performance of 
managers and departments, in planning future business operations, and in making numerous 
types of management decisions. The concepts and terminology introduced in Chapter 20 will 
be used extensively in these discussions. 


Explain how fixed, variable, and semivariable 
costs respond to changes in the volume of business 
activity. Fixed costs (fixed expenses) remain unchanged 
despite changes in sales volume, while variable costs (or expenses) 
change in direct proportion to changes in sales volume. With a 
semivariable cost, part of the cost is fixed and part is variable. 
Semivariable costs change in response to a change in the level of 
activity, but they change by less than a proportionate amount. 


L01 


Explain how economies of scale can reduce unit 
costs. Economies of scale are reductions in unit cost 
that can be achieved through a higher volume of activity. 
One economy of scale is fixed costs that are spread over a larger 
number of units, thus reducing unit cost. 


L02 


Prepare a cost-volume-profit graph. The vertical axis 
on a break-even graph is dollars of revenue or costs, and the 
horizontal axis is unit sales. Lines are plotted on the graph 
showing revenue and total costs at different sales volumes. The 
vertical distance between these lines represents the amount of 
operating income (or loss). The lines intersect at the break-even point. 


LO 


Compute contribution margin and explain its 

usefulness. Contribution margin is the excess of revenue 

over variable costs. Thus, it represents the amount of 
revenue available to cover fixed costs and to provide an operating 
profit. Contribution margin is useful in estimating the sales 
volume needed to achieve earnings targets, or the income likely to 
result from a given sales volume. 


Determine the sales volume required to earn a 
desired level of operating income. The sales volume 
(in units) required to earn a target profit is equal to the 


Key Terms Introduced or 


Emphasized In Chapter 20 


break-even point (p. 886) The level of sales at which a com- 
pany neither earns an operating profit nor incurs a loss. Revenue 
exactly covers costs and expenses. 


contribution margin (p. 888) Sales minus variable costs. The 
portion of sales revenue that is not consumed by variable costs 
and, therefore, is available to cover fixed costs and contribute to 
operating income. 


contribution margin per unit (p. 888) The excess of unit 
sales price over variable cost per unit; the dollar amount con- 
tributed by the sale of each unit toward covering fixed costs and 
generating operating income. 


contribution margin ratio (p. 889) The contribution margin 
expressed as a percentage of sales price. Represents the percentage 


END-OF-CHAPTER REVIEW 


sum of the fixed costs plus the target profit, divided by the unit 
contribution margin. To determine the sales volume in dollars, 
the sum of the fixed costs plus the target profit is divided by the 
contribution margin ratio. 


Use the contribution margin ratio to estimate the 

change in operating income caused by a change 

in sales volume. Multiplying the expected dollar 
change in sales volume by the contribution margin ratio indicates 
the expected change in operating income. 


Use CVP relationships to evaluate a new marketing 
strategy. An understanding of CVP relationships assists 
managers in estimating the changes in revenue and costs 
which are likely to accompany a change in sales volume. Thus, 
they are able to estimate the likely effects of marketing strategies 
on overall profitability. 


L07 


Use CVP when a company sells multiple products. 

For companies that sell multiple products, CVP analysis 

is performed using a weighted-average contribution 
margin. The weighted-average contribution margin is based on 
each product’s individual contribution margin and the percentage 
it comprises of the company’s overall sales mix. 


Determine semivariable cost elements. Semivariable 

costs have both a fixed component and a variable 

component. Separating semivariable costs into their 
fixed and variable components is a constant challenge faced by 
managers. The high-low method is a simple approach used by 
managers to better understand the structure of semivariable 
costs. 


of each revenue dollar that is available to cover fixed costs or to 
provide an operating profit. 


cost formula (p. 895) A mathematical statement expressing the 
expected amount of a cost in terms of the fixed element of the cost 
and/or the portion of the cost that varies in response to changes in 
some activity base. For example, the cost formula for a semivari- 
able cost might be $2,500 per month, plus 5 percent of net sales. 


economies of scale (p. 884) A reduction in unit cost achieved 
through a higher volume of output. 


fixed costs (p. 880) Costs and expenses that remain unchanged 
despite changes in the level of the activity base. 


high-low method (p. 894) A method of dividing a semivari- 
able (or mixed) cost into its fixed and variable elements by 
relating the change in the cost to the change in the activity base 
between the highest and lowest levels of observed activity. 


margin of safety (p. 890) Amount by which actual sales 
exceed the break-even point. 


898 Chapter 20 Cost-Volume-Profit Analysis 


relevant range (p. 885) The span or range of output over semivariable costs (p. 881) Costs and expenses that respond 


which output is likely to vary and assumptions about cost behav- to changes in the level of the activity base by less than a propor- 
ior are generally valid. Excludes extreme volume variations. tionate amount. 

sales mix (p. 893) The relative percentages of total sales gen- variable costs (p. 881) Costs and expenses that vary directly 
erated by each type of product that a business sells. and proportionately with changes in the level of the activity base. 


Demonstration Problem 


The management of Fresno Processing Company has engaged you to assist in the development of 
information to be used for management decisions. 


The company has the capacity to process 20,000 tons of cottonseed per year. This processing 


results in several salable products, including oil, meal, hulls, and lint. 


A marketing study indicates that the company can sell its output for the coming year at $200 per 


ton processed. 


You have determined the company’s cost structure to be as follows: 


Cost:of COUONSCEd bi toed ob edeaw bodetbae dead ahead $80 per ton 
Processing costs: 

Variablé: cic ccatetietiaghe Phe ddagiad dnovadlae deca $26 per ton 

PKG ss o.f deep Qe vsdecpceeadedney ditunsdsbateadads esliziard wanted deattneldaonsinina Soames $340,000 per year 
Marketing Costs: sicccccses ean erni ee ie Woe ea Oo ee All variable, $44 per ton 
Administrative COStS 22.00 e0a ca ee ata eg ee eee es ale All fixed, $300,000 per year 


Instructions 


a. 


b. 


Compute (1) the contribution margin and (2) the contribution margin ratio per ton of cotton- 
seed processed. 


Compute the break-even sales volume in (1) dollars and (2) tons of cottonseed. 


Assume that the company’s budget calls for an operating income of $240,000. Compute the 
sales volume required to reach this profit objective, stated (1) in dollars and (2) in tons of 
cottonseed. 


Compute the maximum amount that the company can afford to pay per ton of raw cottonseed 
and still break even by processing and selling 16,000 tons during the current year. 


Solution to the Demonstration Problem 


a. 


@)y fotalirevenue per ton of cottonseed Gas sece ecco eee ee eee $200 
Less: Variable costs: 
@ottonseed! 52st SS eS sc teow ere eno eats eee $80 
RrOCessing ys ccAsauen ieee tous os se ahi soe aaea mene eos 26 
Marke tin See arsee: euenerr woeeeee once ae wits tiers Geter esate rare ican see 44 150 
Uniticontabutrontmargini(G200%> S50) saeco $ 50 
(2) Contribution margin ratio ($50 + $200) ........... 20... eee ee eee ee 25% 
(1) Break-even dollar sales volume: 
Fixed costs ($340,000 + $300,000) ...............020 ee eee $ 640,000 
Contribution manrsinmatio(pantia) yas sere see coer eee cian: 25% 
Break-even dollar sales volume ($640,000 + 0.25) ............ $2,560,000 
(2) Break-even unit sales volume (in tons): 
EIKECICOSTS| (MEK PNEVIOUS) ee yaeae cesta erste lever weve ssieuce ester eesesrels ses $ 640,000 
Unit contribution margin (part a) ....................00008. $ 50 


Break-even unit sales volume, stated in tons of 
cottonseed products ($640,000 + $50)............-..02-5. 12,800 


(Alternative computation: Break-even dollar sales volume, 
$2,560,000, divided by unit sales price, $200, equals 12,800 tons.) 
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c. (1) Required dollar sales volume: 


Bixediexpenses) avy. t4 aus iseue neue tastes anes ain eA neta $ 640,000 
Adds Marsetoperatins Mcomey eee ere eri eee ee 240,000 
Required icontubutionamareins sea ae eee $ 880,000 
Contribution margin ratio (part a) .... 6... eee eee 25% 
Required dollar sales volume ($880,000 + 0.25) ..............2005. $3,520,000 
(2) Required unit sales volume: 

Required dollar sales volume [from (1)] ................02 20s eee $3,520,000 
Winitisales (prices, 3.55 ane. cac nunca saciuamecctcmaace dae seceaeess $ 200 
Required unit sales volume, in tons 

(S35 200005302 OO) See aoeeere erica seer ne cette ce 17,600 


(Alternative computation: Required contribution margin to 
cover fixed expenses and target operating income, $880,000, 
[part e(1)], divided by unit contribution margin, $50 per ton, 
equals 17,600 tons.) 
d. Total revenue (1/6:000 tons 25200) Goce ne cee eee $3,200,000 
Less: Costs other than cottonseed: 
Processing (16,000 tons X $26) .............002-000 $416,000 
Marketing (16,000 tons X $44)............022.00000. 704,000 
Ke CKCOStSia esas cease eater canna nee ae eee eas 640,000 1,760,000 


Maximum amount that can be paid for 16,000 tons of 
cottonseed, while allowing company to break even ................. $1,440,000 


Maximum amount that can be paid per ton of cottonseed, 
while allowing company to break even 
($1440:000'= 16/000 itonS) 4c beets sey ee eee se ae $90 


Self-Test Questions 


The answers to these questions appear on page 915. 


Direct Total 

1. During the current year, the net sales of Ridgeway, Inc., were Labor Manufacturing 

10 percent below last year’s level. You should expect Ridge- Hours Overhead 

Tay SEIU GS See Highest observed level ....... 6,000 $17,000 

a. Decrease in total, but increase as a percentage of net sales. cwweebob saree level Sc ocrace cc 4.000 14.000 

b. Increase in total and increase as a percentage of net sales. 

c. Decrease in total and decrease as a percentage of net sales. In a month in which 5,000 direct labor hours are used, the 

d. Increase in total, but decrease as a percentage of net sales. Jixed element of total manufacturing overhead costs should 
2. Marston Company sells a single product at a sales price of Dea erie 

$50 per unit. Fixed costs total $15,000 per month, and vari- a. $15,500. ce. $7,500. 

able costs amount to $20 per unit. If management reduces b. $8,000. d. $8,000 plus $1.50 per unit. 


the sales price of this product by $5 per unit, the sales vol- 


g 5. Driver Company manufactures two products. Data concern- 
ume needed for the company to break even will: 


ing these products are shown below: 


a. Increase by $5,000. c. Increase by $2,000. 

b. Increase by $4,500. d. Remain unchanged. Product A Product B 
3. Olsen Auto Supply typically earns a contribution margin Total monthly demand (in units). . 1,000 200 

ratio of 40 percent. The store manager estimates that by Sal . it $400 $500 

spending an additional $5,000 per month for radio advertis- ¢ eos eal oe oye o 

ing the store will be able to increase its operating income Contribution margin ratio... . 30% 40% 

by $3,000 per month. The manager is expecting the radio Relative sales mix ........... 80% 20% 

advertising to increase monthly dollar sales volume by: 

a. $12,500. ce. $7,500. If fixed costs are equal to $320,000, what amount of total 

b. $8,000. EES omclorheramonntt sales revenue is needed to break even? 

a. $914,286. c. $320,000. 


4. Shown below are the monthly high and low levels of direct labor 
hours and total manufacturing overhead for Apex Mfg. Co. b. $457,143. d. $1,000,000. 
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. Why is it important for management to understand 


cost-volume-profit relationships? 


. What is an activity base and why is it important in analyzing 


cost behavior? 


. What is the effect of an increase in activity on the following 


items? 

a. Total variable costs. 

b. Variable costs per unit of activity. 
c. Total fixed costs. 

d. Fixed costs per unit of activity. 


. The simplifying assumption that costs and volume vary in 


straight-line relationships makes the analysis of cost behav- 
ior much easier. What factors make this a reasonable and 
useful assumption in many cases? 


5. Define the relevant range of activity. 


6. Explain how the high-low method determines: 


L01 


L01 


L01 


L093 


a. The variable portion of a semivariable cost. 


b. The fixed portion of a semivariable cost. 


. Define (a) contribution margin, (b) contribution margin 


ratio, and (ce) average contribution margin ratio. 


Brief Exercises 


o5 


10. 
11. 


12. 


13. 


14. 


15: 


BRIEF 

EXERCISE 20.1 remains within the relevant range.) 

Patterns of Cost a. Total variable costs d. 

ee Mes b. Variable cost per unit e. 
c. Total fixed cost f. 

BRIEF 


EXERCISE 20.2 
Classification of 


Various Costs a. The cost of goods sold. 
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TDMA DISCUSSION Questions 


8. 


What important relationships are shown on a cost-volume- 
profit (break-even) graph? 


Explain how the unit contribution margin can be used to 
determine the unit sales required to break even. 


Define margin of safety. 


An executive of a large American steel company put the 
blame for lower net income for a recent fiscal period on the 
“shift in product mix to a higher proportion of export sales.” 
Sales for the period increased slightly while net income 
declined by 28 percent. Explain how a change in product 
(sales) mix to a higher proportion in export sales could result 
in a lower level of net income. 

Explain why businesses normally can reduce unit costs by 
utilizing their facilities more intensively. 

Why does cost-volume-profit analysis focus upon operating 
income instead of net income? 


A regional airline and a furniture manufacturer each gener- 
ate annual revenue of $120 million and earn net income of 
$10 million. Which company probably has the higher break- 
even point? Explain. 


List the assumptions that underlie cost-volume-profit 
analysis. 


fg connect" 


[ACCOUNTING 


Explain the effects of an increase in the volume of activity on the following costs. (Assume volume 


Fixed cost per unit 
Total semivariable costs 


Semivariable cost per unit 


Explain whether you regard each of the following costs or categories of costs as fixed, variable, or 
semivariable with respect to net sales. Briefly explain your reasoning. If you do not believe that a 
cost fits into any of these classifications, explain. 


b. Salaries to salespeople (these salaries include a monthly minimum amount, plus a commission 


on all sales). 
Income taxes expense. 


Property taxes expense. 


mo a of 


depreciation. 
BRIEF 
EXERCISE 20.3 $19,500, plus $110 per call. 


Using a Cost Formula a. 


Depreciation expense on a sales showroom, based on the straight-line method of depreciation. 


Depreciation expense on a sales showroom, based on the double-declining-balance method of 


City Ambulance Service estimates the monthly cost of responding to emergency calls to be 


In a month in which the company responds to 125 emergency calls, determine the estimated: 


1. Total cost of responding to emergency calls. 


2. Average cost of responding to emergency calls. 


b. Assume that in a given month, the number of emergency calls was unusually low. Would you 
expect the average cost of responding to emergency calls during this month to be higher or 
lower than in other months? Explain. 


Brief Exercises 


Loi BRIEF 
EXERCISE 20.4 


Using a Cost Formula 


L04 
L05 
L09 
104 BRIEF 
EXERCISE 20.5 
a Computing Sales 
LOG Volume 
104 BRIEF 
EXERCISE 20.6 
‘rus Computing Sales 
LOG Volume 
Lo1 BRIEF 
EXERCISE 20.7 
Relating Contribution 
Margin Ratio to Sales 
through Price 
LO6 
Lo7 BRIEF 
EXERCISE 20.8 
Evaluating a Marketing 
Strategy 
Loi BRIEF 


EXERCISE 20.9 


Selecting an Activity 
Base 
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Through using the high-low method, Regency Hotels estimates the total costs of providing room 
service meals to amount to $5,950 per month, plus 30 percent of room service revenue. 


a. What is the contribution margin ratio of providing room service meals? 
b. What is the break-even point for room service operations in terms of total room service revenue? 


c. What would you expect to be the total cost of providing room service in a month in which 
room service revenue amounts to $15,000? 


Porter Corporation has fixed costs of $660,000, variable costs of $24 per unit, and a contribution 
margin ratio of 40 percent. 
Compute the following: 


a. Unit sales price and unit contribution margin for the above product. 


b. The sales volume in units required for Porter Corporation to earn an operating income of 


$300,000. 


c. The dollar sales volume required for Porter Corporation to earn an operating income of 


$300,000. 


Jackson Company recently calculated its break-even sales revenue to be $15,000. For each dollar 
of sales revenue, $0.70 goes to cover variable costs. 
Compute the following: 


a. The contribution margin ratio. 
b. Total fixed costs. 


c. The sales revenue that would have to be generated to earn an operating income of $9,000. 


Firebird Mfg. Co. has a contribution margin ratio of 45 percent and must sell 25,000 units at a price 
of $80 each in order to break even. 


a. Compute total fixed costs. 
b. Compute variable cost per unit. 


c. Develop the company’s cost formula. 


Chaps & Saddles, a retailer of tack and Western apparel, earns an average contribution margin 
of 45 percent on its sales volume. Recently, the advertising manager of a local “country” radio 
station offered to run numerous radio advertisements for Chaps & Saddles at a monthly cost 
of $1,800. 

Compute the amount by which the proposed radio advertising campaign must increase Chaps & 
Saddles’s monthly sales volume to: 
a. Pay for itself. 


b. Increase operating income by $1,000 per month. (Round computations to the nearest dollar.) 


You have been hired as a consultant to assist the following companies with cost-volume-profit 
analysis: 
Freeman’s Retail Floral Shop 


Susquehanna Trails Bus Service 


Wilson Pump Manufacturers 


McCauley & Pratt, Attorneys-at-Law 
Suggest an appropriate activity base for each of these clients. 
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Log BRIEF Glow Worm Corporation makes flashlights and batteries. Its monthly fixed costs average 
EXERCISE 20.10 $3,680,000. The company has provided the following information about its two product lines: 
CVP with Multiple 
Products 


Contribution Percentage of 
Margin Ratio Total Sales 


Flashlights. icocccc 2b seco berdig bhateviedidcu died 40% 15% 
BAMSHle Sx je jot 5 5, Sia saha sede tecet eee Seat hela audut petro ace eeeeeme 20 85 


a. Determine the company’s monthly break-even point in sales dollars. 


b. How much revenue must the company generate in the upcoming month for a monthly operat- 
ing income of $1,380,000? 


Exercises connect 


[ACCOUNTING 


Loi EXERCISE 20.1 Listed below are nine technical accounting terms introduced in this chapter: 
a nals Variable costs Relevant range Contribution margin 
i 
L02 ay Break-even point Fixed costs Semivariable costs 
Economies of scale Sales mix Unit contribution margin 
L04 Each of the following statements may (or may not) describe one of these technical terms. For each 


statement, indicate the accounting term described, or answer “None” if the statement does not cor- 
rectly describe any of the terms. 


a. The level of sales at which revenue exactly equals costs and expenses. 
b. Costs that remain unchanged despite changes in sales volume. 


c. The span over which output is likely to vary and assumptions about cost behavior generally 
remain valid. 


d. Sales revenue less variable costs and expenses. 
e. Unit sales price minus variable cost per unit. 
f. The reduction in unit cost achieved from a higher level of output. 
g. Costs that respond to changes in sales volume by less than a proportionate amount. 
h. Operating income less variable costs. 
Loi EXERCISE 20.2 The following information is available regarding the total manufacturing overhead of Bursa Mfg. 
High-Low Method of Co. for a recent four-month period: 
Cost Analysis 
LO9 
Machine- Manufacturing 
Hours Overhead 
VOR. pte Be 32a Aree Gees be ear S 5,500 $311,500 
POD: i245 bavede ape ic mee wetted veda aa acu Hemant 3,200 224,000 
Maite 22. sanded dpe ate ai Oaastiags eet doe Si acay eg Scares 4,900 263,800 
AD. ctakiartscaenigate gaa rede bh Pee chet dae ek wn 2,800 184,600 


a. Use the high-low method to determine: 
1. The variable element of manufacturing overhead costs per machine-hour. 
2. The fixed element of monthly overhead cost. 


b. Bursa expects machine-hours in May to equal 5,300. Use the cost relationships determined in 
part a to forecast May’s manufacturing overhead costs. 


c. Suppose Bursa had used the cost relationships determined in part a to estimate the total manu- 
facturing overhead expected for the months of February and March. By what amounts would 
Bursa have over- or underestimated these costs? 


Exercises 


1094 EXERCISE 20.3 
Computing Required 


Sales Volume 
L05 


04. EXERCISE 20.4 


Computing the 
Break-Even Point 


LOG 


through 


loi EXERCISE 20.5 


Cost-Volume-Profit 


Relationships 
L04 


Lo5 EXERCISE 20.6 


ef Ethical and Behavioral 
Implications of CVP 


tmrougn 


LO7 


L104 EXERCISE 20.7 


Using Cost-Volume- 
” Profit Formulas 


LOG 
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The following is information concerning a product manufactured by Ames Brothers: 
Sales price per'Unit! «co. se cee ee eh bees eee ee ee ee ee ee ee $ 70 
Variable cost per unit .......... 0.0... eee eee 43 
Total fixed manufacturing and operating costs (per month)................... 405,000 


Determine the following: 
a. The unit contribution margin. 
b. The number of units that must be sold each month to break even. 


c. The unit sales level that must be reached to earn an operating income of $270,000 per month. 


Malibu Corporation has monthly fixed costs of $63,000. It sells two products for which it has pro- 
vided the following information: 


Sales Price Contribution Margin 
PRODUCED isndtinds cd tk Male ee pater avaticence Bose dee a adaue ad aia $10 $6 
PrOGUCh 2 iooc kt eee te dhe k te hoe debe Siegal’ 10 3 


a. What total monthly sales revenue is required to break even if the relative sales mix is 40 percent 
for Product | and 60 percent for Product 2? 


b. What total monthly sales revenue is required to earn a monthly operating income of $12,000 if 
the relative sales mix is 25 percent for Product | and 75 percent for Product 2? 


For each of the six independent situations below, compute the missing amounts. 


a. Using contribution margin per unit: 


Variable Contribution Fixed Operating Units 
Sales Costs Margin per Unit Costs Income Sold 
(1) $ $120,000 $20 $ $25,000 4,000 
(2) 180,000 — 45,000 30,000 5,000 
(3) 600,000 30 150,000 90,000 
b. Using the contribution margin ratio: 
Variable Contribution Fixed Operating 
Sales Costs Margin Ratio Costs Income 
(1) $900,000 $720,000 __% $ $95,000 
(2) 600,000 40% 75,000 
(3) 30% 90,000 60,000 


Tom Klem is the controller of Watson Manufacturing, Inc. He estimates that the company’s 
break-even point in sales dollars is $2 million. However, he recently told all of the regional sales 
managers that sales of $3 million were needed to break even. He also told them that if the com- 
pany failed to break even, the sales force would be reduced in size by 40 percent. Klem believes 
that his tactics will motivate the sales force to generate record profits for the upcoming year. 

Is his approach to motivating employees ethical? What other approaches might he use? 


MURDER TO GO! writes and manufactures murder mystery parlor games that it sells to retail 
stores. The following is per-unit information relating to the manufacture and sale of this product: 


UNIUSAIES PICEA vice ie tte ee eee Ree ene ae meee a ue oe eee ee ee ee $ 28 
Variable:cost periunit.s .4 sce ascc eee bad ioe Reed CoE dee Dad weed COE EAE wa eS 7 
Fixed costs per year vcaaucue desea eA ive brie eee we Ave Gea ee be 
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Lo4 


through 


LOG 


LO1 


L02 


Lo4 


through 


LOG 


Lo4 


LOS 


LO1 


L02 


LO4 


through 


LOG 


EXERCISE 20.8 


Using Cost-Volume- 
Profit Formulas 


EXERCISE 20.9 
Understanding 
Break-Even 
Relationships 


EXERCISE 20.10 
Computing 
Contribution Margin 
Ratio and Margin of 
Safety 


EXERCISE 20.11 
Applying CVP 
Concepts 
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Determine the following, showing as part of your answer the formula that you used in your compu- 
tation. For example, the formula used to determine the contribution margin ratio (part a) is: 


Unit Sales Price — Variable Costs per Unit 
Unit Sales Price 


Contribution Margin Ratio = 


Contribution margin ratio. 

Sales volume (in dollars) required to break even. 

Sales volume (in dollars) required to earn an annual operating income of $450,000. 
The margin of safety sales volume if annual sales total 40,000 units. 


eae e 


Operating income if annual sales total 40,000 units. 


Arrow Products typically earns a contribution margin ratio of 25 percent and has current fixed 
costs of $80,000. Arrow’s general manager is considering spending an additional $20,000 to do 
one of the following: 


1. Start a new ad campaign that is expected to increase sales revenue by 5 percent. 


2. License a new computerized ordering system that is expected to increase Arrow’s contribution 
margin ratio to 30 percent. 

Sales revenue for the coming year was initially forecast to equal $1,200,000 (that is, without 

implementing either of the above options). 

a. For each option, how much will projected operating income increase or decrease relative to 
initial predictions? 

b. By what percentage would sales revenue need to increase to make the ad campaign as attrac- 
tive as the ordering system? 


EasyWriter manufactures an erasable ballpoint pen, which sells for $1.75 per unit. Management 
recently finished analyzing the results of the company’s operations for the current month. At a 
break-even point of 40,000 units, the company’s total variable costs are $50,000 and its total fixed 
costs amount to $20,000. 


a. Calculate the contribution margin per unit. 

b. Calculate the company’s margin of safety if monthly sales total 45,000 units. 
c. Estimate the company’s monthly operating loss if it sells only 38,000 units. 
d 


Compute the total cost per unit at a production level of (1) 40,000 pens per month and 
(2) 50,000 pens per month. Explain the reason for the change in unit costs. 


The following information relates to the only product sold by Harper Company: 


Sales price: per UNIt Ai cca dedi eo heeeee eee aed ee bee eed bee $ 24 
MVatlable COST POrUnit) cic, cic sacs 4 <.0'ar Panaeusiad ane tesa le Havaveusiads @ bute’: Parale wigs ge Ah 18 
Fixed Costs pr Year viciedos S300 e deal ka s eee Spal e Hawa See a wan 


a. Compute the contribution margin ratio and the dollar sales volume required to break even. 


b. Assuming that the company sells 75,000 units during the current year, compute the margin of 
safety sales volume (dollars). 


Mathias Corporation manufactures and sells wire rakes. The rakes sell for $16 each. Information 
about the company’s costs is as follows: 


Variable manufacturing cost per unit ............ 0.00... 0.0.2 eee eee $ 8 
Variable selling and administrative cost per unit ............ 0.00000 eee eee 4 
Fixed manufacturing overhead per month .............. 000.0000 eee ee eee $150,000 
Fixed selling and administrative cost permonth ............0.00 cee eee ee 350,000 


a. Determine the company’s monthly break-even point in units. 


b. Determine the sales volume (in dollars) required for a monthly operating income of $100,000. 
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c. Compute the company’s margin of safety if its current monthly sales level is $3,800,000. 


d. Estimate the amount by which monthly operating income will increase if the company antici- 
pates a $200,000 increase in monthly sales volume. 


L05 EXERCISE 20.12 Palomus Controls currently produces and sells 20,000 regulators monthly. At this level, its variable 
Finding Missing cost per regulator is $26 and its fixed cost per regulator is $7. The company’s monthly break-even 
Information point is 10,000 regulators. 

LOG Determine the company’s current selling price per regulator. 

L01 EXERCISE 20.13 Douglas Company has been asked to submit a bid on supplying gas masks to the Pentagon. The 
Determining a Bid company’s current cost structure per mask is as follows: 


Price Using CVP 


L04 ; 
Relati 
Savemeues DiréctimatetialS. ...0c.a chaise ic ieai cated stebe tog adaw ie wea dai inane $9 
through . 
Direct labor. <scccrcectess soa taee te ahah ese SRS ee Gea ae dower e ated alee a 8 
LOG Variable manufacturing overhead ..... 0... 00. 7 
Variable'sales:CommMisSiONS w.24 dee dole at ibe Cokie Mb Rada dk oa een ee niet 6 
a. Assume that there would be no variable sales commission on this special order. Determine the 
lowest unit price that Douglas can bid without reducing its current level of operating income. 
b. Assume the company desires a 36 percent contribution margin ratio from this sale and that a 
special sales commission of 4 percent of the bid price will be applied to the order instead of 
its normal $6 variable sales commission. Determine the bid price per unit given these unique 
circumstances. 
L07_ EXERCISE 20.14 Water World sells three products: ski vests, slalom skis, and ski ropes. Information related to each 
CVP with Multiple product line is provided below: 
Los Products 
Ski Vests Slalom Skis Ski Ropes 
Unit selling price... 2... eee $120 $300 $50 
Unit variable cost... 60... 2c eee eee 60 210 10 
Sales mix percentage. .................00000. 20% 70% 10% 
The company’s annual fixed costs are approximately $741,000. 
a. Compute total annual sales that the company must generate to break even. 
b. Compute total annual sales that the company must generate to earn operating income of 
$234,000. 
c. As Water World’s marketing manager, what marketing strategy would you pursue to help the 
company maximize its profit potential? 
Lo9 EXERCISE 20.15 Dinklemyer Corporation uses direct labor hours as its single cost driver. Actual overhead costs and 
Estimating actual direct labor hours for the first five months of the current year are as follows: 


Semivariable Costs 


Month Actual Total Overhead Actual Direct Labor Hours 
January $980,000 19,200 
February 950,000 18,400 
March 860,000 17,000 
April 752,500 12,700 
May 760,000 13,200 


a. Compute the company’s estimated variable manufacturing overhead cost per direct labor hour. 
b. Estimate the company’s total monthly fixed manufacturing overhead cost. 


Estimate the company’s total manufacturing overhead for June through August if 50,000 total 
direct labor hours are budgeted for that specific three-month period. 
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Problem Set A sa connect 


[ACCOUNTING 


Log PROBLEM 20.1A Thermal Tent, Inc., is a newly organized manufacturing business that plans to manufacture and sell 
Setting Sales Price 50,000 units per year of a new product. The following estimates have been made of the company’s 
threush and Computing the costs and expenses (other than income taxes): 


Break-Even Point 
L07 Variable 
Fixed per Unit 


Manufacturing costs: 


Direct materials 20... 0... $47 
DIRECtIAD ON 3455 sche dice etna atch des bce dnatyer acti kee Barak o a ath He eens 32 
Manufacturing overhead ............. 0.0002 $340,000 4 
Period costs: 
Selling expenses ... 6.0.0.0... ee eee 1 
Administrative expenses ..........-. 000 cect ee 200,000 
WOMANS! 2s.05.2. codes dommes ede ieee ee haSe ee tven. gee made h $540,000 $84 


Instructions 


a. What should the company establish as the sales price per unit if it sets a target of earning an 
operating income of $260,000 by producing and selling 50,000 units during the first year of 
operations? (Hint: First compute the required contribution margin per unit.) 


b. At the unit sales price computed in part a, how many units must the company produce and sell 
to break even? (Assume all units produced are sold.) 


c. What will be the margin of safety (in dollars) if the company produces and sells 50,000 units 
at the sales price computed in part a? Using the margin of safety, compute operating income at 
50,000 units. 


d. Assume that the marketing manager thinks that the price of this product must be no higher 
than $94 to ensure market penetration. Will setting the sales price at $94 enable Thermal Tent 
to break even, given the plans to manufacture and sell 50,000 units? Explain your answer. 


loi PROBLEM 20.2A Blaster Corporation manufactures hiking boots. For the coming year, the company has budgeted 
Estimating Costs and the following costs for the production and sale of 30,000 pairs of boots: 
Profits 
L04 Percentage 
Budgeted of Costs 
LO5 Budgeted Costs Considered 
Costs per Pair Variable 
Direct materials ...... 0.0.0... ec eee eee eee $ 630,000 $21 100% 
Direct labOle'.aici-c.@ datacGa.es 5 aa cates re aie 300,000 10 100 
Manufacturing overhead (fixed and variable)... .. 720,000 24 25 
Selling and administrative expenses ........... 600,000 20 20 
TOMAS aac tit: eaptanyean tie ae odennemere ha $2,250,000 $75 


Instructions 


a. Compute the sales price per unit that would result in a budgeted operating income of $900,000, 
assuming that the company produces and sells 30,000 pairs. (Hint: First compute the budgeted 
sales revenue needed to produce this operating income.) 


b. Assuming that the company decides to sell the boots at a unit price of $121 per pair, compute 
the following: 


1. Total fixed costs budgeted for the year. 
Variable cost per unit. 


2. 
3. The unit contribution margin. 
4 


The number of pairs that must be produced and sold annually to break even at a sales price 
of $121 per pair. 
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Stop-n-Shop operates a downtown parking lot containing 800 parking spaces. The lot is open 
2,500 hours per year. The parking charge per car is 50 cents per hour; the average customer parks 
two hours. Stop-n-Shop rents the lot from a development company for $7,250 per month. The 
lot supervisor is paid $24,000 per year. Five employees who handle the parking of cars are paid 
$300 per week for 50 weeks, plus $600 each for the two-week vacation period. Employees rotate 
vacations during the slow months when four employees can handle the reduced load of traffic. 
Lot maintenance, payroll taxes, and other costs of operating the parking lot include fixed costs of 
$3,000 per month and variable costs of 5 cents per parking-space hour. 


Instructions 

a. Draw a cost-volume-profit graph for Stop-n-Shop on an annual basis. Use thousands of 
parking-space hours as the measure of volume of activity. [Stop-n-Shop has an annual capacity 
of 2 million parking-space hours (800 spaces * 2,500 hours per year).] 


b. What is the contribution margin ratio? What is the annual break-even point in dollars of park- 
ing revenue? 


c. Suppose that the five employees were taken off the hourly wage basis and paid 30 cents per 
car parked, with the same vacation pay as before. (1) How would this change the contribution 
margin ratio and total fixed costs? (Hint: The variable costs per parking-space hour will 
now include 15 cents, or one-half of the 30 cents paid to employees per car parked, because 
the average customer parks for two hours.) (2) What annual revenue would be necessary to 
produce operating income of $300,000 under these circumstances? 


Rainbow Paints operates a chain of retail paint stores. Although the paint is sold under the Rain- 
bow label, it is purchased from an independent paint manufacturer. Guy Walker, president of Rain- 
bow Paints, is studying the advisability of opening another store. His estimates of monthly costs 
for the proposed location are: 


Fixed costs: 
Occupancy COSIS? <a.0 sa2td sae haw tee dacaes BREW PGRRA LEER Gon $3,160 
Salaries: s.0%2 oaxensa cise he Rares SS Gee beeen eS Se we be owes an wen 3,640 
OUNGE (622-2 Si aiee nc ba eee Sek. Sank ee Oe eh ee een A 1,200 
Variable costs (including cost of paint).....................0000000000. $6 per gallon 


Although Rainbow stores sell several different types of paint, monthly sales revenue consistently 
averages $10 per gallon sold. 


Instructions 


a. Compute the contribution margin ratio and the break-even point in dollar sales and in gallons 
sold for the proposed store. 


b. Draw a monthly cost-volume-profit graph for the proposed store, assuming 3,000 gallons per 
month as the maximum sales potential. 


c. Walker thinks that the proposed store will sell between 2,200 and 2,600 gallons of paint per 
month. Compute the amount of operating income that would be earned per month at each of 
these sales volumes. 


Simon Teguh is considering investing in a vending machine operation involving 20 vending 
machines located in various plants around the city. The machine manufacturer reports that simi- 
lar vending machine routes have produced a sales volume ranging from 800 to 1,000 units per 
machine per month. The following information is made available to Teguh in evaluating the pos- 
sible profitability of the operation. 


1. An investment of $45,000 will be required, $9,000 for merchandise and $36,000 for the 
20 machines. 


2. The machines have a service life of five years and no salvage value at the end of that period. 
Depreciation will be computed on the straight-line basis. 


3. The merchandise (candy and soft drinks) retails for an average of 75 cents per unit and will 
cost Teguh an average of 25 cents per unit. 


4. Owners of the buildings in which the machines are located are paid a commission of 5 cents 
per unit of candy and soft drinks sold. 
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5. One person will be hired to service the machines. The salary will be $1,500 per month. 


6. Other expenses are estimated at $600 per month. These expenses do not vary with the number 
of units sold. 


Instructions 


a. Determine the unit contribution margin and the break-even volume in units and in dollars per 
month. 


b. Draw a monthly cost-volume-profit graph for sales volume up to 1,000 units per machine per 
month. 


c. What sales volume in units and in dollars per month will be necessary to produce an operat- 
ing income equal to a 30 percent annual return on Teguh’s $45,000 investment? (Round to the 
nearest unit.) 

d. Teguh is considering offering the building owners a flat rental of $30 per machine per month 
in lieu of the commission of 5 cents per unit sold. What effect would this change in commis- 
sion arrangement have on his monthly break-even volume in terms of units? 


L044. PROBLEM 20.6A Precision Systems manufactures CD burners and currently sells 18,500 units annually to producers 
Analyzing the Effects of laptop computers. Jay Wilson, president of the company, anticipates a 15 percent increase in the 
through F : é 

of Changes in Costs cost per unit of direct labor on January 1 of next year. He expects all other costs and expenses to 
107 remain unchanged. Wilson has asked you to assist him in developing the information he needs to 

eXcel formulate a reasonable product strategy for next year. 
You are satisfied that volume is the primary factor affecting costs and expenses and have sepa- 
LOS rated the semivariable costs into their fixed and variable segments. Beginning and ending invento- 


ries remain at a level of 1,000 units. Current plant capacity is 20,000 units. 
Below are the current-year data assembled for your analysis: 


Sales price per unit .............. 000 eee eee ene $100 
Variable costs per unit: 

Direct:materialS 22: cu ccs cueeaneges ameses awe oe ae eS eee ee $10 

Direct laAbOr ssicc ee eiidae ines 84 dia Heed ee eee Sea aa wea wae EE 20 

Manufacturing overhead and selling and administrative 

OXPENSCS icc dt ioe inad Poached te dwihg a Se eine Bethe} od andar adatiaes _30 __ 60 

Contribution margin per unit (40%) .......... 0.0. eee eee eee $ 40 
FIXEG:COStS iiascacia ed etna rd dualae od dando ame pega Pecos eee $390,000 


Instructions 


a. What increase in the selling price is necessary to cover the 15 percent increase in direct labor 
cost and still maintain the current contribution margin ratio of 40 percent? 


b. How many units must be sold to maintain the current operating income of $350,000 if the 
sales price remains at $100 and the 15 percent wage increase goes into effect? (Hint: First 
compute the unit contribution margin.) 


c. Wilson believes that an additional $700,000 of machinery (to be depreciated at 20 percent 
annually) will increase present capacity (20,000 units) by 25 percent. If all units produced can 
be sold at the present price of $100 per unit and the wage increase goes into effect, how would 
the estimated operating income before capacity is increased compare with the estimated oper- 
ating income after capacity is increased? Prepare schedules of estimated operating income at 
full capacity before and after the expansion. 


L044. PROBLEM 20.7A Percula Farms raises marine fish for sale in the aquarium trade. Each year, Percula obtains a batch of 
Analyzing the Effects approximately 1 million eggs from a local supplier. Percula’s manager is trying to decide whether to 
Los of Changes in Costs use the farm’s facilities to raise Maroon Clownfish or Queen Angelfish. Clownfish eggs cost $5,500 
and Volume per batch, while angelfish eggs cost $9,500 per batch. Due to differences in needs, only one species 

may be raised at a time and only one batch of fish can be raised in any 52-week period. 
107 eXcel With current facilities, approximately 10 percent of clownfish eggs and 5 percent of angelfish eggs 


can be successfully raised to maturity. Clownfish take approximately 35 weeks to grow to a salable size, 
while angelfish take 50 weeks. Angelfish also require more care than clownfish. Each week, angelfish 
need two complete water changes and 20 feedings, while clownfish need only one water change and 
15 feedings. Each feeding costs $150 and each water change costs $1,000. Heating and lighting costs 
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equal $400 per week of rearing, regardless of which type of fish is being raised. Fixed overhead costs 
for the year amount to $80,000. Percula can sell clownfish for $4 each and angelfish for $10 each. 


Instructions 
a. Which species should Percula raise to earn the highest operating income for the year? 


b. Other than fixed costs, which factors or categories of costs seem to have the greatest influence 
on operating income? 


c. Percula’s manager is considering the following improvements, each of which will cost an 
additional $8,000 for the year. Due to resource limitations, only one can be implemented. 


1. Purchasing a higher quality filter material that will significantly improve water conditions 
in the rearing tanks. The higher water quality will increase the survival rates to 12 percent 
for clownfish and 6 percent for angelfish. The need for water changes will also be reduced 
to one each week for angelfish. Due to the higher yields, feeding costs will increase to 
$160 each. 


2. Installing newer, more efficient equipment that will reduce heating and lighting costs 
to $300 per week of rearing. The new equipment will promote more stable conditions, 
increasing the survival rates of clownfish to 10.5 percent and of angelfish to 5.5 percent. 
The slight change in survival rates is not expected to increase feeding costs. 


Using your answers to part b above (with no calculations), which option do you think will be 
more beneficial? 


d. Perform the necessary calculations to check if your answer to part ¢ was correct. Should either 
of the investments be undertaken, and if so, which fish species should be raised? 


L044 PROBLEM 20.8A Lifefit Products sells running shoes and shorts. The following is selected per-unit information for 
CVP with Multiple these two products: 
through 
Products 
LOs Shoes_ Shorts 
SAl6SPCE cat obi rack whe waa enmeshed aa gehts eda ea me $50 $5 
Variable costs and expenses ............... 0.0 eee eee eee ees 35 ~l. 
Contribution MAarNgiN.. 3 osc60. eed «nadie ade wae ae wale a bees we $15 $4 


Fixed costs and expenses amount to $378,000 per month. 
Lifefit has total sales of $1 million per month, of which 80 percent result from the sale of run- 

ning shoes and the other 20 percent from the sale of shorts. 
Instructions 
a. Compute separately the contribution margin ratio for each line of products. 
b. Assuming the current sales mix, compute: 

1. Average contribution margin ratio of total monthly sales. 

2. Monthly operating income. 

3. The monthly break-even sales volume (stated in dollars). 


c. Assume that through aggressive marketing Lifefit is able to shift its sales mix toward more 
sales of shorts. Total sales remain $1 million per month, but now 30 percent of this revenue 
stems from sales of shorts. Using this new sales mix, compute: 


1. Average contribution margin ratio of total monthly sales. 
2. Monthly operating income. 
3. The monthly break-even sales volume (stated in dollars). 


d. Explain why the company’s financial picture changes so significantly with the new sales mix. 


Problem Set B 


L044 PROBLEM 20.1B Satka, Inc., is a newly organized manufacturing business that plans to manufacture and sell 
Setting Sales Price 30,000 units per year of a new product. The following estimates have been made of the com- 
Sand Computing the pany’s costs and expenses (other than income taxes): 


LO7 Break-Even Point 
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Variable 
Fixed per Unit 


Manufacturing costs: 


Direct materials... 2.0.0.0... eee $ 38 
DireCtilabOr sre. 2 oe divakhatethcupcsetiae ntsc die ete Kidateneicgagatnceae, tukee 47 
Manufacturing overhead .......... 0.0... ee eee eee ee $440,000 9 
Period costs: 
Selling: SXpENnSeS se220cc ioe sree eee aes Paes eee 6 
Administrative expenses ............6 0c 360,000 
TOtAlS! sc Ane enero beta tacts pede edhe bewee tae at de $800,000 $100 


Instructions 


a. What should the company establish as the sales price per unit if it sets a target of earning an 
operating income of $400,000 by producing and selling 30,000 units during the first year of 
operations? (Hint: First compute the required contribution margin per unit.) 

b. At the unit sales price computed in part a, how many units must the company produce and sell 
to break even? (Assume all units produced are sold.) 

c. What will be the margin of safety (in dollars) if the company produces and sells 30,000 units 
at the sales price computed in part a? 

d. Assume that the marketing manager thinks that the price of this product must be no higher 
than $132 to ensure market penetration. Will setting the sales price at $132 enable Satka to 
break even, given the plans to manufacture and sell 30,000 units? Explain your answer. 


Lo1 PROBLEM 20.2B Snug-As-A-Bug manufactures sleeping bags. For the coming year, the company has budgeted the 
Estimating Costs and following costs for the production and sale of 80,000 units: 
Profits 
L04 Percentage 
Budgeted of Costs 
105 Budgeted Costs Considered 
Costs per Unit Variable 
Direct materials: sia: sk wie. Sien 24 8 ois dose ae sa ed $1,440,000 $18 100% 
Direct labor :s..5 68:24 02¢hse00 eek. eg bedscase 5 160,000 2 100 
Manufacturing overhead (fixed and variable)... .. 2,400,000 30 10 
Selling and administrative expenses ........... 800,000 10 40 
PR ORAIS® cictiate het. cpk ses tenstavarartoee ah, 2b ane aeneonale ead $4,800,000 $60 
Instructions 


a. Compute the sales price per unit that would result in a budgeted operating income of $560,000, 
assuming that the company produces and sells 80,000 bags. (Hint: First compute the budgeted 
sales revenue needed to produce this operating income.) 


b. Assuming that the company decides to sell the sleeping bags at a unit price of $71 per unit, 
compute the following: 


1. Total fixed costs budgeted for the year. 
2. Variable cost per unit. 

3. The unit contribution margin. 

4 


The number of bags that must be produced and sold annually to break even at a sales price 
of $71 per unit. 


103 PROBLEM 20.3B Moor-n-More operates a boat mooring service in the downtown harbor with 80 docking spaces. The 
Pie 8 Preparing a “Break- business is open 3,000 hours per year. The mooring charge per boat is $5 per hour; the average boater 
Eyer’ Graph docks for two hours. Moor-n-More rents the harbor space from the Harbor Authority for $5,000 per 

Los month. The general manager is paid $32,940 per year. Three employees assist in the operations and 


are paid $250 per week for 50 weeks, plus $500 each for a two-week vacation period. Employees 
rotate their vacations. Other costs include fixed city taxes of $1,500 per month and variable costs of 
LOS 10 cents per occupied mooring-space hour (a usage tax charged by the Harbor Authority). 


Problem Set B 
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Instructions 


a. Draw a cost-volume-profit graph for Moor-n-More on an annual basis. Use thousands of 
mooring-space hours as the measure of volume of activity. [Moor-n-More has an annual 
capacity of 240,000 mooring-space hours (80 spaces X 3,000 hours per year).] 


b. What is the contribution margin ratio? What is the annual break-even point in dollars of moor- 
ing revenue? 


c. Suppose that the three employees were taken off the hourly wage basis and paid 40 cents per 
boat moored, with the same vacation pay as before. (1) How would this change the contribu- 
tion margin ratio and total fixed costs? (Hint: The variable costs per mooring-space hour will 
now include 20 cents, or one-half of the 40 cents paid to employees per occupied mooring 
space, because the average boater stays for two hours.) (2) What annual revenue would be 
necessary to produce operating income of $112,560 under these circumstances? 


Green Thumb operates a chain of lawn fertilizer stores. Although the fertilizer is sold under the 
Green Thumb label, it is purchased from an independent manufacturer. Sue Smith, president of Green 
Thumb, is studying the advisability of opening another store. Her estimates of monthly costs for the 
proposed location are: 


Fixed costs: 
Occupancy ‘COSIS:s 4.0 steve eehs noes es Soha alaaw Pikes atte ds $5,000 
SalamieSs: isk wdeiaeneaceas hws ea hase ned ba eee 2,400 
ONGiicc ie ort rch tae e nae Tens Gk ene aed 1,600 
Variable costs (including cost of fertilizer) ................0........00. $ 12perbag 


Although Green Thumb stores sell several different types of fertilizer, monthly sales revenue con- 
sistently averages $20 per bag sold. 


Instructions 

a. Compute the contribution margin ratio and the break-even point in dollar sales and in bags 
sold for the proposed store. 

b. Draw a monthly cost-volume-profit graph for the proposed store, assuming 2,000 bags per 
month as the maximum sales potential. 

c. Smith thinks that the proposed store will sell between 1,500 and 1,800 bags of fertilizer per 


month. Compute the amount of operating income that would be earned per month at each of 
these sales volumes. 


Ed Winslow is considering investing in a sandwich machine operation involving 50 sandwich 
machines located in various locations throughout the city. The machine manufacturer reports that 
similar sandwich machine routes have produced a sales volume ranging from 40 to 60 units per 
machine per month. The following information is made available to Winslow in evaluating the pos- 
sible profitability of the operation. 
1. An investment of $70,000 will be required, $10,000 for merchandise and $60,000 for the 
50 machines. 
2. The machines have a service life of five years and no salvage value at the end of that period. 
Depreciation will be computed on the straight-line basis. 
3. Sandwiches sell for an average of $3.20 and will cost Winslow an average of $1.10 per unit to 
prepare. 
4. Owners of the buildings in which the machines are located are paid a commission of 10 cents 
per sandwich sold. 


5. One person will be hired to service the machines. The salary will be $1,800 per month. 


6. Other expenses are estimated at $200 per month. These expenses do not vary with the number 
of units sold. 


Instructions 


a. Determine the unit contribution margin and the break-even volume in units and in dollars per 
month. 


b. Draw a monthly cost-volume-profit graph for sales volume up to 60 units per machine per month. 
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c. What sales volume in units and in dollars per month will be necessary to produce an operating 
income equal to a 12 percent annual return on Winslow’s $70,000 investment? (Round to the 
nearest unit.) 


d. Winslow is considering offering the building owners a flat rental of $45 per machine per 
month in lieu of the commission of 10 cents per unit sold. What effect would this change in 
commission arrangement have on his monthly break-even volume in terms of units? 


Electro Systems manufactures relays and currently sells 200,000 units annually to producers of 
electronic equipment. Mac Scott, president of the company, anticipates a 20 percent increase in 
the cost per unit of direct labor on January | of next year. He expects all other costs and expenses 
to remain unchanged. Scott has asked you to assist him in developing the information he needs to 
formulate a reasonable product strategy for next year. 

You are satisfied that volume is the primary factor affecting costs and expenses and have sepa- 
rated the semivariable costs into their fixed and variable segments. Beginning and ending invento- 
ries remain at a level of 3,000 units. Current plant capacity is 210,000 units. 

Below are the current-year data assembled for your analysis: 


Sales price per unit.... 02.0.0... eee eee $15 
Variable costs per unit: 

Direct materials... 2.0... ketene $3 

DirectlabOr es eng .c5 de dshate ah Ah ee Seles Lb pete usbelag Shh Cee hed es 1 

Manufacturing overhead and selling and administrative 

OXPETISCS aoc aacs teehee paint itera feces tyes esti at furan ae ata) Gade he delta few Seo tap Dua te dndest 2 _ 6 

Contribution margin per unit (60%). ........... 0.0000. e eee eee $9 
IXOG GOSS cg cs aca cee edeise ctetrernes a heacan ads desav ttatscunies asennad dtavaltar austen) ayficansetadeleed $1,000,000 


Instructions 


a. What increase in the selling price is necessary to cover the 20 percent increase in direct labor 
cost and still maintain the current contribution margin ratio of 60 percent? 


b. Approximately how many units must be sold to maintain the current operating income of 
$800,000 if the sales price remains at $15 and the 20 percent wage increase goes into effect? 
(Hint: First compute the unit contribution margin.) 


c. Scott believes that an additional $500,000 of machinery (to be depreciated at 20 percent annu- 
ally) will increase present capacity (210,000 units) by 5 percent. If all units produced can be 
sold at the present price of $15 per unit and the wage increase goes into effect, how would the 
estimated operating income before capacity is increased compare with the estimated operating 
income after capacity is increased? Prepare schedules of estimated operating income at full 
capacity before and after the expansion. 


Dorsal Ranch raises fish for sale in the restaurant industry. The company can obtain batches of 
2 million eggs from its supplier. Management is trying to decide whether to raise cod or salmon. 
Cod eggs cost $14,000 per batch, while salmon eggs cost $18,000 per batch. Due to differences in 
needs, only one species can be raised during a 52-week period. 

With current facilities, approximately 15 percent of cod eggs and 10 percent of salmon eggs 
can be raised to maturity. Cod take approximately 40 weeks to grow to a marketable size, while 
salmon take 50 weeks. Salmon also require more care than cod. Each week, salmon require two 
water treatments and 35 feedings. Each feeding costs $400 and each water treatment costs $600. 
Cod require only 21 feedings and a single water treatment. Heat and light regulation costs aver- 
age $300 per week for either species. The company can sell cod for $5 apiece and salmon for $9 a 
piece. Annual fixed costs, regardless of which species is raised, total $900,000. 


Instructions 
a. Which species should Dorsal Ranch raise to earn the highest operating income for the year? 


b. Other than fixed costs, which factors or categories of costs seem to have the greatest influence 
on operating income? 


c. Management is considering one of the following improvements, each of which will cost an 
additional $20,000 for the year. Due to resource constraints, only one can be implemented. 
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1. Installing a new filtration system to improve water quality. This will increase the survival 
rates to 20 percent for cod and 14 percent for salmon. The need for water treatments will 
be reduced to one per week for salmon. Due to higher yields, feeding costs will increase 
by $80 weekly. 


2. Installing an environment regulation system that will reduce heating and lighting costs to 
$250 per week. The equipment will increase the survival rate for cod to 16 percent and the 
survival rate for salmon to 11 percent. This slight change in survival rates is not expected 
to increase either water changing requirements or feeding costs. 


Using your answers to part b above (with no calculations), which option do you think will be 
most beneficial? 


d. Perform the necessary calculations to check if your answer to part ¢ was correct. Should either 
of these investments be undertaken, and if so, which species should be raised? 


L044 PROBLEM 20.8B HomeTeam Sports sells hats and shirts licensed by the NFL and the NBA. The following is selected 
ot CVP with Multiple per-unit information for these two product lines: 
Products 
LO8 Hats Shirts 
SAlESPNCE : povcivwis Mob p bereits bee heehee nee ened $20 $28 
Variable costs and expenses ............ 00.0000 14 7 
Contribution Margin .... 6.2... eee $6 $21 


Fixed costs and expenses amount to $684,000 per month. 
HomeTeam has total sales of $1.5 million per month, of which 60 percent result from the sale 
of shirts and the other 40 percent from the sale of hats. 


Instructions 
a. Compute separately the contribution margin ratio for each line of products. 
b. Assuming the current sales mix, compute: 

1. Average contribution margin ratio of total monthly sales. 

2. Monthly operating income. 

3. The monthly break-even sales volume (stated in dollars). 


c. Assume that because of consumer trends, the company’s sales mix shifts to a higher demand 
for hats. Total sales remain $1.5 million per month, but now 60 percent of this revenue stems 
from sales of hats. Using this new sales mix, compute: 


1. Average contribution margin ratio of total monthly sales. 
2. Monthly operating income. 
3. The monthly break-even sales volume (stated in dollars). 


d. Explain why the company’s financial picture changes so significantly with the new sales mix. 


Critical Thinking Cases 


01. CASE 20.1 Assume that you are preparing a seminar on cost-volume-profit analysis for nonaccountants. Sev- 
; eral potential attendees have approached you and have asked why they should be interested in 


CVP from Different learning about your topic. The individuals include: 


Points of View 5 : ove 
1. A factory worker who serves as her company’s labor union representative in charge of con- 


tract negotiations. 
2. A purchasing agent in charge of ordering raw materials for a large manufacturing company. 
3. A vice president of sales for a large automobile company. 
4. A director of research and development for a pharmaceutical company. 


Instructions 


What unique reasons would you give each of these individuals to motivate them to come to your 
seminar? 
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Purple Cow operates a chain of drive-ins selling primarily ice cream products. The following infor- 
mation is taken from the records of a typical drive-in now operated by the company: 


Average selling price of ice cream per gallon.................... $14.80 
Number of gallons sold per month .................0.0.0000005 3,000 
Variable costs per gallon: 
IGE ClEAM) oi ee bbe debe ekGotad eddy bed baeed pares $4.60 
Supplies (cups, cones, toppings, etc.) ..................000-. 2.20 
Total variable expenses per gallon.............-0 000 eee eee nee $6.80 
Fixed costs per month: 
Rent:on:building .c.oa0sco4104 pobre edad ad ented ehdes $ 2,200.00 
Utilities:andiupkeep ..244 ces cc eee ee ea ped ee Ree ae od See ROE 760.00 
Wages, including payroll taxes......................00000.. 4,840.00 
Manager's salary, including payroll taxes but 
excluding any bonus ............... 00.00.00 0c eee eee ee 2,500.00 
Other fixed expenses .......... 2.2.0.0. cece eee eee eee 1,700.00 
Total fixed costs permonth .............. 000.0. e eee ee eee eee $12,000.00 


Based on these data, the monthly break-even sales volume is determined as follows: 


$12,000 (fixed costs) 
$8.00 (contribution margin per unit) 


= 1,500 gallons (or $22,200) 


Instructions 

a. Currently, all store managers have contracts calling for a bonus of 20 cents per gallon for each 
gallon sold beyond the break-even point. Compute the number of gallons of ice cream that 
must be sold per month in order to earn a monthly operating income of $10,000 (round to the 
nearest gallon). 


b. To increase operating income, the company is considering the following two alternatives: 


1. Reduce the selling price by an average of $2.00 per gallon. This action is expected to 
increase the number of gallons sold by 20 percent. (Under this plan, the manager would 
be paid a salary of $2,500 per month without a bonus.) 


2. Spend $3,000 per month on advertising without any change in selling price. This action 
is expected to increase the number of gallons sold by 10 percent. (Under this plan, the 
manager would be paid a salary of $2,500 per month without a bonus.) 


Which of these two alternatives would result in the higher monthly operating income? How 
many gallons must be sold per month under each alternative for a typical outlet to break even? 
Provide schedules in support of your answers. 


c. Draft a memo to management indicating your recommendations with respect to these alterna- 
tive marketing strategies. 


Floyd Christianson is the chief executive officer of Murango Pharmaceuticals. The company has 
been struggling in recent years to break even and its stock price has been on the decline. The com- 
pany’s Jacksonville plant manufactures a prescription drug that has lost significant market share to 
alternative drugs marketed by its competitors. On February 1, management decided that it would 
close the Jacksonville plant at the end of June. 

On February 3, Susan Lohmar, Murango’s chief financial officer, asked Christianson to review 
the Form 8-K she was about to file with the SEC (see this chapter’s Ethics, Fraud & Corporate 
Governance feature on page 896). Christianson read the document and immediately instructed 
Lohmar not to file it, saying: 


There’s no need to cause alarm in the marketplace. Our stock price is depressed enough the 
way it is. What people don’t know won’t hurt ’em. Besides, the charge to income you’re 
proposing will cause us to operate in the red, and that won’t go over well with shareholders. 


Critical Thinking Cases 915 


Instructions 


a. What is a Form 8-K? 
b. What charge to income was disclosed in the Form 8-K prepared by Susan Lohmar? 
c. Why would filing a Form 8-K cause the company to appear unprofitable? 
d. Do you agree with Floyd Christianson’s argument against filing a Form 8-K? Defend your 
answer. 
L08. INTERNET Visit the home page of The Securities & Exchange Commission at the following address: 
CASE 20.4 
Sales Mix www.sec.gov 


Use EDGAR to locate the most recent 10-K of Ford Motor Company. Locate the tables in the 
10-K that provide information about the U.S. vehicle mix of sales, and Ford’s vehicle mix of sales. 


Instructions 


a. Inthe most recent year reported, which vehicle type has contributed most to Ford’s sales mix? 


b. In the most recent year reported, which vehicle type has contributed most to the U.S. automo- 
bile industry’s sales mix? 


c. Has Ford’s sales mix over the past several years changed? 
Has the U.S. automobile industry’s sales mix, in general, changed over the past several years? 
e. How does a company’s sales mix influence its profitability? 


Internet sites are time and date sensitive. It is the purpose of these exercises to have you explore 
the Internet. You may need to use the Yahoo! search engine http://www.yahoo.com (or another 
favorite search engine) to find a company’s current Web address. 


Answers to Self-Test Questions 
1. a 2. c (from $25,000 to $27,000) 3. ~+d($20,000) 4 b 5 d 


© AP Photo/Kim cheung 


Incremental 
Analysis 


AFTER STUDYING THIS CHAPTER, YOU SHOULD BE ABLE TO: 


L01 


L02 


LOS 


L04 


LOS 


Explain what makes information relevant to a particular business decision. 


Discuss the relevance of opportunity costs, sunk costs, and out-of-pocket costs in making 
business decisions. 


Use incremental analysis in common business decisions. 
Discuss how contribution margin can be maximized when one factor limits productive capacity. 


Identify nonfinancial considerations and creatively search for better courses of action. 


MARS INCORPORATED 


is one of the world’s largest family-owned companies. It was started by 
Frank C. Mars with butter creams made in his Tacoma, Washington, kitchen 
in 1911. now operates in 66 countries with global sales of over $22 
billion. The MILKY WAY®, SNICKERS®, MARS® bars, and M&M’S® are 
brands. In 1995 introduced a new color for their M&M’S® brand and lit 
the New York City Chrysler Building blue as a means to advertise the change 
in their product. In 2004, introduced Internet sales of M&M’S® that 
allow customers to print their own messages on the shell. 

Changing products, introducing new products, choosing to produce in 
various locations, or closing a manufacturing facility are ongoing business 
decisions that are made regularly by companies. Many of these types of 
decisions are short term in nature, other decisions, such as acquiring another 
business, have long-run impacts and are not considered in this chapter. This 
chapter focuses on short-run decisions that are compatible with incremental 
analysis, such as changing the color of a product or introducing a new 


marketing channel on the Internet. = 
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The Challenge of Changing Markets 


Short-run business decisions are inherently different from future-oriented, long-run stra- 
tegic plans. Short-run decisions are made with a fixed set of resources and must meet the 
demands of the current marketplace. There is no time to create demand or acquire a signifi- 
cantly different resource base. This chapter’s opening story shows that Mars made long- 
run, strategic decisions while simultaneously making short-run decisions. All organizations 
engage in long-run strategic planning and short-run decision making simultaneously. 

This chapter focuses on short-run decisions sometimes referred to as the result of incremental 
decision making. We focus on common concepts used for short-run decisions such as sunk costs, 
opportunity costs, out-of-pocket costs, and incremental costs and revenues. Costs identified 
as important for a particular business decision are called relevant costs. Financial information 
relevant for some business decisions is likely to be irrelevant for other decisions. We cannot 
overemphasize the importance of using a decision focus when identifying relevant information. 
Exhibit 21-1 illustrates that good judgment about relevant information occurs by looking through 
the lens of the particular decision under consideration. These concepts are important in several 
universal business decision settings and are illustrated here for these specific decisions: special 
order decisions, product mix decisions, make or buy decisions, and joint product decisions. 
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The Concept of Relevant Cost Information 


We begin with a very simple but familiar decision setting to allow you to become familiar 
with the ideas and terminology. 

Kevin Anderson is a sophomore at the University of Minnesota in Minneapolis. 
Following the most brutal winter ever recorded in the state’s history, Anderson is faced 
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with an extremely important decision: Should he drive to Miami for spring break, or should 
he fly? 

If he drives, he will leave on Saturday, stay in a roadside motel Saturday night, and arrive 
in Miami late Sunday evening allowing him to enjoy five full days in Miami (Monday through 
Friday). However, he would have to leave the following Saturday, and spend another Saturday 
night in a motel, to arrive back in Minneapolis late Sunday evening. If he flies, he will simply 
leave on Saturday morning and arrive in Miami late that night allowing him to relax on the 
beach for seven full days before having to fly back to Minnesota Sunday. 

To help make his decision as objective as possible, Kevin has compiled a list of the most 
relevant factors affecting his decision as shown in Exhibit 21-2. 


FLY? MIAMI 
Eating: 8 


days @ 
$25/day 


Eating: 8 
days @ 
$25/day 


Let’s help Kevin analyze this information and make a decision regarding his vacation plans. 

If he decides to drive to Florida, he must stay a total of eight nights in a motel (two nights 
on the interstate and six nights in Miami). If he decides to fly, he must also stay eight nights 
in a motel (from Saturday through Saturday in Miami). Thus, if we assume that the cost of a 
room in Miami does not differ significantly from the cost of a room along the interstate, motel 
charges are not relevant in deciding between driving or flying. 

The same logic applies to the dog sitting cost and the cost of Kevin’s meals. Regardless of 
how Kevin gets to Miami, he will be away from Minneapolis a total of nine days and eight 
nights. Thus the dog will require the same amount of care, and Kevin’s total food costs will be 
about the same, whether he drives or flies. 

How about the $800 Kevin spent for car insurance? This cost has already been incurred 
and will not be affected by whether Kevin drives or flies. Such past costs, which cannot be 
affected by future decisions, are termed sunk costs. Sunk costs, as shown in Exhibit 21-1, are 
not relevant to making decisions about the future. 

In financial terms, Kevin’s decision can be made by comparing the $300 he would spend 
for gasoline if he drives to the $500 he would spend for a round-trip airline ticket and taxi if 
he flies. Thus we may be tempted to tell him to drive and save $200. 

However, there are other nonfinancial factors Kevin may wish to consider. For instance, how 
much does he value the two extra days he can spend on the beach if he flies? What physical 
condition will he be in if he decides to drive? How much wear-and-tear must his car endure if he 
drives? Might his car break down and spoil his plans? Which mode of transportation is the safest? 

In the remainder of this chapter we will learn how to identify and use information relevant to 
specific types of business decisions. Although our discussion will take place in a business con- 
text, many of the fundamental concepts involved are similar to those faced by Kevin Anderson. 


RELEVANT INFORMATION IN BUSINESS DECISIONS 


Identifying all of the information relevant to a particular business decision is a challenging task, 
because relevance is a broad concept. The process requires an understanding of quantitative 


DRIVE? 
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information relevant to a 
particular business decision. 
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and qualitative information, a grasp of legal issues, sensitivity to ethical concerns, and an abil- 
ity to discern fact from opinion. In short, identifying the information relevant to a decision, as 
shown in Exhibit 21—1, requires judgment—and more careful thought than first meets the eye. 
To simplify matters, our discussion will focus primarily on relevant financial information— 
namely, costs and revenues. 

Virtually all business decisions involve choosing among alternative courses of action. The 
only information relevant to a decision is that which varies among the possible courses of 
action being considered. Costs, revenues, and other factors that do not vary among possible 
courses of action are not relevant to the decision. 


INTERNATIONAL FINANCIAL REPORTING 
STANDARDS AND RELEVANT COSTS 


Reporting differences between U.S. generally accepted accounting principles (GAAP) and 
IFRS can impact a decision maker’s assessment of costs as relevant or irrelevant. For example, 
international accounting standards allowed borrowing costs on assets that require a substan- 
tial period to bring them to a marketable condition to be expensed immediately rather than 
capitalized as required by U.S. GAAP. Immediate expensing of borrowing costs may cause 
decision makers to consider borrowing costs to be relevant for some decisions because imme- 
diate expensing decreases current earnings and ultimately decreases current period income 
tax expenses. As part of the FASB/IASB convergence project, IASB changed their standard 
so that after January 1, 2009, borrowing costs are required to be capitalized in a manner con- 
sistent with U.S. GAAP requirements. 


A SIMPLE ILLUSTRATION OF RELEVANT COSTS 


To illustrate the concept of relevant information, assume that Redstar Ketchup Company 
is closed for a labor strike. During the strike, Redstar is incurring costs of approximately 
$15,000 per week for utilities, interest, and salaries of nonstriking employees. A major film 
company has offered to rent the ketchup factory for a week at a price of $10,000 to shoot sev- 
eral scenes of a new Robocop movie. If the factory is rented, Redstar’s management estimates 
that its cleanup costs will amount to nearly $2,000. Solely on the basis of this information, 
would it be profitable to rent the ketchup factory to the film company? 
If the factory is rented, Redstar’s profitability for the week may be measured as follows: 


FREVOMUG: site ne Sek seacici naieacue seta soe aces cone nTneS vie Gt cg oer sneer $10,000 
Costs and expenses: 

Weekly factory expenses sie citer sweated ayoniasiustsurms konienchsc $15,000 

Cle ANUPCOSIS am ae sre eee ete rereny ees cre Caan sete arsug eee eeteu eras 2,000 17,000 
Ojoeteiiine) ineolnts: (lS) cnncocnnaseenoncedadueandeosnaaopongne $ (7,000) 


Does an anticipated operating loss of $7,000 mean that Redstar should refuse the film com- 
pany’s offer? A closer examination reveals that not all of the information in this income state- 
ment is relevant to the decision at hand. Indeed, the $15,000 in weekly factory expenses will 
continue whether or not the factory is rented to the film company. 

Thus the relevant factors in this decision are the differences in the costs incurred and the 
revenue earned under the alternative courses of action (renting or not renting). These differ- 
ences are referred to often as incremental (or differential) costs and revenues. The analysis 
in Exhibit 21—3 focuses upon these incremental revenues and costs. 

Our analysis shows that accepting the film company’s offer will result in $10,000 of 
incremental revenue but only $2,000 in incremental costs. Thus renting the ketchup fac- 
tory to the film company will benefit Redstar by reducing its operating loss for the week 
by $8,000. 

Before we begin to examine relevant information related to specific types of business 
decisions, it is appropriate to examine three important cost concepts: (1) opportunity costs, 
(2) sunk costs, and (3) out-of-pocket costs. 
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Reject Accept Incremental Exhibit 21-3 
oes ou Analysis = |NCREMENTAL ANALYSIS 
ReVeNU Cer. 2 eae eee encaore cee ceoaera benno reeeeers $ 0 $10,000 $10,000 
Costs and expenses: 
Weekly factory expenses ..............--..4-. (15,000) (15,000) 0 
EstimatedicleanUpicosisiermmrnnm neni 0 (2,000) (2,000) 
Ojoreieiiine) imeem (OSS) ocnccaanannnanagaconnas $(15,000) $ (7,000) $ 8,000 


OPPORTUNITY COSTS 


An opportunity cost is the benefit that could have been obtained by pursuing an alternative 
course of action. For example, assume that you pass up a summer job that pays $4,000 and 
instead attend summer school. The $4,000 may be viewed as an opportunity cost of attending 
summer school. 

Although opportunity costs are not recorded in a company’s accounting records, they are 
important factors to consider in many business decisions. Unfortunately, they sometimes are 
not known at the time a decision is made. To illustrate, consider the previous example involv- 
ing Redstar Ketchup Company. 

We concluded that Redstar could reduce its operating loss by $8,000 if it were to rent its 
factory to the film company. Assume, however, that the labor strike ends just before filming 
begins. As a consequence, Redstar must forego any profit that the factory could have earned 
during the week that filming is in process. Thus, if operating profit for the week could have 
totaled $25,000, the opportunity cost of renting to the film company is the $25,000 foregone. 


SUNK COSTS VERSUS OUT-OF-POCKET COSTS 


As mentioned earlier, a sunk cost is one that has already been incurred and cannot be changed 
by future actions. For example, Redstar’s investment in its ketchup factory is a sunk cost. This 
cost will not change regardless of whether Redstar rents the factory, resumes operations, or 
lets the building stand vacant. 

The only costs relevant to a decision are those that vary among the courses of action being 
considered. Sunk costs are not relevant because they cannot be changed, regardless of what 
decision is made. 

In contrast to sunk costs, the term out-of-pocket cost is often used to describe costs that have 
not yet been incurred and that may vary among the possible courses of action. For example, 


Learning Objective 
Discuss the relevance of 
opportunity costs, sunk 

costs, and out-of-pocket 

costs in making business 
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The Sarbanes-Oxley Act (SOX) and subsequent changes to controls and procedures for financial reporting, and (5) an 


New York Stock Exchange and NASDAQ listing standards 
impose a number of new requirements for improving the quality 
and authority of a company’s board of directors, particularly 
its audit committee. SOX and the new exchange-listing 
standards require public companies to have at least one 
financial expert on their audit committees. The Securities and 
Exchange Commission (SEC) defines an “audit committee 
financial expert” as an individual who possesses these traits: 
(1) an understanding of generally accepted accounting 
principles (GAAP) and financial statements, (2) experience 
applying GAAP in connection with the accounting for 
estimates, accruals, and reserves, (3) experience preparing 
or auditing financial statements, (4) experience with internal 


understanding of audit committee functions. 

Although the requirement for a financial expert on the audit 
committee imposes incremental costs on firms, it helps firms 
avoid situations with significant opportunity costs. Because 
audit committee financial experts often have backgrounds as 
current or former chief financial officers or former accounting 
firm partners, they are better able to spot significant internal 
control or financial issues before those issues can create 
significant opportunity costs for a company. In addition 
to providing enhanced oversight of the financial reporting 
process, these audit committee financial experts should help 
the boards on which they sit identify and analyze relevant 
information in making incremental business decisions. 
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Exhibit 21-4 


INCREMENTAL ANALYSIS 
FOR A SPECIAL ORDER 
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Redstar’s estimated cleanup expenditures are considered out-of-pocket costs. Out-of-pocket 
costs are normally identified as relevant in most business decisions. 

Cash effects differ among the concepts of opportunity costs, sunk costs, and out-of-pocket costs. 
Sunk costs represent cash outflows that have already occurred. No cash flow effects are associated 
with opportunity costs. They do not represent cash outflows or inflows. Out-of-pocket costs usually 
refer to planned cash outflows. Considering the cash effects of short-run business decisions is criti- 
cal in an ongoing enterprise. Many small businesses fail because of poor, short-run cash planning. 


Incremental Analysis in Common 


Business Decisions 


Let us now see how incremental analysis can be used in a variety of business decisions. 


SPECIAL ORDER DECISIONS 


Companies sometimes receive large special orders to provide merchandise at less than the 
regular price. Typically, these orders are not from a company’s regular customers. 

To illustrate, assume that Par Four manufactures golf balls that it distributes exclusively 
through professional golf shops in the United States. Although the company has the capacity 
to manufacture 2 million balls per month, its current sales volume requires that only 800,000 
units be produced. At this level of output, monthly manufacturing costs average approxi- 
mately $480,000, or $0.60 per ball as follows: 


Manufacturing costs: 


Variable($0!20/ per balll><800/000)ballS)mvnce een tei cise cisternae are $160,000 
Fixed igecaGyetme niece nsge sen eae shee tee ek eugene ae FI mR Poa nemema er eed 320,000 
Total cost of manufacturing 800,000 balls per month.................... $480,000 
Average manufacturing cost per ball ($480,000 + 800,000 balls).............. $ 0.60 


Assume that Par Four receives a special order from NGC, a company that sells golf prod- 
ucts in Japan, for 500,000 “special label” golf balls per month. The balls would be imprinted 
with the NGC name and logo and would not in any way be identified with Par Four. 

To avoid direct competition with Par Four’s regular customers, NGC has agreed not to sell these 
balls outside of Japan. However, it is willing to pay Par Four only $250,000 per month for the spe- 
cial order, which amounts to $0.50 per ball. Would it be profitable for Par Four to accept this order? 

At first glance, the order appears to be unprofitable. Not only is NGC’s offer of $0.50 per 
ball much less than the regular sales price of $1.25, it is even less than Par Four’s $0.60 per-unit 
manufacturing cost. However, before we decide to reject NGC’s order, let us first perform an 
incremental analysis of the costs and revenue relevant to this decision. 

Exhibit 21-4 indicates that accepting NGC’s special order would generate incremental 
revenue of $250,000 and incremental costs of $100,000. Therefore, the order would increase 
Par Four’s monthly gross profit on sales by $150,000. 


Production Level 


Without With 
Special Order Special Order Incremental 
(800,000 balls) (1,300,000 balls) Analysis 


Sales: 
Regular sales @ $1.25........... $1,000,000 $1,000,000 $ -0- 
Special order @ $0.50 ........... —0- 250,000 250,000 
Manufacturing costs: 
Variable @ $0.20 per ball ......... (160,000) (260,000) (100,000) 
Fixed manufacturing costs 
PEMIMOMNt ee eens secre cercres tees (320,000) (320,000) == 


Gross profitonsales .............. $ 520,000 $ 670,000 $ 150,000 
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The relevant factors in this type of decision are the incremental (additional) revenue that 
will be earned and the incremental costs that will be incurred by accepting the order. Only the 
additional variable costs of $0.20 per unit are relevant to this decision, because the fixed costs 
remain $320,000 regardless of whether the order is accepted or not. Thus, the $0.60 average 
manufacturing cost, which includes fixed costs per unit, is not relevant to this decision.! 

We can reach the same conclusion regarding this special order by returning to the concept 
of contribution margin discussed in Chapter 20. Recall that a product’s contribution margin 
per unit is its selling price per unit less its unit variable cost. In our example, the unit selling 
price of the special order is $0.50, and the unit variable cost is $0.20. That means the contri- 
bution margin associated with the special order is $0.30 per unit. In other words, each golf 
ball sold to NGC contributes $0.30 to Par Four’s operating profit. The special order should 
increase operating income by $150,000 per month (500,000 balls X $0.30 per unit). 

In evaluating the merits of a special order such as the one received by Par Four, managers 
should consider the effect that filling the order might have on the company’s regular sales 
volume and selling prices. Obviously, it would not be wise for Par Four to sell golf balls at 
$0.50 apiece to a domestic company, which might then try to sell the balls to Par Four’s regu- 
lar customers for less than Par Four’s normal selling price of $1.25 per ball. Par Four’s man- 
agement should also consider how the company’s regular customers might react if word gets 
out about the special order. These customers may also demand a $0.50-per-ball selling price! 


YOUR TURN You as a Sales Representative 


Assume that you are a sales representative for Par Four. One of your best customers, 
Clubs & Caddies, a chain of retail golf shops, has heard about the special order shipment 
to NGC in Japan. Clubs & Caddies has been paying $0.80 per ball and would like the 
same special order price given to NGC. In fact, the purchasing manager at Clubs & Cad- 
dies says it is unethical for you not to sell at the same price per ball that you are charging 
NGC. How should you respond? 


(See our comments on the Online Learning Center Web site.) 


In summary, incremental analysis is a useful tool for evaluating the effects of expected 
short-term changes in revenue and costs. Managers should always be alert, however, to the 
long-run implications of their actions. 


PRODUCTION CONSTRAINT DECISIONS 


In the discussion above, we demonstrated how a contribution margin approach can be used in 
incremental analyses. The contribution margin approach often applies when the availability of 
a particular production input (such as a raw material, skilled labor, floor space, etc.) is limited. 
An understanding of contribution margin concepts enables managers to decide what products 
to manufacture (or purchase for resale) and what products to eliminate in order to maximize 
the contribution margin per unit of the limited input. 

Assume that you are offered two equally satisfactory jobs, one paying $8 per hour and 
one paying $12 per hour. If you are able to work only 40 hours per week and you wish to 
maximize the amount you earn per hour of your time, you would naturally choose the job 
paying $12 per hour. For the same reason, if a company’s output is limited by a particular 
resource, such as labor or machine-hours, management should use this resource in a way that 
maximizes total contribution margin. 

To illustrate this concept, assume that Fran’s Studio creates three products: (1) watercolor 
paintings, (2) oil paintings, and (3) custom frames. Total output, however, is limited to what 


'TIn our discussion, we evaluate only the profitability of accepting this order. Some countries have “antidump- 
ing” laws that legally prohibit a foreign company from selling its products in that country at a price below the 
average full manufacturing cost (variable and fixed costs) per unit. Par Four should, of course, consider the 
legal as well as the economic implications of accepting this special order. 
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can be produced in 6,000 hours of direct labor. The contribution margin per direct labor hour 
required to complete each of the studio’s products is as follows: 


Unit Unit Unit Direct Labor Contribution 
Selling — Variable = Contribution + Hours Required = Margin 
Product Price Costs Margin per Unit per Hour 
Watercolor 
paintings ..... $ 90 $30 $ 60 2 $30 
Oil paintings .... 160 60 100 4 25 
Custom frames. . . 35 1S 20 1 20 


Notice that oil paintings generate the highest contribution margin on a per-unit basis 
($100). However, watercolors are the studio’s most profitable product in terms of their contri- 
bution margin per direct labor hour. 

In general, when capacity is constrained by the limited availability of a particular input, 
a company should attempt to maximize its contribution margin per unit of that input. 
Exhibit 21-5 shows the total contribution margin Fran’s Studio would earn if it used all 6,000 
of its annual labor hours to create a single product line. The studio can maximize its total con- 
tribution margin and, therefore, its operating income, by creating only watercolor paintings. 


Exhibit 21-5 Total Contribution Margin Total Contribution 

MOST PROFITABLE Capacity x per Hour of Direct = Margin If Only One 

USE OF CONSTRAINED (Hours) Labor Product Is Created 
RESOURCES Watercolorsia.s serene ee crcr 6,000 $30 $180,000 
@illpaintingstereeee eer ere 6,000 25 150,000 
Custom frames ................ 6,000 20 120,000 


In most cases, however, a company cannot simply manufacture the single 
product that is most profitable. For example, the demand for watercolors may 
not be sufficient to allow Fran’s Studio to sell all of the watercolor paintings it 
is capable of producing. In this case, operating income would be maximized 
by creating oil paintings once the demand for water-colors is satisfied. If the 
demand for oil paintings is also met, any remaining direct labor hours would be 
devoted to producing custom frames. 

Another important consideration is that some of the studio’s labor hours 
may have to be used to produce custom frames that support the sale of paint- 
ings. Even though frames contribute less to the studio’s operating income than 
paintings do, many customers may wish to have the studio frame the paintings 
they purchase. Thus, in addition to understanding the contribution margins of 
its products, a company must also attempt to understand the complementary 
nature of its products. That is, does the sale of one product contribute to the sale 
of another? Products for which sales of one contribute to the sales of another are 
called complementary products. 


a= : y 
© John Lund/Drew Kelly/age fotostock/DAL 


YOUR TURN You as a Store Manager 


Assume that you are the store manager of Fran’s Studio. Fran would like you to expand the 
store by selling posters and prints in addition to the watercolors and oil paintings currently 
produced by the studio. Do you think the posters and prints are complementary with the 
other products sold at Fran’s Studio? Explain why or why not. 


(See our comments on the Online Learning Center Web site.) 
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MAKE OR BUY DECISIONS 


In many manufacturing operations, a company must decide whether to produce a certain part 
required in the assembly of its finished products or to buy the part from outside suppliers. If 
the company is currently producing a part that could be purchased at a lower cost from out- 
siders, profits may be increased by a decision to buy the part and utilize the company’s own 
manufacturing resources for other purposes. 

For example, if a company can buy for $5 per unit a part that costs the company $6 per 
unit to produce, the choice seems to be clearly in favor of buying. But the astute reader will 
quickly raise the question, “What is included in the cost of $6 per unit?” Assume that the $6 
unit cost of producing a normal required volume of 10,000 units per month was determined 
as follows: 


Manufacturing costs: 


Directinmaterialsseseee ceree.ere sere gtesrae acer tetera ater ner er caee tera erate ee rere $ 8,000 
Directilaboris Ai ty sevont oe5 cove seer eee mececeect oe yeti ue ese ofee oh 6 Soin Se fel sev gem Se ey 12,500 
Variablezoverhead aes cr ne ace ert oc p ees parm orn Unie Pie necnese CHEN aera eco 10,000 
Fixed:overhead;penimonthiiigec.: aaceicieustseececiceser eke eee pao wicca enee us reat mes 29,500 
Total cost of manufacturing 10,000 units per month...................... $60,000 
Average manufacturing cost per unit ($60,000 + 10,000 units)................. $6 


Assume that a review of operations indicates that if the production of this part were dis- 
continued, all of the cost of direct materials and direct labor plus $9,000 of variable overhead 
would be eliminated. In addition, $2,500 of the fixed overhead would be eliminated. These, 
then, are the relevant costs in producing the 10,000 units of the component part, and we can 
summarize them as shown in Exhibit 21-6. 


Make the Buythe Incremental 


Part Part Analysis 
Manufacturing costs for 10,000 units: 
DirectimaterialSav-m eee ere eee oe $ 8,000 $ 8,000 
Directilabonse eacuu ce cen: sure kaeien ete erent 12,500 12,500 
Variable overhead a= 22 ceremony eae 10,000 $ 1,000 9,000 
Eixed:ovenieadieies qedieet serechemcm nm Seeman 29,500 27,000 2,500 
Purchase price of part, $5 per unit ................ 50,000 (50,000) 
illotalicostioracglire parueeeeaeeee nen $60,000 $78,000 $(18,000) 


Our analysis shows that making the part will cost $60,000 per month, while buying the 
part will cost $78,000. Thus the company will save $18,000 per month by continuing to make 
the part. 

In our example, we assumed that only $9,000 of the variable overhead incurred in produc- 
ing the part would be eliminated if the part were purchased. We also assumed that $2,500 
of the fixed overhead could be eliminated if the part were purchased. The purpose of these 
assumptions was to show that not all variable costs are incremental and that some fixed costs 
may be incremental in a given situation. 

What if management wanted to know the price (or volume) where they would be indif- 
ferent between buying and producing the part? Knowing the purchase price where they are 
indifferent between making and buying would allow management to search for a supplier that 
meets their need to outsource, yet maintain current profitability. The company will be indif- 
ferent between buying and making the part when the total incremental cost of making the 
part equals the total incremental cost of buying the part, illustrated by the following equation 
(where P is price and V is volume): 


Exhibit 21-6 


925 


INCREMENTAL ANALYSIS 


FOR A MAKE OR BUY 
DECISION 


926 


Is it cheaper to make or 
to buy when opportunity 


costs exist? 
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P X V = [V X (incremental variable costs per unit)] + total incremental fixed costs. 


The incremental variable costs (direct materials, direct labor, and variable overhead) shown 
in the last column of Exhibit 21-6 can be used to find the incremental variable costs per unit 
based on 10,000 units. Thus the following equation can be solved to find the price where man- 
agement would be indifferent between buying and making the part: 


P X (10,000) = [10,000 x ($0.80 + $1.25 + $0.90)] + $2,500 


The price where management would be indifferent between buying and making the part for a 
volume level of 10,000 units would be $3.20 per unit. 

Note that it is important to understand how incremental costs vary when the volume level 
varies. For example, if the volume being considered for outsourcing were only 5,000 units rather 
than 10,000 units, then it is possible that there would be no saving of any fixed overhead costs. 
That is, outsourcing production of only 5,000 units would have no effect on fixed overhead 
costs. Alternatively, perhaps at a volume of 5,000 units direct materials cost per unit would 
increase because the company might lose its volume discount from suppliers. It is clear that 
understanding how costs change as volume changes is critical for understanding make or buy 
decisions. 

Finally, what if the company could have used its production facilities to manufacture a new 
product line that would increase overall profitability by $25,000 per month? If this were the case, 
the $25,000 profit would be viewed as the opportunity cost of using the company’s production 
facilities to manufacture a component part. Obviously, the company should not forego a $25,000 
profit to save $18,000. Thus, when the opportunity cost is considered, it becomes evident that the 
company should buy the part and use its production facilities to manufacture the new product. 

In addition to evaluating the opportunity costs associated with a make or buy decision, man- 
agers must evaluate other important concerns that are nonfinancial in nature. For instance, does 
the decision to make or buy involve issues of product quality? Are there questions regarding the 
decision’s impact on production scheduling and flexibility? Have certain long-term implications 
been considered, such as product availability and maintaining reliable supplier relationships? 
Ignoring important questions such as these is a common source of error in incremental analyses. 


INTERNATIONAL Gale: 


Until recently many automobile companies in Japan produced their autos in Japan and 
exported them to markets in the United States and Asia. In the early 1990s, foreign 
exchange fluctuations between the U.S. dollar and the Japanese yen made it difficult for 
Japan to sell products in the United States at a profit. In the 1990s, Japanese auto compa- 
nies changed their strategies and began building assembly plants in the countries where 
they sold their products. In addition, Japanese auto makers now choose to buy many auto 
parts from U.S. suppliers rather than make the parts themselves. With this strategy, the 
Japanese auto companies pay for the cost of production using the same currency that they 
receive from customers when they sell their product. This strategy allows these companies to 
avoid the incremental costs associated with foreign exchange fluctuation. 


SELL, SCRAP, OR REBUILD DECISIONS 


Another problem companies face is what to do with obsolete or defective products. Manage- 
ment must decide whether to devote the resources to rebuild these units, sell them at a reduced 
price, or simply scrap them. 

To illustrate, assume that Computex, Inc., has in its inventory 500 laptop computers 
that cost $325,000 to produce. Unfortunately, their processors are technologically obsolete. 
Consequently management must decide what to do with these machines. It is considering 
the following options: 


1. Sell the laptop computers “as is” to Television Shopping Network (TSN) for $250,000. 
2. Sell them for $235,000 to surrounding school districts for use in their computer labs. 
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3. Scrap the existing processor in each machine and replace it with faster, state-of-the-art 
equipment at a total cost of $190,000. If this option is selected, the rebuilt laptops could be 
sold for $450,000. 


Regardless of which option Computex chooses, the $325,000 originally incurred to manu- 
facture these laptops is a sunk cost and is therefore irrelevant to the decision at hand. The only 
relevant costs and revenue are those that vary among the alternatives under consideration. An 
incremental analysis of the three options appears in Exhibit 21-7. 


Sellto Sell to Exhibit 21-7 

TSN Schools Rebuild == jNCREMENTAL ANALYSIS 
Incrementalinevenucheseaee renee eean aetna: $250,000 $235,000 $450,000 FOR SELL, SCRAP, OR 
InchementalkCOS tS ase eee eee 0 0 190,000 REBUILD DECISIONS 
Incrementallincomer ances ease eame cm amor eicr ater $250,000 $235,000 $260,000 


Notice that no matter which option Computex selects, it will not be able 
to fully recover the $325,000 that it already has invested in these laptop 
computers. 

Rebuilding the computers with state-of-the-art equipment appears to be the 
company’s most profitable course of action. However, management may wish 
to consider several other factors. For example, does Computex have sufficient 
plant capacity to rebuild these laptops without reducing its production of other 
products? 

If rebuilding these laptops interferes with the production of other prod- 
ucts, the “rebuild” option involves an opportunity cost—the profit foregone 
on the products that could have been manufactured instead. If this opportunity 
cost exceeds $10,000, Computex would maximize its income by selling these 
computers to TSN and using its production facilities to manufacture other 
products. 

Next, there may be a long-term advantage in selling the laptops to schools, 
even though this appears to be the least profitable alternative. Relative to sell- 
ing the computers to TSN, selling to the schools involves a $15,000 opportunity 
cost. But management may consider this opportunity cost to be cost-effective 
advertising. The students who use these laptops—and their parents—may 
become customers of other Computex products. 

Incremental analysis provides an excellent starting point for many business 
decisions. Seldom, however, does this analysis tell the whole story. 


© Creatas/PunchStock/DAL 


CASE IN POINT 


Acro Indusiries Inc., a full-service manufacturer of metal processing jobs, purchased a 
used 500-ton hydraulic press from Kodak. The press was about 15 years old and in very 
good condition. The press performed well for years after its acquisition. Eventually, however, 
the control system components for the press were no longer available. With no direct 
source for upgrades, spare parts, and other support, the press control system became 
more obsolete and unreliable. Acro was faced with a decision to scrap the press or try to 
rebuild the press. 

Because the press was still in excellent hydraulic and mechanical shape except for the 
control system, Acro chose to rebuild the press. For about one-quarter the cost of a new 
press, Acro was able to rejuvenate an obsolete press by providing it with contemporary 
levels of control and productivity. 
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JOINT PRODUCT DECISIONS 


Many companies produce multiple products from common raw materials and a shared pro- 
duction process. Examples include oil refineries, lumber and steel mills, and meat process- 
ing companies. Products resulting from a shared manufacturing process are termed joint 
products, and the manufacturing costs that relate to these products as a group are called 
joint costs. 

In such manufacturing processes, two business issues arise. One is how to allocate joint 
costs among the various types of products manufactured. The second incremental type of 
decision is whether some types of products should be processed further to create an even 
more valuable finished good. 


Joint Costs Let us first address the issue of joint costs. Assume that Char-Core mixes 
together wood chips and pine oil. After joint manufacturing costs of $2,000 have been 
incurred, this mixture separates into two salable products: granulated charcoal and methyl 
alcohol. How should the $2,000 in joint costs be allocated between these products? 

There is no “right” way to allocate joint costs, but the most common method is in propor- 
tion to the relative sales value of the products produced. Assume that the quantity of charcoal 
produced by CharCore’s $2,000 in joint manufacturing costs has a sales value of $5,000 and 
that the alcohol has a sales value of $9,000. Thus the batch of products collectively has a sales 
value of $14,000. 

The $2,000 in joint costs could be allocated between these products as follows: 


Charcoal [$2,000 in joint costs x ($5,000/$14,000)] ...............2002 0c eee $ 714 
Alcohol [$2,000 in joint costs X ($9,000/$14,000)] ..............0 0c eee ee eee 1,286 


Decisions after the Split-Off Point Once joint products can be separated, they 
have reached what is called the split-off point. At this point, each product may be sold inde- 
pendently of the other, or it may be processed further. 

Again consider CharCore. The company may sell its charcoal and alcohol after the split- 
off point without further processing, or it may continue processing either of these products. 
CharCore can use the granulated charcoal to manufacture air filters and the methyl alcohol to 
make cleaning solvent. Exhibit 21-8 illustrates CharCore’s options and reflects current sales 
prices and manufacturing costs. 


Exhibit 21-8 CHARCORE’S PRODUCTION PROCESS, COSTS, AND REVENUE 
Joint costs incurred prior to split-off point = $2,000 


Concluding Remarks 


The decision of whether to sell the charcoal and alcohol or to continue processing is based 
on the incremental costs and revenue expected after the split-off point. An analysis of these 
cost and revenue considerations appears in Exhibit 21-9. 


CharCore Analysis after Split-off 


Revenue if charcoal is used to make air fillers.................00000000000e $15,000 
Less: Revenue if charcoal is sold at split-off point.......................... 5,000 
(AteiteYnneinvell (EWEN KOM EVPINENS cocccappoecocasguuuupaecueanouenepe 10,000 
Less: Incremental cost to produce air filters...............-..-0-00-0 eee 6,000 
Net increase (decrease) in operating income from air filters .................. $ 4,000 
Revenue if alcohol is used to make cleaning solvent.............-..-0-+005- $14,000 
Less: Revenue if alcohol is sold at split-off point......................-.... 9,000 
Incremental revenue from solvent ............0 0c eee ee eee 5,000 
Less: Incremental cost to produce cleaning solvent....................... 7,000 
Net increase (decrease) in operating income from solvent ................... $ (2,000) 


Going by this analysis, CharCore currently should use its charcoal to produce air filters, but 
it should sell its alcohol at the split-off point. The optimal course of action may change, how- 
ever, with fluctuations in the prices of these products or in incremental manufacturing costs. 


Concluding Remarks 


We have merely scratched the surface in discussing the possible kinds of analyses that might 
be prepared in making business decisions. Our coverage in this chapter, however, has been 
sufficient to establish the basic principles that lie behind such analyses. The profitability of 
a course of action depends on the incremental revenue and expenses. However, opportunity 
costs may play a major role in the decision. 

We also have stressed that, in addition to quantitative information, many nonfinancial factors 
must be taken into consideration. It would be irresponsible and short-sighted for managers to 
seek solutions and base decisions entirely on revenue and cost figures. Indeed, as shown in 
Exhibit 21—10, most business decisions also require an examination of legal issues, a sensitivity 
to ethical implications, and an ability to distinguish fact from opinion. Thus, while incremental 
analysis is an excellent tool for evaluating alternative courses of action, managers should not 
automatically follow the first course of action that holds a promise of increased profitability. 
Rather, they should always be alert to the possibility that a more satisfactory, and perhaps more 
creative, solution exists. 


Exhibit 21-9 
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Identify nonfinancial 
considerations and 
creatively search for 
better courses of action. 


Exhibit 21-10 


DECISION-FOCUSED 
JUDGMENTS 
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END-OF-CHAPTER REVIEW 


Explain what makes information relevant to a 
particular business decision. Only information that 
varies among the alternative courses of action being 
considered is relevant to the decision. Costs or revenue that do 
not vary among the alternative courses of action are not relevant 
to the decision. 


L01 


Discuss the relevance of opportunity costs, sunk 

costs, and out-of-pocket costs in making business 

decisions. An opportunity cost is the benefit that could 
have been obtained by pursuing another course of action. 
Opportunity costs often are subjective, but they are important 
considerations in any business decision. Sunk costs, on the other 
hand, have already been incurred as a result of past actions. 
These costs cannot be changed regardless of the action taken 
and are not relevant to the decision at hand. Out-of-pocket costs 
will be incurred in the future and are relevant if they will vary 
among the possible courses of action. 


Use incremental analysis in common business 
decisions. Incremental analysis is the technique of 
comparing one course of action to another by 
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Key Terms Introduced or 


Emphasized in Chapter 21 


complementary products (p. 924) Those products for which 
the sales of one may contribute to the sales of another. 


incremental (or differential) cost (p. 920) The increase or 
decrease in total costs incurred by selecting one course of action 
over another. 


incremental (or differential) revenue (p. 920) The increase 
or decrease in total revenue earned by selecting one course of 
action over another. 


joint costs (p. 928) Costs incurred in manufacturing processes 
that produce several different products. Joint costs cannot be traced 
directly to the individual types of products manufactured and, 
therefore, must be allocated in a more or less arbitrary manner. 


determining the differences expected to arise in revenue and 
in costs. 


Discuss how contribution margin can be 
maximized when one factor limits productive 
capacity. Identify the production input factor that 
limits the amount of output. Then determine the output mix that 
maximizes the contribution margin per unit of the limiting 
factor. 
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Identify nonfinancial considerations and 

creatively search for better courses of action. 

Examples of relevant nonfinancial information 
include legal and ethical considerations and the long-run 
effects of decisions on company image, employee morale, 
and the environment. Also, managers should search 
creatively for alternative courses of action. Unless a 
company selects the best possible course of action, it incurs 
an opportunity cost. Opportunity costs are not recorded in 
the accounting records, but they may determine the success 
or failure of a business enterprise. 


joint products (p. 928) Products that share, in part, common 
materials and production processes. 


opportunity cost (p. 921) The benefit foregone by not pur- 
suing an alternative course of action. Opportunity costs are not 
recorded in the accounting records but are important in making 
many types of business decisions. 


out-of-pocket costs (p. 921) Costs that have not yet been 
incurred and that may vary among alternative courses of action. 


split-off point (p. 928) The point at which separate and dis- 
tinct joint products emerge from common materials and a shared 
production process. 


sunk cost (p. 919) A cost that has been incurred as a result 
of past actions. Sunk costs are irrelevant to decisions involving 
future actions. 


Demonstration Problem 


Calkist Mfg. is a multiple product manufacturer. One product line consists of motors for lawnmow- 
ers, and the company produces three different models. Calkist is currently considering a proposal 
from a supplier who wants to sell the company blades for the lawnmower motor line. 

The company currently produces all the blades it requires. In order to meet customers’ needs, 
Calkist currently produces three different blades for each motor model (nine different blades). The 
supplier is offering to provide five varieties of blades for each model. A total of 15 blades would 
considerably expand the variety of cutting ability for the motors available to customers. The sup- 


plier would charge Calkist $25 per blade, regardless of blade type. 
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For the coming year Calkist has projected the costs of its own blade production as follows (based 
on projected volume of 10,000 units): 


Direct matenalSs.ns-3543-ce BP Seeass Acide BE eRe EA eRe ORR eS $ 75,000 
Directilabor.. 20 sede ob eee eee eA ee Cede ree Shs eh PRL awe baa 65,000 
Variable. overhead:.é35.24s000 ouniaeseeiers camkanas aia eon bens e areas 55,000 
Fixed overhead 
DGDROCIAUOM cs. ccctereotsice Sted cect deenacedncots tee Aedeakausinays Anca a eudaaieonent es acraaees 50,000 
Property taxeSe.cccuu eo. cahdd eid ey eee sa hdddien eee eaiddeieiawee nie 15,000 
Factory supervision. ........ 2.0.0.2 cece eee teen eens 35,000 
Totall production COStS: ¢4.05.c.4 eic%encbvanes dete Pabedan s ode etad de eaed oe $295,000 


Assume (1) the equipment utilized to produce the blades has no alternative use and no market 
value, (2) the space occupied by blade production will remain idle if the company purchases rather 
than makes the blades, and (3) factory supervision costs reflect the salary of a production supervi- 
sor who would be dismissed from the firm if blade production ceased. 


Instructions 


a. Determine the net monetary advantage or disadvantage of purchasing (rather than manufactur- 
ing) the blades required for motor production in the coming year. 


b. Determine the volume of motor production where Calkist would be indifferent between buy- 
ing and producing the blades. If the future volume level is predicted to decrease, would that 
influence Calkist’s decision? 


c. For this part only, assume that the space presently occupied by blade production could be 
leased to another firm for $45,000 per year. How would this affect the make or buy decision? 


d. Name at least four other factors Calkist should take into account in making the decision. 


Solution to the Demonstration Problem 


a. This is a make or buy decision, so compare the incremental cost to make with the incremental 


cost to buy. 
Incremental Costs Per Unit Make the Blades 
Direct materials 2.0... 0... cence teen eens $ 7.50 
($75,000 + 10,000 units) 
DIRECUIA DOR. toictsnceis 2 gadis dranim Snags) dunce aubesEadeenaud dein’, dese deitten st deca duenehdadosi eeonsied a 6.50 
($65,000 + 10,000 units) 
Variable overhead ........ 0... c ccc ete e een eae 5.50 
($55,000 + 10,000 units) 
SUPSIVISION .3.284.sdbds cadiawe ce ade s cia dele mek bourke hip aauus eels 3.50 
($35,000 + 10,000 units) 

TOtal -COStiis:. ccs taut o08 00% g88 ed keg ss ae eh PLL ALES ees $23.00 


Compare the cost to make the blades for 10,000 motors, $23.00, with the cost to buy, $25.00. 
There is a net $2.00 disadvantage if Calkist chooses to buy the blades. 


b. Calkist will be indifferent between buying and making the blades when the total incremental 
costs are equal. Total incremental costs for making and buying will be equal at the volume 
level where the variable costs per unit times the volume, plus the fixed avoidable costs, are 
equal to the supplier’s offered cost of $25.00 per unit times the volume. 


{(Direct materials + Direct labor + Variable overhead) X Volume] + Supervision = Price to 
buy X Volume. Let volume in units = V. 
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[($7.50 + $6.50 + $5.50) x V] + $35,000 = $25.00 x V 
($19.50 X V) + $35,000 = $25.00 x V 
$35,000 = ($25.00 x V) — ($19.50 x V) 
$35,000 = $5.50 x V 
V = 6,364 units of blades 
As volume of production decreases, Calkist’s average per-unit cost of in-house production 


increases. If the volume falls below 6,364 blades, then Calkist will want to buy the blades 
from the supplier. 


c. If the space presently occupied by blade production could be leased to another firm for 
$45,000 per year, Calkist would face an opportunity cost associated with in-house blade pro- 
duction for the 10,000 units of $4.50 per unit. Add that to the original cost: 


$23.00 + $4.50 = $27.50 New Cost to Make 


Now Calkist should buy because the cost to make, $27.50, is higher than the cost to buy, 
$25.00. 


d. Other factors that Calkist should consider before choosing to buy from the outside supplier 
include the following: 


e The quality of the supplier’s products. 

e The shipping reliability of the supplier. 

e Alternative uses of production capacity. 

¢ The impact on the current workforce if employees are laid off. 
¢ The long-term financial stability of the supplier. 

¢ Other suppliers’ ability to provide the blades. 


e The ability to generate new sales from the increased variety of blades. 


Self-Test Questions 


The answers to these questions appear on page 948. 3. When faced with a limited availability of machine-hours, 


management should consider producing those products that: 
The following data relate to questions | and 2. 


One of Phoenix Computer’s products is WizardCard. The a Mayere iighe’| conta butinumensmuper unity 


company currently produces and sells 30,000 WizardCards per b. Have the highest contribution margin ratios. 

month, although it has the plant capacity to produce 50,000 units c. Require the fewest machine-hours to produce. 

per month. At the 30,000 units-per-month level of production, d. Contribute the highest contribution margin per 
the average per-unit cost of manufacturing WizardCards is $45, machine-hour. 

consisting of $15 in variable costs and $30 in fixed costs. Phoe- 4. Consultant Frank Alvarez recently commented that the most 


nix sells WizardCards to retail stores for $90 each. Computer 
Marketing Corp. has offered to purchase 10,000 WizardCards per 
month at a reduced price. Phoenix can manufacture these addi- 
tional units with no change in fixed manufacturing costs. 


common error made by his clients is ignoring opportunity 
costs associated with business decisions. The costs Alvarez 
was referring to are: 


a. Benefits foregone by selecting one course of action 


1. In deciding whether to accept this special order from Computer over another. 
Pe Se ae bound Dee cosas Nau b. The out-of-pocket costs of implementing a particular 
a. What Computer Marketing Corp. intends to do with the business decision. 
WizardCards. c. Costs that make future opportunities possible. 
b. The $45 average cost of manufacturing WizardCards. d. Costs that have made past opportunities possible. 
c. The opportunity cost of not accepting the order. 5. Which of the following questions would not be relevant to a 
The incremental cost of manufacturing an additional make or buy decision? 
10,000 WizardCards per month. a. Will the supplier make a product that is equal in quality 
2. Assume that Phoenix decides to accept the special order at a to our own? 
unit sales price that will add $400,000 per month to its oper- b. Will the supplier meet our specified delivery dates? 


ating income. The unit price of the special order will be: 


c. For how long will the supplier be committed to the 
a. $85. c. $55. quoted price? 


b. $70. d. Some other amount. d. All of the above questions are relevant. 
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UNM DISCUSSION Questions 


1. 


L01 


LOS 


L02 


What is the difference between short-run business decisions 
and long-run strategic plans? 


Discuss the importance of incremental costs and revenue 
when considering alternative courses of action. 


Define opportunity costs and explain why they represent a 
common source of error in making cost analyses. 


What is the difference between a sunk cost and an out-of- 
pocket cost? 


What nonfinancial considerations should be taken into 
account when deciding whether to accept a special order? 


Harvey Corporation produces several joint products from 
common materials and shared production processes. Why 
are costs incurred up to the split-off point not relevant in 
deciding which products Harvey sells at the split-off point 
and which products it processes further? 


Procter and Gamble sells Gillette razors near or below 
their manufacturing cost. It also sells razor blades that have 
a relatively high contribution margin. Explain why P & G 
does not eliminate its unprofitable razor line and sell only 
blades. 


Assume Harley-Davidson Motorcycle Company is analyz- 
ing an offer to buy from a supplier a component that would 
replace a component it currently makes for its motorcycles. 
What additional factors beyond price should Harley-Davidson 
take into account in this make or buy decision? 


Wolvo Company has defective products in inventory. It has 
the opportunity to either sell, scrap, or rebuild the defective 
products. Identify several factors Wolvo Company should 
consider before making a decision. 
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Make or Buy Decision 


Direct materials and direct labor 
Variable factory overhead. ......... 0... cece eee nee 
Fixed factory overhead. ........ 00. ec eee eee 


10. 


11. 


12. 


13. 


14. 


15% 


How do cash effects differ among out-of-pocket costs, sunk 
costs, and opportunity costs? 


Why is the contribution margin an important concept for 
incremental decision making? 


Harry Haney, manager of the Eastern Division of Mertock 
Co., made the following comment to the manager of the 
Central Division: 


It’s all well and good for you to say that I should dis- 
regard sunk costs when I consider whether to replace 
the old, inefficient equipment with new, more efficient 
equipment. But my performance evaluation is based on 
net operating profits divided by total assets. The new 
equipment will increase my total asset base and lower 
the ratio of profits to assets, hurting my performance. 
Thus, I will not sell the old equipment. 


Do you agree with Haney’s statement? Why or why not? 


Traditional accounting systems record only actual transac- 
tions. As a result, how can opportunity costs be important in 
incremental decisions? 


“When special orders are accepted that are below full prod- 
uct cost (variable cost plus fixed costs), companies run the 
risk of filling up their capacity with products that do not pro- 
vide enough contribution to cover fixed costs such as rent 
and management salaries.” Do you agree or disagree with 
this statement (explain why)? 


Explain the concept of complementary products and why 
this concept is important in incremental decisions about 
individual products. 


#2 connect" 
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A company regularly sells 100,000 washing machines at an average price of $250. The average 
cost of producing these machines is $180. Under what circumstances might the company accept a 
special order for 20,000 washing machines at $175 per machine? 


Wilson Corporation produces a large number of fishing products. The costs per unit of a particular 


The company recently decided to buy 10,000 fishing reels from another manufacturer for $12.50 
per unit because “it was cheaper than our cost of $13.00 per unit.” Evaluate the decision made by 
Wilson’s management based on the data given. 
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Two products, wood chips and fiberboard, come out of a joint process costing $420,000 per 
year. The sales value of the wood chips is $260,000 per year. The sales value of the fiberboard is 
$780,000 per year. Use the relative sales value method to allocate the joint costs of the joint pro- 
cess to the products. (Round your answer.) 


Sounds, Inc., is a company that produces sound systems for car stereos. It is considering outsourc- 
ing its customer service operation. It has a bid of $2.50 per call from Callers Service Company. 
Its current costs to service customers are estimated to be $2.00 per call, but it could use the idle 
space currently occupied by the customer service operation to earn an additional $3,500 per year. 
Sounds, Inc., currently receives about 200 customer calls per month. Should Sounds, Inc., out- 
source its customer service operation? What nonfinancial factors should be considered? 


A friend offers you a ticket to a Chicago Cubs baseball game for $50. You know you can sell the 
ticket to another friend for $75. What is the opportunity cost of buying the ticket but then choosing 
to go to the game? 


Which of the following are sunk, out-of-pocket, or opportunity costs: 

a. The amount you will pay to go to the movies next week. 

b. The insurance payment on your car last year. 

c. The amount of rent you could receive if you were to sublet your apartment and live in a tent 
for spring term. 

d. The difference between the price of a 12-pack of soda at the convenience store versus the price 
of the same product at the discount warehouse. 

e. Tuition payments made this term. 


Book costs for next semester. 


The local gym has stationary bicycles. Assume these are available for use 500 hours per week. 
These bicycles are used in two different exercise programs. First, the cycling class takes two hours 
and earns a $15 contribution margin per customer. Second, the combo class uses bicycles and floor 
routines and lasts for 1.5 hours and generates a $12 contribution margin per customer. Which type 
of class generates the highest contribution margin per constrained resource? If demand for combo 
classes could be restricted to 200 hours per week, how much contribution margin could the gym 
generate on both types of classes? 


Match the following decisions in column 1| (a through e) to all relevant costs or revenue in column 2 
(1 through 5): 

a. Reject a special order. Contribution margin per unit of limited resource. 
Production-constrained decision. Interference with other production. 
Selling price of supplier. 


Sell, scrap, or rebuild. 


1 
2 

Make or buy a component. a 
4. Sales revenue at split-off point. 
5 


ome F 


Continue processing a joint product. Contribution margin of product. 


A variety of products—chicken wings, drumsticks, thighs, and so on—are the result of a joint pro- 
duction process of butchering a chicken that costs $0.25 per pound. The wings can be sold at the 
split-off point for $0.35 per pound, or they can be processed further by cooking them in barbecue 
sauce and selling them as buffalo wings for $0.46 per pound. The cooking process can accommo- 
date 1,300 pounds of wings at a time and costs $90 for sauce, cooking time, and labor. Should the 
wings be processed further to make buffalo wings? 
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Vickery Machining Company is nearly finished constructing a specially designed piece of machin- 
ing equipment when the customer declares bankruptcy and cannot pay for the equipment. Vickery 
estimates that the cost associated with making the uncompleted equipment was $1,693,000. Since 
the machining equipment was specially designed for the customer, there are no other buyers for 
the equipment unless it is rebuilt. The cost to rebuild is $450,000, after which the product can be 
sold for $500,000, or the equipment can be scrapped for $30,000. Identify each of the costs in this 
scenario as sunk, out-of-pocket, or incremental. What should Vickery do? 


@ comect" 


|ACCOUNTING 


Exercises 


Listed below are seven technical accounting terms introduced or emphasized in this chapter. 


Opportunity cost Sunk cost 


Out-of-pocket cost Split-off point 
Joint products Relevant information 

Incremental analysis 
Each of the following statements may (or may not) describe one of these terms. For each statement, 
indicate the accounting term or terms described, or answer “none” if the statement does not cor- 
rectly describe any of these terms. 


a. Examination of differences between costs to be incurred and revenue to be earned under dif- 
ferent courses of action. 


A cost incurred in the past that cannot be changed as a result of future actions. 
Costs and revenue that are expected to vary, depending on the course of action decided on. 
The benefit foregone by not pursuing an alternative course of action. 


Products made from common raw materials and shared production processes. 


mean & 


A cost yet to be incurred that will require future payment and may vary among alternative 
courses of action. 


g. The point at which manufacturing costs are split equally between ending inventory and cost of 
goods sold. 


Read the paragraph in Appendix A, note 1, under item “3. RATIONALIZATION CHARGES.” 
The paragraph describes a series of business decisions made by Home Depot to close some of its 
stores, including 15 underperforming stores, and invest more in their existing stores. Write a short 
paragraph identifying the type of costs that would be considered incremental, sunk, or opportunity 
costs for a decision to invest in remodeling (or close) a current store. 


Sutherland manufactures and sells 110,000 laser printers each month. A principal component part 
in each printer is its paper feed drive. Sutherland’s plant currently has the monthly capacity to 
produce 150,000 drives. The unit costs of manufacturing these drives (up to 150,000 per month) 
are as follows: 


Variable costs per unit: 


Direct materials sorc23% dec ondeatanedinda es dee doe er heee eee be eta $45 

Directilabor sicse icy spades bage dade dda be heh Pes dw eee eee ead 25 

Variable manufacturing overhead ............... 00. c eee eee ee eee 5 
Fixed costs per month: 

Fixed manufacturing overhead ........... 0.0.2. e eee eee eee eee $1,430,000 
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Desk-Mate Printers has offered to buy 20,000 paper feed drives from Sutherland to be used in its 
own printers. Compute the following: 


a. The average unit cost of manufacturing each paper feed drive assuming that Sutherland manu- 
factures only enough drives for its own laser printers. 


b. The incremental unit cost of producing an additional paper feed drive. 


c. The per-unit sales price that Sutherland should charge Desk-Mate to earn $500,000 in monthly 
pretax profit on the sale of drives to Desk-Mate. 


Texteriles Company creates different types of bolts of cloth. These bolts of cloth are made on the 
same machinery. The textile machines have the capacity of 3,600 hours per month. Texteriles is 
considering producing three different types of cloth: denim, chenille, and gauze, with contribution 
margins per bolt of $14, $22, and $9, respectively. Texteriles knows it can sell only a total of 6,000 
bolts of denim, 2,000 bolts of chenille, and/or 1,200 bolts of gauze. A bolt of each type of cloth 
requires a different amount of machine time as follows: denim takes .5 machine-hours, chenille 
takes | machine-hour, and gauze takes .3 machine-hours. What combination of products will maxi- 
mize the profits of Texteriles? 


Poppycrock, Inc., manufactures large crates of microwaveable popcorn that are typically sold to 
distributors. Its main factory has the capacity to manufacture and sell 35,000 crates per month. The 
following information is available for the factory: 


SaAlOS i PMCOIPSH CLAS sesh sai ptoch anethncnses d Seah ace aveunininenediae debs eeadesa caine lanahecarece $26.00 
Variable cost per crate: 
DireGt materials ® siz. 5.2:.555. caused eushesed-c ieee dhceds dadeb dedceadvne. Sek. ge beecas Pepe dob dn aps autee Bek 5.50 
Direct labor :.ss.c0icnces4 mecudieteeds added bedded deb etadeedpaedaded 10.50 
Varied IG OVErNG A 25. sxiics, duces: deve dee e/acg Shiga) Shdees Bysicenachteueiee, dee aedes-angudaed ce Rad add 3.50 
Fixed costs per month ........ 0.0. c cece cece eee teen net n eens $122,000.00 


Boys and Girls of Canada is a not-for-profit organization that raises funds each year by selling 
popcorn door-to-door. It offers to pay Poppycrock $22 per crate for a special-order batch of 5,000 
crates. The special-order popcorn would include a unique label with information about the Boys 
and Girls of Canada. The additional cost of the label is estimated at $1.00 per crate. In addition, 
the variable overhead for these special-order crates would decrease by $.50 because there would 
be no distribution costs. 


a. What is the incremental cost of creating a normal crate of popcorn? A special-order crate of 
popcorn? 

b. Show the impact on Poppycrock’s monthly operating profit if it accepts the offer and it is pro- 
ducing and distributing 30,000 normal crates per month. What is the opportunity cost of not 
accepting the offer? 


c. Show the impact on Poppycrock’s monthly operating profit if it accepts the offer and it is pro- 
ducing and selling 35,000 normal crates per month. What is the opportunity cost of accepting 
the offer? 


The cost to Swank Company of manufacturing 20,000 units of a particular part is $255,000, of 
which $100,000 is fixed and $155,000 is variable. The company can buy the part from an outside 
supplier for $8 per unit. Fixed costs will remain the same regardless of Swank’s decision. Should 
the company buy the part or continue to manufacture it? Prepare a comparative schedule in the 
format illustrated in Exhibit 21-6. 


Bacrometer, Inc., makes part no. 566 on one of its production lines. Each month Bacrometer makes 
60,000 of part no. 566 at a variable cost of $2.50 per part. The fixed costs for the production line 
are $180,000, or $3.00 per part. Bacrometer has been provided a bid for part no. 566 from another 
manufacturer that will make the part for $2.65 per part. Bacrometer knows the production line 
could be rented to another manufacturer for $5,000 per month. Should Bacrometer continue to 
make part no. 566 or should it buy the part and rent the production line? 
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Road Master Shocks has 20,000 units of a defective product on hand that cost $123,500 to manu- 
facture. The company can either sell this product as scrap for $4.18 per unit or it can sell the prod- 
uct for $10 per unit by reworking the units and correcting the defects at a cost of $119,200. What 
should the company do? Prepare a schedule in support of your recommendation. 


Gunst Company produces three video games: Android, Bio-Mutant, and Cyclops. Cost and rev- 
enue data pertaining to each product are as follows: 


Android Bio-Mutant Cyclops 
SGINGIPNCE c..2c eee daa tee adem geek eta awe nares $100 $60 $125 
DireGt AD OF e202 ecoc5 Arte beeen SA eee 48 24 60 
Direct MatenalSs::s. 002 ssw eck aewndee et ek eed eed 9 8 16 
Variable overhead... 2.2.0.0... 000 c eee 7 4 9 


At the present time, demand for each of the company’s products far exceeds its capacity to produce 
them. Thus, management is trying to determine which of its games to concentrate on next week in 
filling its backlog of orders. Gunst’s direct labor rate is $12 per hour, and only 1,000 hours of direct 
labor are available each week. Determine the maximum total contribution margin the company can 
make by its best use of the 1,000 available hours. 


Treadwell Pharmaceuticals produces two medications in a joint process: Amoxiphore and 
Benidrate. With each production run, Treadwell incurs $4,000 in common costs up to the split-off 
point. 

Amoxiphore can be sold for $2,700 at the split-off point or be processed further at a cost of 
$1,600, at which time it can be sold for $4,200. However, if Amoxiphore is sold at the split-off 
point, its side effects include nausea and headaches. If it is processed further, these side effects are 
diminished. Demand for Amoxiphore far exceeds Treadwell’s production capacity. 

Benidrate can be sold for $2,400 at the split-off point or be processed further at a cost of $3,700, 
at which time it can be sold for $6,000. 


a. Determine which product is more profitable to process beyond the split-off point. 


b. With a group of three students identify and discuss the ethical issues the company faces 
regarding its processing decisions. 


Chemy Corporation produces three products in a monthly joint production process. During the 
first stage of the process liquids and chemicals costing $60,000 are heated and three different com- 
pounds emerge: 3,000 gallons of Molecue worth $22 per gallon are created from the steam; 10,000 
gallons of Borphue worth $15 are drained from the tank; and 1,000 gallons of the tank residue, 
labeled as Polygard, are sold as fertilizer for $5.50 per gallon. Before Molecue is sold, it must be 
purified in another process that costs $10,000, and before the Polygard fertilizer is sold, it must be 
bottled at a price of $1.50 per gallon. 


a. What is the profitability of the joint process? 
b. Is it profitable to process Molecue further if it can be sold at split-off for $5 per gallon? 


c. BioMorphs has an offer to buy Polygard bulk at the split-off point without bottling for $3,500 
per month. What is the incremental profit (loss) to BioMorphs if it accepts the offer? 


d. What are the sunk costs related to the decision to accept the Polygard offer? 


Mazeppa Corporation sells relays at a selling price of $28 per unit. The company’s cost per unit, 
based on full capacity of 160,000 units, is as follows: 


Direct MaterialS si3cch sc cagadak peasaced woke aida awakes a raaeeaia ee a dew ne $6 
DifeChlabOr 226 aa.00%.2205.5 eek Sac eRaGeeoe PARLE SROOD EE SAMEERA a eee a 4 
Overhead (#4:0f which is variable)  iscccce crac sete e ree oversea creed Lau wea w 9 
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Mazeppa has been approached by a distributor in Montana offering to buy a special order consist- 
ing of 30,000 relays. Mazeppa has the capacity to fill the order. However, it will incur an additional 
shipping cost of $2 for each relay it sells to the distributor. 


a. Assume that Mazeppa is currently operating at a level of 100,000 units. What unit price should 
it charge the distributor if it wishes to increase operating income by $2 for each unit included 
in the special order? 


b. Assume that Mazeppa is currently operating at full capacity. To fill the special order, regular 
customers will have to be turned away. Now what unit price should it charge the distributor if 
it wishes to increase total operating income by $60,000 more than it would be without accept- 
ing the special order? 


L01. EXERCISE 21.13 Visionary Game Company sells 600,000 units per year of a particular video game cartridge at $12 
nef Evaluating a Special each. The current unit cost of the game is broken down as follows: 
y= Order 
LOS Direct: matetialS: ..c2osten6ee ook ad eciee se soos a beaen sa pee able eee ed $3.00 
Direct labOrs.2 ces cscbeigsiweete i ee See ee GA Ane eee Tae 1.00 
Variable factory overhead: oii. ccviaes thew ence eek bee See aeened baa wee ae 3.50 
Fixed factory overhead... i acceso eeades vane i eee es See wa eee eae es _1.50 
Ota tas hike acta Bees ligated wb le tae doaed ace eels ted Lae aale Beda Marek $9.00 


At the beginning of the current year, Visionary received a special order for 10,000 of these game 
cartridges per month, for one year only, at a sales price of $8 per unit. To fill the order, Visionary 
will have to rent additional assembly space at a cost of $12,000 ($1,000 per month). 

Compute the estimated increase or decrease in annual operating income that will result from 
accepting this special order. 


L01 EXERCISE 21.14 Gulf Breeze Corporation produces three products for water skiing enthusiasts: life vests, tow ropes, 
Scarce Resources and water skis. Information relating to each product line is as follows: 
through 
LOS Life Tow Water 
Vests Ropes’ Skis 

SEINGIPICO.w sk ck eed ade dad hh ee edade dd Seeded $58 $25 $175 
Direct matérialS .i2 2.020 cree sac cee een on ee seen ves ened 12 3 75 
DIFECHIADOM 5.4 chien, card ao ogizse de allan ods dad anehiaon dd ln, andl & apd ausnpun see 20 10 80 
Varia ble:OVethead: ic cicetctdid qeinne devant ied Gateny divans 6 2 4 


Gulf Breeze pays its direct labor workers an average of $10 per hour. At full capacity, 65,000 direct 
labor hours are available per year. The marketing department has just released the following sales 
estimates for the upcoming year: life vests (25,000 units), tow ropes (15,000 units), and water skis 
(5,000 units). Based on these figures, demand for the current year is expected to exceed the com- 
pany’s direct labor capacity. 


a. What products should Gulf Breeze produce to maximize its operating income? 


b. The company’s marketing manager believes that the production of the least profitable product 
is needed to “support” the demand for the most profitable products. How may this influence 
management’s decision regarding the company’s production schedule? 


L01 EXERCISE 21.15 On the Home Depot Web site, the company describes an initiative where Home Depot donates 
Home Depot's employee time and materials to help local communities through an associated charity, KaBoom!. 
Seen Charitable Extensive community relations programs bring together volunteerism, do-it-yourself expertise, 
193 Contribution product donations, and monetary grants to meet critical needs and build affordable community 
an playgrounds. 
RON Use Exhibit 21-1 to identify the types of relevant costs and revenue that Home Depot’s man- 
os” agement might consider when engaging in a service program like KaBoom!. 
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Problem Set A Nese 
D. Lawrance designs and manufactures fashionable men’s clothing. For the coming year, the 
company has scheduled production of 40,000 suede jackets. Budgeted costs for this product are 
as follows: 


Unit Costs 
(40,000 units) Total 
Variable manufacturing Costs. ... 02.0... 00.00 eee eee eee $50 $2,000,000 
Variable selling expenses...................-. 00-200 20 800,000 
Fixed manufacturing costs ...................000 00000. 10 400,000 
Fixed operating expenses. ................00 2c eee eee 5 200,000 
Total costs and expenseS............2.000000e eee eee $85 $3,400,000 


The management of D. Lawrance is considering a special order from Discount Apparel for an 
additional 10,000 jackets. These jackets would carry the Discount Apparel label, rather than the 
D. Lawrance label. In all other respects, they would be identical to the regular D. Lawrance jackets. 

Although D. Lawrance regularly sells its jackets to retail stores at a price of $150 each, Dis- 
count Apparel has offered to pay only $80 per jacket. However, because no sales commissions 
would be involved with this special order, D. Lawrance will incur variable selling expenses of only 
$5 per unit on these sales, rather than the $20 it normally incurs. Accepting the order would cause 
no change in the company’s fixed manufacturing costs or fixed operating costs. D. Lawrance has 
enough plant capacity to produce 55,000 jackets per year. 


Instructions 

a. Using incremental revenue and incremental costs, compute the expected effect of accepting 
this special order on D. Lawrance’s operating income. 

b. Briefly discuss any other factors that you believe D. Lawrance’s management should con- 
sider in deciding whether to accept the special order. Include nonfinancial as well as financial 
considerations. 


Easyuse Tool Co. manufactures an electric motor that it uses in several of its products. Manage- 
ment is considering whether to continue manufacturing the motors or to buy them from an outside 
source. The following information is available: 
1. The company needs 12,000 motors per year. The motors can be purchased from an outside 
supplier at a cost of $21 per unit. 


2. The unit cost of manufacturing the motors is $35, computed as follows: 


Direct Materials. 3 ici -c 2a cg day dissed G8 ek ig Seay Aneel & Bat wild, Reap aauedlen Datecwtedede $ 96,000 
Direct labor... pccseagees coe doe be ehbe doe biebo abe bh dhe te gdb pacers Be 120,000 
Factory overhead: 
Variable... 2i.c. ceding tetieg dnd ed Gaede deed Gaede cubed aed demas ded 90,000 
FES ae ecto e apctatien sate cam Pate Peete cen ces ce eas atest at eis af ue aac dsb eeep teen 114,000 
Total manufacturing Costs: .....-i.i0cccebsried laced ede bow heeted bebe td! $420,000 
Cost per unit ($420,000 + 12,000 units) ..... 0... ee eee ee $35 


3. Discontinuing the manufacture of motors will eliminate all the raw materials and direct labor 
costs but will eliminate only 75 percent of the variable factory overhead costs. 


4. If the motors are purchased from an outside source, machinery used in the production of 
motors will be sold at its book value. Accordingly, no gain or loss will be recognized. The sale 
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of this machinery would also eliminate $6,000 in fixed costs associated with depreciation and 
taxes. No other reductions in fixed factory overhead will result from discontinuing the produc- 
tion of motors. 


Instructions 
a. 


Prepare a schedule in the format illustrated in Exhibit 21-6 to determine the incremental cost 
or benefit of buying the motors from the outside supplier. Using this schedule, would you rec- 
ommend that the company manufacture the motors or buy them from the outside source? 


Assume that if the motors are purchased from the outside source, the factory space previously 
used to produce motors can be used to manufacture an additional 4,000 power trimmers per 
year. Power trimmers have an estimated contribution margin of $8 per unit. The manufacture 
of the additional power trimmers would have no effect on fixed factory overhead. Would this 
new assumption change your recommendation as to whether to make or buy the motors? In 
support of your conclusion, prepare a schedule showing the incremental cost or benefit of 
buying the motors from the outside source and using the factory space to produce additional 
power trimmers. 


L01 PROBLEM 21.3A Parsons Plumbing & Heating manufactures thermostats that it uses in several of its products. 


shonin 


tnrougn 


Lo4 


Make or Buy Decision Management is considering whether to continue manufacturing the thermostats or to buy them 
from an outside source. The following information is available: 


1. The company needs 80,000 thermostats per year. Thermostats can be purchased from an out- 


side supplier at a cost of $6 per unit. 


2. The cost of manufacturing thermostats is $7.50 per unit, computed as follows: 


3 


4. 


Directimaterials: ....2.ccn2e$ a0 isennceiee eee tasnnadiare tee Coane eee bGus $156,000 
Ditect labory.sti cu.t2 fod wacadls shaded pewadls tadadedpasada teeagod marae 132,000 
Manufacturing overhead: 
Webel Sic. cise pace toy eich xe Side faces anced. eis eth Side faces decade avenue dah tidy feces decd cuduulaneie teas 168,000 
FIXCG sie sooth ide bee Ph ack ed aca god Raed y hae Rd he ede heeds 144,000 
Total Manufacturing: COSIS.,25. 526540 eeeeie eee boone Se emilee be we eee eCRlE EE $600,000 
Cost per unit ($600,000 + 80,000 units) ......... 0... eee eee eee $7.50 


. Discontinuing the manufacture of the thermostats will eliminate all of the direct materials and 
direct labor costs but will eliminate only 60 percent of the variable overhead costs. 


If the thermostats are purchased from an outside source, certain machinery used in the pro- 
duction process would no longer have to be leased. Accordingly, $9,200 of fixed overhead 
costs could be avoided. No other reductions will result from discontinuing production of the 
thermostats. 


Instructions 
a. 


Prepare a schedule to determine the incremental cost or benefit of buying thermostats from 
the outside supplier. On the basis of this schedule, would you recommend that the company 
manufacture thermostats or buy them from the outside source? 


Assume that if thermostats are purchased from the outside source, the factory space pre- 
viously used to produce thermostats can be used to manufacture an additional 6,000 heat- 
flow regulators per year. These regulators have an estimated contribution margin of $18 per 
unit. The manufacture of the additional heat-flow regulators would have no effect on fixed 
overhead. 

Would this new assumption change your recommendation as to whether to make or buy 
thermostats? In support of your conclusion, prepare a schedule showing the incremental cost 
or benefit of buying thermostats from the outside source and using the factory space to pro- 
duce additional heat-flow regulators. 
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Insiteful Instruments produces two models of binoculars. Information for each model is as follows: 


Model 100 Model 101 


Sales Price pen Unit: ieee eis acd dueie arn ate dedicate ee pee $200 $215 
Costs and expenses per unit: 
Direct materials... 0... Lee ee $51 $38 
Directlabory.2.ic6 cidviddadtberiied pote dntatede tedden 33 30 


Manufacturing overhead (applied at the rate of 
$18 per machine-hour, 1% of which is fixed and 


/B VANADIC) ci saciece-yecak eB aod diet asa ave Sa moe SiMe Bee nudes 36 72 

Variable selling expenses............... 00000000000 00- _30 15 
Total costs and expenses per unit..............02. eae _150 _155 
Profit Per-UNIt scscevs ok we ean ae oe eR Gla $ 50 $ 60 
Machine-hours required to produce one unit................ 2 4 


Total manufacturing overhead amounts to $180,000 per month, one-third of which is fixed. The 
demand for either product is sufficient to keep the plant operating at full capacity (10,000 machine- 
hours per month). Assume that only one product is to be produced in the future. 


Instructions 
a. Prepare a schedule showing the contribution margin per machine-hour for each product. 
b. Explain your recommendation as to which of the two products should be discontinued. 


BestView manufactures sophisticated digital cameras. The company’s new models are very popu- 
lar, but it has an inventory of 1,000 old models for which there is little demand. BestView is con- 
sidering the following options for disposing of these old models: 


1. Sell them to a discount mail-order company at a total price of $150,000. The mail-order firm 
would then sell these old models at a unit price of $399. 
2. Convert them to new models at a remanufacturing cost of $700 per unit. These new models 
then could be sold to camera stores for $1,200 each. 
The old models had been manufactured at a cost of $450 per unit. The cost of manufacturing new 
models of the same size, however, normally amounts to $800 per unit. 


Instructions 

a. Perform an incremental analysis of the revenue, costs, and profit resulting from converting the 
old models to new models as compared with selling them to the mail-order firm. 

b. Identify any sunk costs, out-of-pocket costs, and possible opportunity costs. 
Indicate which of these options you would select and explain your reasoning, assuming that 
BestView currently: 
1. Has substantial excess capacity. 
2. Is operating at full capacity manufacturing new models. 


Silent Sentry manufactures gas leak detectors that are sold to homeowners throughout the United 
States at $25 apiece. Each detector is equipped with a sensory cell that is guaranteed to last two full 
years before needing to be replaced. The company currently has 50,000 gas leak detectors in its 
inventory that contain sensory cells that had been purchased from a discount vendor. Silent Sentry 
engineers estimate that these sensory cells will last only 18 months before needing to be replaced. 
The company has incurred the following unit costs related to the 50,000 detectors: 


Directmatetials: «ceucicscideueantdhseiigdeeastaosobse beads taetaged dageas $10 
DIRECT NAD OK siete h cuztsccre acre: Soe Gap een adveectenne, anes Soe Cauce nee vsecreaics antom AaeCav ebane bevmian ane am aca noenets 2 
Variable:OV@tn@ad) scsi: sie oe Sees Ha ed ane deed x Wd er ane, SA das Ade ene dead 3 
FIXGGOVErNeadls ocean oie Ya eet aleie sie oe aka we Le eh ae eS ce mee 1 
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Silent Sentry is currently evaluating three options regarding the 50,000 detectors: 


1. Scrap the inferior sensory cell in each unit and replace it with a new one at a cost of $8 each. 
The units could then be sold at their full unit price of $25. 


2. Sell the units with the inferior sensory cells at a discounted unit price of $24. This option 
would also involve changing the packaging of each unit to inform the buyer that the estimated 
life of the sensory cell is 18 months. The estimated out-of-pocket cost associated with the 
packaging changes is $3 per unit. 

3. Sell each unit “as is” with its current packaging to a discount buyer in a foreign country. The 
buyer has offered to pay Silent Sentry a unit price of $22. 


Instructions 
a. Perform an incremental analysis of these options. Based on the analysis, which option should 
Silent Sentry choose? 


b. What nonfinancial concerns should the company take into consideration? 


Kelp Company produces three joint products from seaweed. At the split-off point, three basic prod- 
ucts emerge: Sea Tea, Sea Paste, and Sea Powder. Each of these products can either be sold at the 
split-off point or be processed further. If they are processed further, the resulting products can be 
sold as delicacies to health food stores. Cost and revenue information is as follows: 


Sales Value and Additional 
Costs If Processed Further 


Pounds’ Sales Value’ Final Sales Additional 


Product Produced _ at Split-Off Value Cost 

SeaTea ...........00-2 eee eee 9,000 $60,000 $ 90,000 $35,000 
Sea Paste ...................4.. 4,000 80,000 160,000 50,000 
Sea Powder.................5.. 2,000 70,000 85,000 14,000 


Instructions 
a. Which products should Kelp process beyond the split-off point? 


b. At what price per pound would it be advantageous for Kelp Company to sell Sea Paste at the 
split-off point rather than process it further? 


McKay Chemical Company is based in the town of Swampton. The company is Swampton’s “eco- 
nomic lifeblood,” generating annual income of $100 million and employing nearly 75 percent of its 
workforce. McKay produces many hazardous wastes as byproducts of its manufacturing processes. 
Proper disposal of these by-products in compliance with environmental regulations would cost 
McKay in excess of $10 million per year. Rather than comply, McKay has chosen for two decades 
to dump its hazardous wastes in a field at the outskirts of Swampton’s city limits. For doing so, 
it pays a fine of $100,000 per year. The following information also pertains to McKay Chemical 
Company and the town of Swampton: 


1. A reporter has threatened to expose McKay Chemical Company on a 60-minute, prime-time 
television news program. The story could result in a national boycott of the company’s prod- 
ucts and fines of up to $50 million. A boycott could reduce the company’s income by as much 
as $25 million per year. However, the reporter has agreed not to air the story if McKay pays 
her a consulting fee of $1 million per year. 


2. The townspeople are becoming increasingly concerned that the illegal dumping may eventu- 
ally pollute the groundwater and present a serious health hazard. However, most are equally 
concerned that if the company’s practices are exposed, Swampton and its inhabitants would 
face financial ruin. 


3. The judge who hands down the $100,000 fine each year is also a major shareholder of McKay 
Chemical Company and serves on its board of directors. The town board invests the annual 
fine in a scholarship fund available on the basis of need to children of McKay’s employees. 
Over the years, many of the scholarship recipients have gone on to become successful doctors, 
teachers, scientists, and other productive members of society. 


Problem Set B 943 


Assume that you have just been appointed as the new chief executive officer of McKay Chemi- 
cal. You have been presented with the facts described in this case, along with the following incre- 
mental analysis performed by an assistant: 


Pay the Risk 
Consulting Public Incremental 
Fee Exposure Analysis 
Consulting fee ............-.0000 0 eee $(1,000,000) $ 1,000,000 
Potential fines .................-000-. 0 $(50,000,000) (50,000,000) 
Reduction in current fines .............. 0 100,000 100,000 
Additional disposal costs ............... 0 (10,000,000) (10,000,000) 
Potential cost of boycott................ 0 (25,000,000) (25,000,000) 
Net cost of options .................. $(1,000,000) $(84,900,000)  $(83,900,000) 


Instructions 
a. Identify any shortcomings in the preceding incremental analysis. 


b. Draft a memorandum to the board of directors summarizing what you intend to do about this 
situation. 


Problem Set B 


101 PROBLEM 21.1B Swirl Incorporated designs and manufactures fashionable women’s clothing. For the coming year, the 
Evaluating a Special company has scheduled production of 50,000 silk skirts. Budgeted costs for this product are as follows: 


Order 
103 Unit Costs 
(50,000 units) Total 

Variable manufacturing costs .......... 0... c eee eee eee $40 $2,000,000 
Variable selling expenses .................0.0.0 000000. 15 750,000 
Fixed manufacturing costs ................0000 00-2 12 600,000 
Fixed operating expenses................ 000000000000) 10 500,000 

Total costs and expenses ..............000 00 e eee eee $77 $3,850,000 


through 
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The management of Swirl is considering a special order from Discount Fashions for an additional 
18,000 skirts. These skirts would carry the Discount Fashions label, rather than the Swirl label. In 
all other respects, they would be identical to the regular Swirl skirts. 

Although Swirl regularly sells its skirts to retail stores at a price of $180 each, Discount Fash- 
ions has offered to pay only $55 per skirt. However, because no sales commissions would be 
involved with this special order, Swirl will incur variable selling expenses of only $5 per unit on 
these sales, rather than the $15 it normally incurs. Accepting the order would cause no change in 
the company’s fixed manufacturing costs or fixed operating costs. Swirl has enough plant capacity 
to produce 70,000 skirts per year. 


Instructions 


a. Using incremental revenue and incremental costs, compute the expected effect of accepting 
this special order on Swirl’s operating income. 


b. Briefly discuss any other factors that you believe Swirl’s management should consider 
in deciding whether to accept the special order. Include nonfinancial as well as financial 
considerations. 


L101. PROBLEM 21.2B Matchless Corp. manufactures radios that it uses in several of its products. Management is con- 
Make or Buy Decision _ Sidering whether to continue manufacturing the radios or to buy them from an outside source. The 


pe following information is available: 


L04 1. The company needs 20,000 radios per year. The radios can be purchased from an outside sup- 
plier at a cost of $50 per unit. 
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2. The unit cost of manufacturing the radios is $85, computed as follows: 


Direct: materials’. 2.8625 640 ses babedee tae eu eOade sateen de shades ands $ 400,000 
Dine CtAD ORs gsc. 2 eis ied iv Stee ered doe Seed ates ak evade Aiea tua senuh ane lem 500,000 
Factory overhead: 
Wailea. 24.5, a8 o despane 2 hots ae eatespand. 2 et to ausyand XS eased wh ee eens Ale 350,000 
FiXGG i352 4e-iabh ccc Soar decent Ate Ra Chea ee ee bee ae 450,000 
Totalimanufacturing COSts 5658 ce edas cee ee eda Sa eae eee $1,700,000 
Cost per unit ($1,700,000 =~ 20,000 units) .................0.000000- $85 


3. Discontinuing the manufacture of radios will eliminate all the raw materials and direct labor 
costs but will eliminate only 80 percent of the variable factory overhead costs. 


4. If the radios are purchased from an outside source, machinery used in the production of radios 
will be sold at its book value. Accordingly, no gain or loss will be recognized. The sale of this 
machinery would also eliminate $5,000 in fixed costs associated with depreciation and taxes. 
No other reductions in fixed factory overhead will result from discontinuing the production of 
radios. 


Instructions 


a. Prepare a schedule in the format illustrated in Exhibit 21-6 of the text to determine the incre- 
mental cost or benefit of buying the radios from the outside supplier. On the basis of this 
schedule, would you recommend that the company manufacture the radios or buy them from 
the outside source? 


b. Assume that if the radios are purchased from the outside source, the factory space previ- 
ously used to produce radios can be used to manufacture an additional 8,000 timepieces per 
year. Timepieces have an estimated contribution margin of $15 per unit. The manufacture 
of the additional timepieces would have no effect on fixed factory overhead. Would this 
new assumption change your recommendation as to whether to make or buy the radios? In 
support of your conclusion, prepare a schedule showing the incremental cost or benefit of 
buying the radios from the outside source and using the factory space to produce additional 
timepieces. 


L01 PROBLEM 21.3B James Lighting manufactures switches that it uses in several of its products. Management is con- 
Make or Buy Decision __ sidering whether to continue manufacturing the switches or to buy them from an outside source. 


tsuae The following information is available: 


LO4 1. The company needs 100,000 switches per year. Switches can be purchased from an outside 
supplier at a cost of $4 per unit. 


2. The cost of manufacturing switches is $5 per unit, computed as follows: 


DirectumaterialS: 2.02: nrrcadsiatedengbvs Gac.cta Pennies sa.chaee aes ates $150,000 
DiréctlabOrs 2 ticctentn Ree baled daadieey Rib Od Oe Re OY Riba wd dale eS ahd 100,000 
Manufacturing overhead: 
WAM ADC es cce c.d Seay ean th aonaen Bete baled Ae seeag ae at eR ae aia seokday AOE. aOR abe i ond 200,000 
FIXGG dpe vekcachs eo a eecmhee di heh ora ath af amie Baas Ae & Sa eOeRSrkes alee Sharada ee das © 50,000 
Total manufacturing costs ...... 2.0... eee $500,000 
Cost per unit ($500,000 + 100,000 units).................0 2c e ee eee $5.00 


3. Discontinuing the manufacture of the switches will eliminate all of the direct materials and 
direct labor costs but will eliminate only 70 percent of the variable overhead costs. 


4. If the switches are purchased from an outside source, certain machinery used in the pro- 
duction process would no longer have to be leased. Accordingly, $19,000 of fixed overhead 
costs could be avoided. No other reduction will result from discontinuing production of the 
switches. 
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Instructions 


a. Prepare a schedule to determine the incremental cost or benefit of buying switches from the 
outside supplier. On the basis of this schedule, would you recommend that the company manu- 
facture the switches or buy them from the outside source? 


b. Assume that if switches are purchased from the outside source, the factory space previously 
used to produce switches can be used to manufacture an additional 10,000 dimmers per year. 
These dimmers have an estimated contribution margin of $14 per unit. The manufacture of 
the additional dimmers would have no effect on fixed overhead. Would this new assumption 
change your recommendation as to whether to make or buy switches? In support of your con- 
clusion, prepare a schedule showing the incremental cost or benefit of buying switches from 
the outside source and using the factory space to produce additional dimmers. 


Superior Instruments produces two models of instruments. Information for each model is as 
follows: 


Model A Model B 

Sales price per unit... 6.2.0... ee eee eee $300 $150 
Costs and expenses per unit: 

Direct materials... 04.202 bc eee eee eae eee ee ees $60 $50 

Direetlabor i& codiedes wenn Ped sg ee ad gee Bek ee ote a oon ae 40 20 
Manufacturing overhead (applied at the rate of $24 

per machine-hour, 1% of which is fixed and 

FANANADIC) cic ceded vale See Seok Wee eer wooed 72 24 
Variable selling expenses................. 000000000 62 25 

Total costs and expenses per unit.......... 0.0.0... ane 234 _119 

Profit per Unit so. cne ccc ceca crews eaw eden edteenae tae ed $ 66 $ 31 
Machine-hours required to produce one unit................ 3 a, | 


The demand for either product is sufficient to keep the plant operating at full capacity (15,000 
machine-hours per month). Assume that only one product is to be produced in the future. 


Instructions 
a. Prepare a schedule showing the contribution margin per machine-hour for each product. 
b. Explain your recommendation as to which of the two products should be discontinued. 


Bold Face manufactures TVs. The company’s high-definition TVs are very popular, but it has an 
inventory of 500 large-screen, standard-definition TVs for which there is little demand. Bold Face 
is considering the following options for disposing of these TVs: 


1. Sell them to a discount mail-order company at a total price of $40,000. The mail-order firm 
would then sell these large-screen, standard-definition TVs at a unit price of $200. 


2. Convert them to high-definition TVs at a remanufacturing cost of $400 per unit. These con- 
verted TVs then could be sold to TV stores for $1,000 each. 


The standard-definition TVs were manufactured at a cost of $300 per unit. The cost of manufactur- 
ing high-definition TVs of the same size, however, normally amounts to $410 per unit. 


Instructions 


a. Perform an incremental analysis of the revenue, costs, and profit resulting from converting 
the standard-definition TVs to high definition as compared with selling them to the mail- 
order firm. 


b. Identify any sunk costs, out-of-pocket costs, and possible opportunity costs. 


Indicate which of these options you would select and explain your reasoning, assuming that 
Bold Face currently: 


1. Has substantial excess capacity. 


2. Is operating at full capacity manufacturing high-definition TVs. 
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Fire Code manufactures smoke detectors that are sold to homeowners throughout the United States 
at $20 apiece. Each detector is equipped with a sensory cell that is guaranteed to last two full years 
before needing to be replaced. The company currently has 80,000 smoke detectors in its inventory, 
which contain sensory cells that had been purchased from a discount vendor. Fire Code engineers 
estimate that these sensory cells will last only 18 months before needing to be replaced. The com- 
pany has incurred the following unit costs related to the 80,000 detectors: 


Direct materials 2.0.0... cette tenet eens $8 
Direct labOt sc iaccc 2 oe Powastad oe 2 oS ta dco 2 eed es da doe d es Gaels 1 
Variablevoverhead) -<cc2ccn. bat cacawed tee bebe dawed Gos bated aus Oee bat sats 2 
Fixed OVermnGadl «2.00 2d etn aw He oR na Pe OR ena Se EE ae 1 

STROUD ts ictaccaec tac erste ach er ee ey me ne oe 0k yeas. eee 2s eye v mene Aaa se Ea $12 


Fire Code is currently evaluating three options regarding the 80,000 detectors: 


1. Scrap the inferior sensory cell in each unit and replace it with a new one at a cost of $6 each. 
The units could then be sold at their full unit price of $20. 


2. Sell the units with the inferior sensory cells at a discounted unit price of $18. This option 
would also involve changing the packaging of each unit to inform the buyer that the estimated 
life of the sensory cell is 18 months. The estimated out-of-pocket cost associated with the 
packaging changes is $2 per unit. 

3. Sell each unit “as is” with its current packaging to a discount buyer in a foreign country. The 
buyer has offered to pay Fire Code a unit price of $17. 


Instructions 
a. Perform an incremental analysis of these options. Based on your analysis, which option should 
Fire Code choose? 


b. What nonfinancial concerns should the company take into consideration? 


Vitamin Bits Co. produces three joint products from mint leaves. At the split-off point, three basic 
products emerge: B,, B,, and B,,. Each of these products can be either sold at the split-off point 
or processed further. If they are processed further, the resulting products can be sold to high-end 
health food stores. Cost and revenue information is as follows: 


Sales Value and Additional 
Costs If Processed Further 


Pounds Sales Value FinalSales Additional 


Produced _ at Split-Off Value Cost 
Be ct tticniet deinen: Choe sarees 10,000 $110,000 $200,000 $50,000 
Bi Sass eeiae dag de pee teas aseuied ches abe Ghee 5,000 100,000 180,000 60,000 
B 3,000 90,000 110,000 21,000 


Instructions 


a. Which products should Vitamin Bits process beyond the split-off point? 


b. At what price per pound would it be advantageous for Vitamin Bits to sell B, at the split-off 
point rather than process it further? 


Home Run Corporation produces three products for baseball enthusiasts: bats, gloves, and balls. 
Information relating to each product line is as follows: 


Bats Gloves. Balls 


SUING PHICE.s 2cccce se ee Reed pudiale Ge Re ede Se eee EES eA $48 $80 $12 
Diréct.materialS: 32.26 24.o)c240084 bac de nas add bade dowd whe 14 10 1 
Direct labor. . 25.6... ccc eee ee eee ee ee ea 8 24 4 


Variable overhead ...... 0.0... ee eee 1 1 1 


Critical Thinking Cases 947 


Home Run pays its direct labor workers an average of $8 per hour. At full capacity, 60,000 direct 
labor hours are available per year. The marketing department has just released the following sales 
estimates for the upcoming year: bats (60,000 units), gloves (20,000 units), and balls (100,000 
units). Based on these figures, demand for the current year is expected to exceed the company’s 
direct labor capacity. 


Instructions 


a. What products should Home Run produce to maximize its operating income? 


b. The company’s marketing manager believes that the production of the least profitable product 
is needed to “support” the demand for the most profitable products. How may this influence 
management’s decision regarding the company’s production schedule? 


Critical Thinking Cases 


104. CASE 21.1 We have made the point that managers often attempt to maximize the contribution margin per unit of 
Factors That Limit a particular resource that limits output capacity. The following are five familiar types of businesses: 
Capacity 1. Small medical or dental practice 

Restaurant 
Supermarket 


Builder of residential housing 


Go p= $9 pS 


Auto dealer’s service department 


Instructions 

With a group of students: 

a. For each type of business, identify the factor that you believe is most likely to limit potential 
output capacity. 

b. Suggest several ways (other than raising prices) the business can maximize the contribution 
margin per unit of this limiting resource. (Hint: These businesses often do implement the 
types of strategies you are likely to suggest. Thus, your solution to this case may explain basic 
characteristics of businesses that you personally have observed.) 


L01. CASE 21.2 McFriendly Software recently developed new spreadsheet software, Easy-Calc, which it intends 

Relevant Information to market by mail through ads in computer magazines. Just prior to introducing Easy-Calc, 

> eand Opportunity McFriendly receives an unexpected offer from Jupiter Computer to buy all rights to the software 
103. Costs for $10 million cash. 


Instructions 
LOS a. Is the $10 million offer “relevant” financial information? 


b. Describe McFriendly’s opportunity cost if it (1) accepts Jupiter’s offer and (2) turns down the 
offer and markets Easy-Calc itself. Would these opportunity costs be recorded in McFriend- 
ly’s accounting records? If so, explain the journal entry to record these costs. 


c. Briefly describe the extent to which the dollar amounts of the two opportunity costs described 
in part b are known to management at the time the decision is made to accept or reject Jupi- 
ter’s offer. 


d. Might there be any other opportunity costs to consider at the time of making this decision? If 
so, explain briefly. 


Los. =INTERNET Dow Corporation produces a wide variety of products ranging from raw chemicals that are used 
CASE 21.3 as inputs by other firms to final goods that are sold to consumers. Access Dow’s home page at the 


through following address: 


Lo5 8 www.dow.com 
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SEC Enforcement 
Fines 
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Instructions 


a. Choose two or three product areas to explore on the Web site. Based on your investigations, 
what types of incremental decisions are most likely to be made for each of the product areas? 


b. What do you think Dow’s limiting resources might be? 


In addition to profit considerations, what other qualitative factors might be considered in 
Dow’s incremental decision making? 


Internet sites are time and date sensitive. It is the purpose of these exercises to have you explore 
the Internet. You may need to use the Yahoo! search engine http://www.yahoo.com (or another 
favorite search engine) to find a company’s current Web address. 


Until recently, the SEC was reluctant to hit companies with big fines for wrongdoing because 
the penalties hurt shareholders whose stock prices had already been hammered by scandal. But 
the Sarbanes-Oxley Act now lets the SEC use the fine funds to repay stockholders. For example, 
accounting frauds cost WorldCom (now MCI Inc.) $750 million and Adelphia $715 million 
in fines. Recent pressure from Congress has encouraged the SEC to try to create some objective 
measures for fines so there can be continuity from case to case. The SEC has been trying to define 
which behaviors should get which punishments. 

The SEC wants a series of objective measures so there can be continuity from case to case. 
Many believe a good starting point is whether a company benefited from its wrongdoing, in which 
case fines would be higher. Commissioners also debated how much credit a company should get 
for cooperating with the SEC, in which case fines would be lower. Some individuals argue that any 
signposts will be better than today’s unmarked landscape. 


Instructions 

With a group of students identified by your instructor, write a one-page discussion that uses 
Exhibit 21-1 to identify how SEC policies have the potential to change managers’ decision 
processes. In particular, focus on decisions managers make when considering whether to com- 
mit fraud. Consider the relevant costs and earnings that managers might consider in making this 
type of decision. Use the ideas in this chapter that are related to what is relevant to a particular 
decision to help with your analysis. In the conclusion of your paper, state whether your group 
thinks objective measures for fines will change the decision processes of managers who are 
considering fraud. 


Answers to Self-Test Questions 


1. b 2. c[$15 + ($400,000 + 10,000 cards)] ah Gl 4. a Bp Gl 


The Gilster Company, a machine tooling firm, has several plants. One plant, located in St. Falls, 
Minnesota, uses a job order costing system for its batch production processes. The St. Falls 
plant has two departments through which most jobs pass. Plantwide overhead, which includes 
the plant manager’s salary, accounting personnel, cafeteria, and human resources, is budgeted 
at $200,000. During the past year, actual plantwide overhead was $190,000. Each depart- 
ment’s overhead consists primarily of depreciation and other machine-related expenses. 
Selected budgeted and actual data from the St. Falls plant for the past year are as follows: 


Department A Department B 


Budgeted department overhead 


(excludes plantwide overhead) ...........--.0-00. $100,000 $500,000 
Actual department overhead.....................0.. 110,000 520,000 
Expected activity: 

Direct labor hours: ...22s0ccashae eed aweatage ae Sans 50,000 10,000 

Machine-hours: .-..-c62 secoaa sie ed ede dada cues 10,000 50,000 
Actual activity: 

Direct labor hours. .i esis srirae bee eae ee 51,000 9,000 

Machine-hours' ..ccidccveea dade ced nue aeat bars «aes 10,500 52,000 


For the coming year, the accountants at St. Falls are in the process of helping the sales force 
create bids for several jobs. Projected data pertaining to job no. 110 are as follows: 


DirectimaterialS: :<..4.2ecc0sdtes dian bias adda ti dadeesand Ga eiae beeae aad $20,000 
Direct labor cost: 
Department A (2:000 It): sou scan ce deeded ea ule Pew da ge alle eee ale 30,000 
Department B (S00 AP) cscs ceed ieercea Rae et deat Rbaled dented an 6,000 
Machine-hours projected: 
DepantmentAvcc. < .2gecasahaneQedeeer nas cade Rawaiee saa RS 100 
Department Be... .eccc.e Aacaidipages sn aetna ne. a: Racmicindpancncecceane. 2: Hevaidenipaswn cacece saat Racmadimae ss 1,200 
UW MitS PrODU CO 35 oe. pct. Geter beara bande aneetprisnn Bole engatitodn de anetigneing sd lasersdae og de diteSeona 10,000 


Instructions 


(Round overhead rates and unit costs to 2 decimal places and round other cost calculations to the 
nearest dollar.) 


a. Assume the St. Falls plant uses a single plantwide overhead rate to assign all overhead (plant- 
wide and department) costs to jobs. Use expected direct labor hours to compute the overhead 
rate. Find the overhead rate and determine the projected amount of total manufacturing costs 
per unit for the units in job no. 110. 


b. Recalculate the projected manufacturing costs for job no. 110 using three separate rates: 
one rate for plantwide overhead and two separate department overhead rates, all based on 
machine-hours. 

c. The sales policy at St. Falls dictates that job bids be calculated by adding 30 percent to total 
manufacturing costs. What would be the bid for job no. 110 using (1) the overhead rate from 
part a and (2) the overhead rate from part b? Explain why the bids differ. Which of the over- 

head allocation methods would you recommend and why? 
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d. Using the allocation rates in part b, compute the under- or overapplied overhead for the 
St. Falls plant for the year. Explain the impact on net income of assigning the under- or over- 
applied overhead to cost of goods sold rather than prorating the amount between inventories 
and cost of goods sold. 


e. A St. Falls subcontractor has offered to produce the parts for job no. 110 for a price of $8 per 
unit. Assume the St. Falls sales force has already committed to the bid price based on the cal- 
culations in part b. Should St. Falls buy the $8 per unit part from the subcontractor or continue 
to make the parts for job no. 110 itself? 


f. Would your response to part e change if the St. Falls plant could use the facilities necessary to 
produce parts for job no. 110 for another job that could earn an incremental profit of $15,000? 


g. If the subcontractor mentioned in part e is located in Mexico, what additional international 
environmental issues, other than price, will Gilster and St. Falls management need to evaluate? 


h. If Gilster Company management decides to undertake a target costing approach to pricing its 
jobs, what types of changes will it need to make for such an approach to be successful? 


Responsibility 
Accounting and 
Transfer Pricing 
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Learning Objectives 


AFTER STUDYING THIS CHAPTER, YOU SHOULD BE ABLE TO: 
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LOS 


L04 


L05 


LOG 


Distinguish among cost centers, profit centers, and investment centers. 

Explain the need for responsibility center information and describe a responsibility accounting system. 
Prepare an income statement showing contribution margin and responsibility margin. 

Distinguish between traceable and common fixed costs. 


Explain the usefulness of contribution margin and responsibility margin in making short-term and 
long-term decisions. 


Describe three transfer pricing methods and explain when each is useful. 


COLUMBIA SPORTSWEAR COMPANY 


All people are held accountable for their actions throughout their lives. 
Companies hold their managers and businesses accountable for outcomes 
by using responsibility centers. For example, 

engages in the design, sourcing, marketing, and distribution of active outdoor 
apparel. ’s Web site identifies the following product lines on its 
investors relations page: 

e Outerwear—products designed to protect the wearer from inclement 
weather in everyday use in a variety of outdoor activities. 
Sportswear — durable, functional, value-priced, authentic, active outdoor 
apparel. 

Footwear—seasonal outdoor footwear for adults and youth in cold 
weather, hiking, trail, sandal, outdoor casual, and rugged comfort styles. 
Accessories—hats, caps, scarves, gloves, mittens, and headbands 
that complement the outerwear and sportswear lines. 
Equipment—technically advanced tents and sleeping systems for 
mountaineering, ultralight backpacking, and camping. 

Companies like often segment their businesses into responsibility 
centers by product line and hold those responsibility centers accountable by 


using accounting information. = 
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An organization’s employees need guidelines that determine their responsibilities for 
organizational resources. These guidelines are in the form of job descriptions, work rules, 
union agreements, and organizational hierarchies. By creating profit centers and business 
units, companies are designing an organizational hierarchy of responsibility centers that 
determines decision-making authority. Profit center managers are responsible for decisions 
to create short-run profits. Business unit managers have more significant responsibilities for 
strategic business decisions. 

Once the authority for decision making has been assigned, organizations must evaluate and 
reward decision outcomes. Giving profit-related, decision-making authority to profit center 
managers is typically linked with merit-based pay and performance reviews for those manag- 
ers. Performance evaluation mechanisms are necessary to make sure decision outcomes are 
consistent with an organization’s long-term strategic goals and objectives. 

In this chapter we identify common organizational responsibility structures and their related 
accounting implications for performance evaluation and rewards. We show how decision- 
making authority over organizational resources must be linked, through a responsibility 
accounting system, to performance evaluation and rewards. Understanding how businesses 
organize decision-making responsibility will help you clarify your own responsibilities 
within organizations you currently work for or will work for in the future. 


Responsibility Centers 


Most businesses are organized into a number of different subunits that perform different 
functions. For example, a manufacturing company typically has departments specializing 
in purchasing, production, sales, shipping, accounting, finance, and personnel. Production 
departments and sales departments often are further subdivided along different product lines 
or geographical areas. Organizing a business in this manner enables managers and employ- 
ees to specialize in specific types of business activity. This type of organization also helps to 
establish clear lines of management responsibility. 

Companies use many different names to describe their internal operating units, includ- 
ing divisions, departments, branches, product lines, and sales territories. In our discussion, 
we generally will use the term responsibility center to describe a subunit within a business 
organization. A designated manager is responsible for directing the activities of each such 
center. 

In most business organizations, large responsibility centers are further subdivided into 
smaller ones. Consider, for example, a retail store within a chain such as Sears or Walmart. 
Each store is a responsibility center under the control of a store manager. Each store is further 
divided into many separate sales departments, such as appliances, automotive products, and 
sporting goods. Each sales department also is a responsibility center, under the control of a 
department manager. These department managers report to, and are supervised by, the store 
manager. 


THE NEED FOR INFORMATION ABOUT RESPONSIBILITY 
CENTER PERFORMANCE 


An income statement measures the overall profit performance of a business entity. 
However, managers also need accounting information measuring the performance of each 
center within the business organization. This information assists managers in the follow- 
ing tasks: 


1. Planning and allocating resources. Management needs to know how well various sections 
of the business are performing to set future performance goals and to allocate resources to 
those responsibility centers offering the greatest profit potential. If one product line is more 


Responsibility Centers 955 


profitable than another, for example, the company’s overall profitability may increase by 
allocating more production capacity to the more profitable product. 


2. Controlling operations. One use of responsibility center data is to identify those portions 
of the business that are performing inefficiently or below expectations. When revenue lags, 
or costs become excessive, center information helps to focus management’s attention on 
those areas responsible for the poor performance. If a part of the business is unprofitable, 
perhaps it should be discontinued. 


3. Evaluating the performance of center managers. As each center is an area of management 
responsibility, the performance of the center provides one basis for evaluating the skills of 
the center manager. 


Thus, measuring the performance of each center in the business organization is an important 
function of any accounting system designed to meet the needs of management. 


COST CENTERS, PROFIT CENTERS, 
AND INVESTMENT CENTERS 


Business responsibility centers are usually classified as cost centers, profit centers, or invest- Learning Objective 


ment centers. To illustrate, assume that NuTech Electronics owns and manages a Mail-Order Distinguish among cost 


facility and several retail stores located throughout the greater Chicago area. Each store is centers, profit centers, L01 
and investment centers. 


equipped with its own sales area and repair facilities. 

On the following page, Exhibit 22—1 displays a responsibility hierarchy for NuTech show- 
ing how decision responsibility is delegated downward throughout an organization (see the 
black arrows). Although responsibility is delegated down in organizations, accounting infor- 
mation flows up through the organization from the smallest responsibility center up to top 
management and the board of directors (see the red arrows). 


Cost Centers A cost center is a business section that incurs costs (or 
expenses) but does not directly generate revenue.'! NuTech views its administra- 
tive departments—accounting, finance, data processing, and legal services—as 
cost centers. In addition, it also views maintenance and janitorial functions as 
cost centers. Each cost center provides services to other NuTech centers. The 
bottom of Exhibit 22-1 shows that the cost centers provide services to other 
responsibility centers. However, none of the cost centers sells goods or services 
directly to NuTech’s customers. 

The decision-making responsibility assigned to cost center managers 
includes decisions about input resources. For a janitorial cost center manager 
at NuTech, input-related decisions would include hiring of personnel, assign- 
ment of personnel, obtaining the right equipment, and monitoring the use of 
janitorial resources. However, the janitorial cost center manager would not try 
to sell the department’s services to other customers. Therefore, output-related 
decisions—such as pricing, type of service to offer, and choice of target 
markets—are not typically the responsibility of cost center managers. 

Cost centers are evaluated primarily on (1) their ability to control costs and 
(2) the quantity and the quality of the services that they provide. Because cost 
centers do not directly generate revenue, income statements are not prepared 
for them. However, accounting systems must accumulate separately the costs 
incurred by each cost center. 

In some cases, costs serve as an objective basis for evaluating the per- 
formance of a cost center. For example, NuTech’s janitorial service can be © Kent Knudson/PhotoLink/Getty Images/DAL 
evaluated primarily on the basis of its cost per square foot per day. 


' Cost centers sometimes generate insignificant amounts of revenue, but the direct generation of revenue is inci- 
dental to the basic purpose of the center. 
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Evaluating the performance of NuTech’s accounting department is more subjective. Here, 
management must compare the department’s costs with the “value” of services provided to 
the organization. Such services include meeting the financial and tax reporting requirements, 
as well as providing managers with information necessary to run the business. 


Exhibit 22-1 RESPONSIBILITY HIERARCHY AT NUTECH 


Accounting Janitorial 


Responsibility 
Flow: _ 


Accounting 
Flow: 


ee 


Profit Centers A profit center is a part of a business that generates both revenue and 
costs.* At NuTech, the retail stores are primary profit centers. Within the retail stores, the 
Sales and Repairs Departments are viewed as profit centers.? See Exhibit 22-1 for an illus- 
tration of NuTech’s profit centers. Examples of profit centers in other types of organizations 
might include product lines, sales territories, retail outlets, and specific sales departments 
within each retail outlet. 

In a profit center, managers have decision-making responsibility over both input- and output- 
related resources. They are responsible for using the center’s resources in the least costly 
method possible to generate the highest revenue for an ongoing business. At NuTech, the 
manager of the repairs department must compete for business with other repairs departments 


> In this chapter, we continue the convenient practice of using the term costs to describe both unexpired costs 
(such as finished goods inventory) and expired costs (such as the cost of goods sold). 

3 Repairs is considered a profit center in our example because it is assumed that NuTech customers are billed 
separately for repairs. 
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at other electronic-related facilities. The repairs manager may choose to expend resources 
on advertising the repair department’s services to local customers as a means of generating 
more revenue. However, profit center managers do not have authority or responsibility for 
major capital acquisitions. If the manager of the repairs department wanted new equipment, 
responsibility to make such a capital expenditure would belong to NuTech’s CEO or the 
Retail Division’s top manager. 

Profit centers are evaluated primarily on their profitability. Thus, NuTech prepares respon- 
sibility income statements that show separately the revenue and expenses of each profit center 
within the company. These results are compared with budgeted amounts, prior period perfor- 
mance, and, most important, the profitability of other profit centers. 

Assume, for example, each of the repair departments in NuTech’s retail stores is profitable. 
On a square-foot basis, however, the sales departments are far more profitable. In this case, 
management might consider closing some repair departments and using the space for additional 
sales facilities. (If repairs are closed, repair work could be provided by independent companies). 


INTERNATIONAL 


A revenue center is a business unit that focuses primarily on the accumulation of sales. A 
revenue center manager is evaluated on the generation of sales revenue and has respon- 
sibility for pricing and market choice decisions. Although there are some instances of 
revenue centers in the United States (primarily marketing departments), revenue centers 
are more frequent in other parts of the world. In particular, Japanese companies have 
historically had a strong strategic emphasis on gaining market share. Surveys show that 
Japanese companies are more likely to emphasize revenue growth by using return on 
sales as their primary performance measure. 


Investment Centers Some profit centers also qualify as investment centers. An 
investment center is a profit center for which management has been given decision-making 
responsibility for making significant capital investments related to the center’s business activi- 
ties. As shown in Exhibit 22-1, at NuTech, the Mail-Order and Retail Divisions are con- 
sidered investment centers as well as profit centers because the manager of each division is 
responsible for making profit and for related capital investment choices. Thus, the Retail and 
Mail-Order managers could make major investment-related decisions such as repaving the 
parking areas or purchasing new equipment. However, very large strategic capital investments 
usually are reserved for the board of directors. Deciding to build a new retail store or consid- 
ering a merger with another company are decisions reserved for collaboration between top 
management and the board. 

To evaluate the performance of an investment center, it is necessary to measure objectively 
the cost of assets used in the center’s operations. The performance of each investment center 
is evaluated using return on investment measurements. These return on investment perfor- 
mance measures are discussed in Chapter 25. 

Not all profit centers can be evaluated as investment centers. For example, if a profit center 
shares common facilities with other parts of the business, it may be difficult to determine the 
precise “‘amount of assets invested” in the profit center. Thus, while profit centers that share 
common facilities can be evaluated with respect to their profitability, they usually are not 
evaluated in terms of their return on investment. 

As previously mentioned, NuTech’s Retail Division has several profit centers—e.g., the 
Baker and 42nd Street Stores. The stores share many common costs, such as advertising, and 
mainframe computer support. The allocation of these shared assets to each profit center is 
typically highly arbitrary. Thus, we cannot objectively evaluate these segments as investment 
centers. Similarly, even though each store’s sales and repairs departments are separate profit 
centers, they are not considered investment centers because they also share many common 
costs, e.g., a parking lot or janitorial services. 
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Explain the need for 
Loz responsibility center 
information and describe a 
responsibility accounting 
system. 


Learning Objective 
Prepare an income 
Log Statement showing 
contribution margin and 
responsibility margin. 
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YOUR TURN You as a NuTech Manager 


You are the manager of the Mail-Order investment center at NuTech. You report directly 
to the CEO, and the Compensation Committee of the board evaluates your performance 
and decides on your raises and bonuses. The Compensation Committee has gathered 
performance information for each of the divisions, including ROA (return on assets). The 
committee plans to divide a bonus pool among the division managers based on these 
performance numbers. Given that the Mail-Order operation is only two years old and the 
other retail stores are, on average, 10 years old, how do you feel about the committee’s 
plan? What other information should the board consider? 


(See our comments on the Online Learning Center Web site.) 


Responsibility Accounting Systems 


An accounting system designed to measure the performance of each center within a business 
is referred to as a responsibility accounting system. Measuring performance along the lines 
of management responsibility is an important function. A responsibility accounting system 
holds individual managers accountable for the performance of the business centers under their 
control. In addition, such systems provide top management with information useful in identi- 
fying strengths and weaknesses among units throughout the organization. 

The successful operation of a responsibility accounting system requires three basic char- 
acteristics. First, budgets are prepared for each responsibility center. Budgets serve as perfor- 
mance targets for each subunit in an organization. Second, the accounting system measures 
the performance of each responsibility center. Third, timely performance reports are prepared 
that compare the actual performance of each center with the amounts budgeted. Frequent per- 
formance reports help center managers keep their performance “on target.” They also assist 
top management in evaluating the performance of each manager. 

In this chapter, we emphasize the second characteristic in the operation of a responsibil- 
ity accounting system—measuring the performance of each responsibility center. (The use of 
budgets and of performance reports is discussed in more depth in the following three chapters.) 


RESPONSIBILITY ACCOUNTING: AN ILLUSTRATION 


The key to a responsibility accounting system is the ability to measure separately the operat- 
ing results of each responsibility center within the organization. These results can then be 
summarized in a series of responsibility income statements. 

A responsibility income statement shows not only the operating results of a particular 
part of a business but also the revenue and expenses of each profit center within that part. 
Such income statements enable managers to review quickly the performance of the various 
profit centers under their control. 

To illustrate, consider NuTech Electronics’ two divisions: Retail and Mail-Order. As we have 
seen, the Retail Division consists of many retail stores; each retail store, in turn, has several profit 
centers. For illustration we will focus on two, a Sales Department and a Repairs Department. A 
partial diagram* of NuTech’s responsibility income statements for March appears in Exhibit 22-2. 

As you read down the NuTech illustration, you are looking at smaller and smaller parts of 
the company. The recording of revenue and costs must begin at the bottom of the illustration— 
that is, for the smallest areas of management responsibility. If income statements are to be pre- 
pared for each profit center in the 42nd Street store, for example, NuTech’s chart of accounts 
must be sufficiently detailed to measure separately the revenue and costs of these departments. 
The income statements for larger responsibility centers then may be prepared primarily by 


4 NuTech also prepares responsibility income statements showing the profit centers in the Mail-Order Division and 
in the Baker Street store and its other stores. To conserve space, these statements are not included in our illustration. 
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NUTECH ELECTRONICS RESPONSIBILITY 
ACCOUNTING STATEMENT FOR MARCH 


Investment Centers 


Mail- 

Entire Retail Order 
Company Division Division 
SOS oats yaaeaeu es cee eare race eres a an eaters Seeman reese $900,000 $500,000 $400,000 
Matiable:cOstStie vce. in ratusie ee ea ene st nier eee eal 400,000 240,000 160,000 
Contributionimarginuser sect etter ee eee rae $500,000 $260,000 $240,000 
Fixed costs traceable to divisions.................. 360,000 170,000 190,000 
Division responsibility margin.................-+4- $140,000 $ 90,000 $ 50,000 

Commeonntixedicostsmemmnnre tein inte ere 40,000 


@peratingiincome merrier ee 
Income tax expense................. 


$100,000 


N6tincomemaceter crn: cece har eure aren 
Profit Centers 
Retail 42nd Street Baker Street 
Division Store Store 

SoCs eee eo eee rene $500,000 $200,000 $300,000 
Variable: coStsinssrecaereeco aceon eceareseee 240,000 98,000 142,000 
Contributionimarginhersr nee eer $260,000 $102,000 $158,000 
Fixed costs traceable to stores......... 140,000 60,000 80,000 
Store responsibility margin............ $120,000 $ 42,000 $ 78,000 
CommonnixecdicOStSane renee 30,000 

Responsibility margin for division $ 90,000 


Profit Centers 


42nd Street Sales Repairs 
Store Department Department 

SAl@S ap penseovie ie een sus eenie as eamties $200,000 $180,000 $ 20,000 
Vanlable:costsmre sere ere eee 98,000 90,000 8,000 
Contributionimarg tiers eer eer $102,000 $ 90,000 $ 12,000 
Fixed costs traceable to departments 32,000 18,000 14,000 
Departmental responsibility margin $ 70,000 $ 72,000 $ (2,000) 
Commeonitixedicostsrerr errr 28,000 

Responsibility margin for store......... $ 42,000 


combining the amounts appearing in the income statements of the smaller subunits. Notice, 
for example, that the total monthly sales of the 42nd Street store ($200,000) are equal to the 
sum of the sales reported by the two profit centers within the store ($180,000 and $20,000). 


ASSIGNING REVENUE AND COSTS 


TO RESPONSIBILITY CENTERS 


In responsibility income statements, revenue is assigned first to the profit center responsible for 
earning that revenue. Assigning revenue to the proper department is relatively easy. Automated 


cash registers, for example, classify sales revenue by the department of origin. 
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Exhibit 22-2 


MONTHLY 
RESPONSIBILITY INCOME 
STATEMENTS 


Divisions designated as 
investment centers 


Stores designated as 
profit centers 


Departments designated 
as profit centers 
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In assigning costs to parts of a business, two concepts generally are applied: 


1. Costs are classified into the categories of variable costs and fixed costs.* When costs are 
classified in this manner, a subtotal may be developed in the income statement show- 
ing the contribution margin of the business center. Arranging an income statement in 
this manner is termed the contribution margin approach and is widely used in preparing 
reports for use by managers. 

2. Each center is charged with only those costs that are “directly traceable” to that center. A 
cost is directly traceable to a particular center if that center is solely responsible for the cost 
being incurred. Thus, traceable costs should disappear if the center is discontinued. 


The question of whether a cost is traceable to a particular center is not always clear-cut. In 
assigning costs to centers, accountants must often exercise professional judgment. 


YOUR TURN You as a Department Manager 


Assume that the Mail-Order Division of NuTech consists of two departments, Sales and 
Packaging. Also, assume that you are the manager of the Sales Department. To meet the 
profit goals and expectations of your division head, you have been promising customers 
that their orders will be expedited. The manager of the Packaging Department came to 
your office and was very angry. She said that expedited orders are causing her budget 
overruns because of labor overtime and special packaging requirements. She said that 
the Packaging Department would no longer be able to guarantee expedited sales orders. 
She also suggested that it was unethical for you to meet your budgeted goals by caus- 
ing the Packaging Department to be unable to meet its budgeted goals. How would you 
respond? 


(See our comments on the Online Learning Center Web site.) 


In the following discussion, we examine the various elements of NuTech’s performance 
reports that are shown in Exhibit 22—2 using the contribution margin approach. 


VARIABLE COSTS 


In responsibility income statements, variable costs are those costs that change in approximate 
proportion to changes in the center’s sales volume. For NuTech, variable costs include the 
cost of goods sold, sales commissions paid to salespeople for each system they sell, parts 
and labor costs incurred by each store’s Repairs Department, and numerous other operating 
expenses that vary with sales volume. 

Because variable costs are related to specific revenue dollars, they are usually traced 
directly to the profit center responsible for generating that revenue. For instance, the cost 
of a home stereo system sold at NuTech’s 42nd Street store is directly traceable to the Sales 
Department of that store. In a similar fashion, parts and labor costs incurred in repairs are 
directly traceable to the Repairs Department. If a particular profit center were eliminated, all 
of its variable costs normally would disappear. 


CONTRIBUTION MARGIN 


Contribution margin (revenue minus variable costs) is an important tool for cost-volume- 
profit analysis. For example, the effect of a change in sales volume on operating income may 
be estimated by either (1) multiplying the change in unit sales by the contribution margin per 
unit or (2) multiplying the dollar change in sales volume by the contribution margin ratio. 


> In Chapter 20, we discussed techniques such as the “high-low method” for separating semivariable costs into 
their variable and fixed elements. 


Responsibility Accounting Systems 


(To assist in this type of analysis, responsibility income statements often include percentages 
as well as dollar amounts. A monthly responsibility income statement for NuTech with 
percentage columns is illustrated later in this chapter.) 

Contribution margin expresses the relationship between revenue and variable costs but ignores 
fixed costs. Thus, contribution margin is primarily a short-run planning tool. It is useful in 
decisions relating to price changes, short-run promotional campaigns, or changes in the level of 
output that will not significantly affect fixed costs. As we discussed in Chapter 21, for longer- 
term decisions, such as whether to build a new plant or close a particular profit center, managers 
must consider fixed costs as well as contribution margin. 


FIXED COSTS 


For a business to be profitable, total contribution margin must exceed total fixed costs. How- 
ever, many fixed costs cannot be easily traced to specific parts of a business. Thus, a distinc- 
tion is often drawn in responsibility income statements between traceable fixed costs and 
common fixed costs. 


TRACEABLE FIXED COSTS 


Traceable fixed costs are those that are easily traced to a specific business center. In short, 
traceable fixed costs arise because of a center’s existence and could be eliminated if the 
related center were closed. Examples of traceable fixed costs include salaries of the center’s 
employees and depreciation of buildings and equipment used exclusively by that center. 

In determining the extent to which a specific center adds to the profitability of the busi- 
ness, traceable fixed costs are typically subtracted from the contribution margin. In a respon- 
sibility income statement, the contribution margin less traceable fixed costs is termed the 
responsibility margin. 


COMMON FIXED COSTS 


Common fixed costs (or indirect fixed costs) jointly benefit several 
parts of the business. The level of these fixed costs usually would not 
change significantly even if one of the centers deriving benefits from 
these costs were discontinued. 

Consider, for example, a large department store, such as a Macy’s 
or a Nordstrom. Every department in the store derives some ben- 
efit from the store building. However, such costs as depreciation and 
property taxes on the store will continue at current levels even if one 
or more of the departments within the store are discontinued. Thus, 
from the viewpoint of the centers within the store, depreciation on the 
building is a common fixed cost. 

Common fixed costs cannot be assigned to specific subunits except 
by arbitrary means, such as in proportion to relative sales volume or © AP Photo/Rich Kareckas 
square feet of space occupied. In an attempt to measure the “overall 
profitability” of each profit center, some businesses allocate common fixed costs to subunits 
along with traceable costs. A common approach, however, is to charge each profit center only 
with those costs directly traceable to that part of the business. In this text, we follow this latter 
approach. 


Common Fixed Costs Include Costs Traceable to Service Departments 
In a responsibility income statement, the category of traceable fixed costs usually includes 
only those fixed costs traceable to profit centers. Costs traceable to service departments, such 
as the accounting department, benefit many parts of the business. Thus, the costs of operat- 
ing service departments are classified in a responsibility income statement as common fixed 
costs. For example, in Exhibit 22-3 on the following page the $28,000 in common fixed costs 
shown in the income statement of NuTech’s 42nd Street store includes the monthly costs 
of operating the store’s accounting, security, and maintenance departments, as well as other 
storewide costs such as depreciation, utilities expense, and the store manager’s salary. 
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Exhibit 22-3 


EMPHASIZING FIXED 
COSTS IN MONTHLY 
RESPONSIBILITY 
REPORTS 


xs Stores are designated as 
profit centers 


‘xs Departments are designated 
as profit centers 


Learning Objective 
Explain the usefulness of 
L095 contribution margin and 
responsibility margin in 
making short-term and 
long-term decisions. 
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NUTECH MARCH RESPONSIBILITY REPORT 


Profit Centers 
Retail 42nd Street Baker Street 


Division Store Store 

SAl@S soiree caret ae aera cnn pen $500,000 $200,000 $300,000 
VanlablercOSiss aa. sn accose tie. orcrtenente asian eoste 240,000 98,000 142,000 
(Comm#swiitom MENG 2sccccuudeunscuvasususa $260,000 $102,000 $158,000 
Fixed costs traceable to stores............... 140,000 —» 60,000 80,000 
Store responsibility margin.................. $120,000 $ 42,000 $ 78,000 
(COMMON 1Gel CONS, cccncsnnepoecnnnauenns 30,000 

Responsibility margin for division............. $ 90,000 


Profit Centers 


42nd Street Sales Repairs 
Store Department Department 

SalOSierie cence ocean eer $200,000 $180,000 $ 20,000 
VanlableccostSaninasueayadiepasusranssaeaveee 98,000 90,000 8,000 
ContribuUtionimardiniaeseee tener $102,000 $ 90,000 $ 12,000 
Fixed costs traceable to departments ...... 32,000 — 18,000 14,000 
Departmental responsibility margin........ $ 70,000 $ 72,000 $ (2,000) 
Gommonifixedicosise. ses eee 28,000 — 

Responsibility margin for store............ $ 42,000 


Most service departments are evaluated as cost centers. Therefore, the responsibility 
accounting system should accumulate separately the costs traceable to each service department. 


Common Fixed Costs Are Traceable to LargerResponsibility Centers All 
costs are traceable to some level of the organization. To illustrate this concept, a portion of the 
March responsibility accounting system of NuTech Electronics is repeated in Exhibit 22—3, with 
emphasis on the monthly fixed costs in the 42nd Street store. 

We have made the point that certain storewide costs, such as the operation of the main- 
tenance department and the store manager’s salary, are not traceable to the specific profit 
centers within the store. These costs are, however, easily traceable to the 42nd Street store. 
Therefore, whether these costs are classified as traceable or “common” depends on whether 
we define the centers as stores or as departments within the stores. 

As we move up a responsibility reporting system to broader and broader areas of responsi- 
bility, common costs at the lower levels of management responsibility become traceable costs 
as they fall under the control of the managers of larger responsibility centers. The fact that 
common costs become traceable at higher responsibility center levels is emphasized by using 
red in Exhibit 22-3. 


RESPONSIBILITY MARGIN 


We have mentioned that contribution margin provides an excellent tool for evaluating the 
effects of short-run decisions on profitability. Such decisions typically do not involve changes 
in a company’s fixed costs. Unlike short-run decisions, long-run decisions often have fixed 
cost implications. Thus, responsibility margin is considered a more useful /onger-run mea- 
sure of profitability than contribution margin because it takes into consideration changes in 
fixed costs traceable to a particular business center. Examples of such long-run decisions 
include whether to expand current capacity, add a new profit center, or eliminate a profit 
center that is performing poorly. 


Responsibility Accounting Systems 


To illustrate how the responsibility margin of a profit center can be used to measure perfor- 
mance, we will examine NuTech’s Retail and Mail-Order divisions. The company’s monthly 
income statement for these two divisions is shown in Exhibit 22-4. (The format is identical to 
that shown in Exhibit 22—2, except for the inclusion of component percentages which accom- 
pany the dollar amounts.) 


Exhibit 22-4 CONTRIBUTION MARGIN RESPONSIBILITY REPORTS 


Business Center 
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Mail- 
Entire Retail Order 
Company Division Division 
Dollars % Dollars % Dollars % 
Salese eau cok ee are eae rae oe ener En es $900,000 100.0% $500,000 100.0% $400,000 100.0% 
Narlable;COStsitiiece cis eenna tees ene cerceuc teenies toscencenacuee? 400,000 44.4 240,000 48.0 160,000 40.0 
Contributionimangintaemmter specs ee ree $500,000 55.6% $260,000 52.0% $240,000 60.0% 
Fixed costs traceable 
LOZGIVISIONSHSeere nis e rer ener eer es eee Ne emcee 360,000 40.0 170,000 34.0 190,000 47.5 
BIvISIOMKESHONSIDIITVAMAnG Ieee resent tet te teeter $140,000 15.6%  $ 90,000 18.0% $50,000 12.5% 
CommonhixedicOstSem ee ane ee ee eee 40,000 _ 4a 
@©peratingrincOMe smesere qe owes. werner ene: $100,000 11196" 
incomeitaxiexpensein.< ce ce0 sear stems we eee 35,000 3.9 
NEUTINCCIIE ceed oe Recerca dhe OM be eee n Ae $ 65,000 7.2% 


*Small errors may appear in adding or subtracting percentage amounts due to rounding. 


Which of NuTech’s two divisions is most profitable? The answer depends on whether you 
are making short-run decisions, in which fixed costs do not change, or long-run decisions, in 
which changes to fixed costs become important factors. 

First, let us consider a short-run decision. Assume that NuTech’s management has recently 
budgeted $5,000 for a radio advertising campaign. However, it is not certain whether to use 
the $5,000 to promote its Retail Division or its Mail-Order Division. 

Assume that management believes that the $5,000 in radio advertising will result in 
approximately $20,000 in additional sales for whichever division is advertised. In this case, 
management should spend its advertising dollars promoting the Mail-Order Division, because 
this division has the higher contribution margin ratio. An additional $20,000 in mail-order 
sales generates $12,000 in contribution margin ($20,000 X 60%), whereas $20,000 in retail 
sales generates a contribution margin of only $10,400 ($20,000 xX 52%).° 

Now let us take a longer-run view. Assume that NuTech has decided to downsize and 
continue operating only one of its divisions. Given that current revenue and cost relationships 
are expected to remain relatively stable over time, which division would you recommend that 
NuTech continue to operate? The answer is the Retail Division. 

After considering fixed costs, we see in Exhibit 22-4 that the Retail Division contrib- 
utes $90,000 to NuTech’s net income, but the Mail-Order Division contributes only $50,000. 
Stated another way, if the Mail-Order Division is discontinued, all of the revenue, variable 
costs, and traceable fixed costs relating to it should disappear. In short, the company would 
lose the $50,000 monthly responsibility margin now produced by this division. This, of 
course, is preferable to losing the $90,000 monthly margin currently provided by the Retail 
Division. 


® Notice that the additional contribution margin generated in either division is expected to exceed the cost 
of the advertising. This suggests that management should aggressively advertise both of NuTech’s divisions. 
Creative decision making should not “come to an end” with the identification of the best of the proposed 
alternatives. 
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Exhibit 22-5 


RESPONSIBILITY INCOME 
STATEMENT FOR 42ND 
STREET STORE 
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In summary, when making short-run decisions that do not affect fixed costs, manag- 
ers should attempt to generate the greatest contribution margin for the additional costs 
incurred. This usually means emphasizing those centers with the highest contribution mar- 
gin ratios. When making long-run decisions, however, managers must consider fixed cost 
implications. This requires a shift in focus to responsibility margins and responsibility 
margin ratios. 


WHEN IS A RESPONSIBILITY CENTER “UNPROFITABLE”? 


In deciding whether a specific profit center is “unprofitable,” numerous factors must be con- 
sidered. Responsibility margin, however, is a good starting point. As we’ve seen, this margin 
indicates the extent to which a profit center earns an adequate contribution margin to cover its 
traceable fixed costs. 

To illustrate, consider the monthly responsibility income statement prepared for NuTech’s 
42nd Street store and shown in Exhibit 22-5. 


Profit Centers 


42nd Street Sales Repairs 
Store Department Department 

Sales aoe a caavie sueacorer eet teins eatieetior: $200,000 $180,000 $ 20,000 
Variable:costsiici-aa sinc cose th eee ee ee 98,000 90,000 8,000 
Contribution Marg ineeeee et eae eee $102,000 $ 90,000 $ 12,000 
Fixed costs traceable to departments ........ 32,000 18,000 14,000 
Departmental responsibility margin.......... $ 70,000 $ 72,000 $ (2,000) 
CommoniixedicosiSmeerr rien ten etre: 28,000 

Responsibility margin for store ............. $ 42,000 


According to these data, discontinuing the Repairs Department would eliminate $20,000 in 
revenue and $22,000 in costs ($8,000 in variable costs and $14,000 in traceable fixed costs). 
Thus, closing this department might well increase the profitability of the store by $2,000—its 
negative margin. 

However, as we learned in Chapter 21, NuTech’s management should take into consider- 
ation many other factors. For example, is the Repairs Department consistently unprofitable, 
or was this an unusual month? Does the existence of the Repairs Department contribute to the 
store’s ability to sell merchandise? What alternative use could be made of the space now used 
by the Repairs Department? Thus, even though the Repairs Department is unprofitable, there 
may be other factors to consider before deciding that this department should be closed. 


EVALUATING RESPONSIBILITY CENTER MANAGERS 


Some fixed costs traceable to a center are simply beyond the manager’s immediate control. If 
a center is saddled with high costs that are beyond the manager’s control, the center’s reported 
performance may not be indicative of its manager’s individual performance. This can be an 
extremely sensitive issue, especially when a manager’s compensation or bonus is affected. 

To illustrate, assume that NuTech’s 42nd Street store has been open since 1956, whereas its 
Baker Street store has been in operation for only three years. Consequently, the depreciation and 
property taxes applicable to the Baker Street store far exceed those incurred at the 42nd Street 
store. If the bonus paid to the manager of the Baker Street store is based solely on the store’s 
responsibility margin, this manager will be unjustly penalized for serving at the newer location. 

In response to this type of problem, some companies subdivide traceable fixed costs as 
controllable fixed costs or committed fixed costs. Controllable fixed costs are those under the 
manager’s immediate control, such as salaries and advertising. Committed fixed costs are 
those that the manager cannot readily change, such as depreciation and property taxes. In the 
responsibility income statement, controllable fixed costs can be deducted from the contribu- 
tion margin to arrive at a subtotal called performance margin. Committed fixed costs then 
can be deducted from the performance margin to determine the responsibility margin. 


Responsibility Accounting Systems 


Subdividing traceable costs in this manner draws a distinction between the performance of 
a center manager and the profitability of a center as a long-term investment. The performance 
margin includes only the revenue and costs under the manager’s direct control, making it 
useful in evaluating the manager’s ability to control costs. The responsibility margin, how- 
ever, is used for measuring and evaluating the long-term profitability of the center viewed as 
a whole. 


ARGUMENTS AGAINST ALLOCATING COMMON 
FIXED COSTS TO BUSINESS CENTERS 


We have mentioned that some companies follow a policy of allocating common fixed costs 
among the business centers benefiting from those costs. The bases used for allocating com- 
mon costs are necessarily arbitrary, such as relative sales volume or square feet of floor space 
occupied by the center. In a responsibility income statement, responsibility margin less com- 
mon fixed costs is called “operating income.” 

We do not recommend this practice, for several reasons: 


1. Common fixed costs often would not change even if a business center were eliminated. 
Therefore, an allocation of these costs only distorts the amount contributed by each center 
to the income of the company. 

To illustrate this point, assume that $10,000 in common costs are allocated to a cen- 
ter that has a responsibility margin of only $4,000. Also assume that total common costs 
would not change even if the center were eliminated. The allocation of common costs 
makes the center appear to be unprofitable, showing an operating loss of $6,000 ($4,000 
responsibility margin less $10,000 in allocated common fixed costs). However, closing 
the center would actually reduce the company’s income by $4,000, as the center’s $4,000 
margin would be lost, but common fixed costs would not change. 


2. Common fixed costs are not under the direct control of the center’s managers. There- 
fore, allocating these costs to the center does not assist in evaluating the performance of 
managers. 


3. Allocation of common fixed costs may imply changes in profitability that are unrelated 
to the center’s performance. To illustrate this point, assume that $50,000 in monthly 
common fixed costs are allocated equally to each of five profit centers. Thus, each profit 
center is charged with $/0,000 of these costs. Now assume that one of the profit centers 
is discontinued but that the monthly level of common fixed costs does not change. Each 
of the four remaining profit centers will now be charged with $12,500 in common fixed 
costs ($50,000 + 4). As a result, the continuing profit centers are made to appear less 
profitable because of an event (closure of the fifth profit center) that is unrelated to their 
activities. 


TRANSFER PRICES 


All of NuTech’s profit centers sell products or services to customers outside of the organiza- 
tion. In addition many responsibility centers supply some of their output to other parts of the 
business. 

When products (either goods or services) are transferred from one department to another, 
transfer prices play an important role in the evaluation of departmental performance. A trans- 
fer price is the dollar amount used in recording this interdepartmental transfer. 

Exhibit 22-6, on the following page, illustrates a transfer of goods between the Retail and 
Mail-Order Divisions of NuTech. If a product requested from a mail-order customer is not in 
stock in the warehouse, a transfer of that product from a retail store can be requested. Retail 
stores, as profit centers, will want to transfer the product to mail-order at the market price that 
could be obtained from a retail customer. Because retail market prices tend to be higher than 
mail-order prices, the mail-order manager will want to negotiate a lower price. Alternatively, 
NuTech’s upper management may simply declare an appropriate transfer price based on the 
cost of the product plus some appropriate markup. Exhibit 22-6 shows the three types of 
transfer prices we will discuss in this section. 
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Learning Objective 


Describe three transfer 
pricing methods and 
explain when each is 
useful. 


LOG 
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Exhibit 22-6 TRANSFER PRICING AT NUTECH 


Retail Division 


Exhibit 22-7 


PRODUCT PROFIT 
FOR THE FIRM 


NuTech Incorporated Customer 
Transferred Goods Mail-Order Division 


Cost for 
mail order 


Transfer Prices for Profit Centers Profit centers normally sell their output to 
organizations outside of the firm. But some profit centers also provide a portion of their out- 
put to other business units within the business organization. 

If cost were used as a transfer price, the profit center would be using some of its resources 
in a manner that produces no profit. Supplying more product to internal parts of the business 
at cost, rather than to outside customers at a profit, would reduce the department’s contribu- 
tion margin, responsibility margin, and other measures of departmental performance. 

On the other hand, the department receiving the transferred goods at cost would be getting 
a bargain. Presumably, this transferred cost would be well below external market prices, mak- 
ing that department look unusually profitable. In short, using cost as a transfer price would 
shift margin from the department that originated the product to the departments that eventu- 
ally sell that product to outside customers. 

For this reason, many companies now use market value as the transfer price of products 
produced in profit centers. In this way, the departmental profit winds up in the profit center 
that originated the product, rather than in the center to which the product is transferred. 


Transfer Prices When Market Prices Don’t Exist Unfortunately, well-defined 
markets for transferred products do not always exist. When market prices do not exist for the 
good or service being transferred, companies use other types of transfer prices. We discuss 
two types of transfer prices, a negotiated transfer price and a cost-plus transfer price. 

Many companies ask their division managers to negotiate an acceptable transfer price, 
generally referred to as a negotiated transfer price. During the negotiation process, the sup- 
plying and buying divisions agree on a transfer price. That negotiated transfer price allocates 
the profits associated with the transferred product between the two divisions. 

As an example, assume Division A supplies a component that Division B includes in an 
assembled finished product sold by B. The total per-unit cost of creating the component in 
Division A is $42.00. Division B adds other components to the product transferred by A and 
builds them into the finished product that sells for $150.00. Assume the costs added by Divi- 
sion B equal $78.00 per unit. Profit on the finished product is shown in Exhibit 22-7. 


Assembled Finished Product Sold by Division B 


Outside:ofitinm:Salest price tata. css syne wes et en cass See $150.00 
Less: 
Costs iMIDIVISIONVAG marten orer sce aet ree ieerrenoe densi nee errant ie een 42.00 
GCostsiniDivisioni Bimmer rica rere nee reece eeuteey eae tmea ened 78.00 


le{cele l(c] foc) Meee som G ata eens Hour oes oe ee eres aoe $ 30.00 
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Divisions A and B divide the $30 total profits for the finished product by agreeing 
on a transfer price. For example, if they agree on a negotiated transfer price of $53, then 
the profits for Division A will be $11 ($53 — $42) and the profits for Division B will 
be $19 [$150 — ($53 + $78)]. As shown in Exhibit 22-8 under the Negotiated columns, 
with this profit allocation, Division A’s return on sales is 20.75 percent on each sales dol- 
lar ($11/$53) and Division B’s is 12.67 percent on each sales dollar ($19/$150). The red 
arrows in Exhibit 22—8 show that the transfer price is a revenue for Division A and a cost 
for Division B. 

A second approach to determining a transfer price when no market price exists is to 
add a predetermined markup to the total cost of the product transferred. This second type 
of transfer price is called a cost-plus transfer price. For example, some companies may 
want responsibility managers to transfer products internally, but they may not want to use 
negotiation. By requiring a 15 percent or 20 percent markup over cost, companies automati- 
cally allocate some profit to the supplying division. As shown in Exhibit 22—8 under the 
Cost-plus columns, with a 20 percent markup, Division A would transfer the component to 
Division B at $50.40 = $42 + (.2 X $42). Profits for Division A would be $8.40 and prof- 
its for Division B would be $21.60 = ($30 — $8.40). With this allocation, Division A earns 
16.7 percent profit on each sales dollar ($8.40/$50.40) and Division B earns 14.4 percent 
of profit on each sales dollar ($21.60/$150). As shown in the final column of Exhibit 22-8, 
transfer prices are eliminated when companies compute total firm profits to eliminate dou- 
ble counting. 


Two Types of Transfer Prices When No Market Price Exists 


Division A Division B 


Negotiated Cost-plus Negotiated Cost-plus_ _‘ Total Firm 


Revenues: 
Division A $53.00 <— $50.40 <— _ _ — 
Division B — — $150.00 $150.00 $150.00 
Component costs 42.00 42.00 — — 42.00 
Costs from A _ > 53.00 '_> 50.40 
Other costs _ 78.00 78.00 78.00 
Gross profits $11.00 $ 8.40 $ 19.00 $ 21.60 $ 30.00 
Return on sales 20.75% 16.67% 12.67% 14.4% 20% 


Exhibit 22-8 suggests that the manager of Division A would prefer the negotiated transfer 
price and the manager of Division B would prefer the cost-plus transfer price. Because the 
transfer price allocates profits between the two divisions and because significant portions of 
these managers’ evaluations are based on their division profits, determining a fair transfer 
price can be very controversial. Frequently, central administration must step in and provide 
guidance to resolve transfer pricing issues. 


Transfer Prices for Multinational Companies Setting appropriate transfer 
prices becomes much more complicated if parts of a business are located in different coun- 
tries. If goods are shipped across international borders, the transfer price may be affected by 
taxes, duties and tariffs, and international trade agreements. In addition, the market value of 
the goods may be quite different in the country in which they are manufactured and in the 
country to which they are shipped. 

Intercompany transfer price entries are eliminated when companywide financial state- 
ments are constructed. Transfer prices are not revenue for a firm and they do not mean addi- 
tional cost to the firm. However, international transfer prices between a firm’s subsidiaries 
in two countries with different tax rates can have cash flow implications for the overall firm. 
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Exhibit 22-8 


TRANSFER PRICE IMPACT 
ON DIVISION PROFITS 


Transfer prices are 
eliminated when computing 
total firm profits. 
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Exhibit 22-9 


COMMON NONFINANCIAL 
PERFORMANCE 
MEASURES 
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As a simple example, consider ABC Company where Division A transfers a compo- 
nent to Division B. B uses the component to make widgets that sell to the public for $10. 
The production costs are $3 in Division A and $4 in Division B. Thus, the profit per widget 
is $3 [$10 — ($3 + $4)]. If the transfer price between A and B is set at $4.50, then the $3 
profit per widget is divided equally ($1.50 each) between the two divisions. This transfer 
price has no cash flow effects if the divisions are subject to the same tax and tariff struc- 
tures. However, if Division B is located in a high-tax country (50 percent) and Division A is 
located in a low-tax country (10 percent), then ABC will experience cash flow tax effects. 
The $4.50 transfer price will cause Division B to record taxable profits of $1.50 per unit 
and be taxed at a rate of 50 percent, or $0.75 per unit. Profits for Division A will be taxed 
at 10 percent, or $0.15 per unit. ABC Company could save taxes, lower costs, and increase 
cash flows by using a $6 transfer price where all profits are allocated to Division A and the 
low-tax country. 

This simple example illustrates the potential tax effects of international transfers. The 
actual laws and regulations governing international transfer pricing are complex and vary 
from country to country. 


Some Concluding Comments on Transfer Prices Transfer prices usually are 
not paid in cash; neither are they considered incremental revenue or costs to the company. 
They are only entries made in the accounting records to record the “flow” of goods and ser- 
vices among departments within the business.’ 

In essence, the transfer price may be viewed as revenue earned by the segment supplying 
the products and as a cost (or expense) to the segments receiving them. As these departmental 
revenue and cost amounts are equal, transfer prices have no direct effect on the company’s 
overall pre-tax operating income. 


NONFINANCIAL OBJECTIVES AND INFORMATION 


Thus far, we have emphasized measuring only the financial performance of responsibil- 
ity centers within a business organization. In addition to financial criteria, many firms 
specify nonfinancial objectives that they consider important to their basic goals. A 
responsibility accounting system can be designed to gather both financial and nonfinancial 
information about each of its centers. Shown in Exhibit 22-9 are some common non- 
financial measures that managers often evaluate. These concepts are discussed more fully 
in Chapter 25. 


Nonfinancial Performance Measures 


Product Quality Personnel 
Number of defective parts Number of sick days taken 
Number of customer returns Employee turnover 
Number of customer complaints Number of grievances filed 

Marketing Efficiency and Capacity 
Number of new customers Cycle time (manufacturing businesses) 
Number of sales calls initiated Occupancy rates (hotels and motels) 
Market share Passenger miles flown (airline industry) 
Number of product stockouts Patient-days (hospitals) 


Transactions processed (banking) 


7 Tf the transfer of products is between subsidiary corporations, the transfer prices may, in fact, be paid in cash. 


Responsibility Center Reporting in Financial Statements 


Ethics, Fraud & Corporate Governance 


As discussed in this chapter, nonfinancial objectives are 
important to many companies in evaluating their performance. 
For example, many retailers closely monitor sales per 
square foot and same store sales. Investors and creditors are 
interested in nonfinancial performance measures as well, 
and companies often disclose key nonfinancial performance 
measures in press releases, interactions with stock analysts, 
and financial reports filed with the Securities and Exchange 
Commission (SEC). 

In fact, some companies believe that their performance 
is best portrayed by excluding certain GAAP items from 
the computation of income. For example, companies 
often suggest that EBITDA (earnings before interest, 
taxes, depreciation, and amortization) is a better measure 
of periodic operating performance than is net income. 
Companies that present financial results (often in press 


Responsibility Center Reporting 


in Financial Statements 


releases) that are calculated on a non-GAAP basis refer 
to these results as pro forma. The SEC believes that such 
pro forma reporting has often been abused because the pro 
forma earnings number is typically higher than comparable 
GAAP-based earnings. 

The Sarbanes-Oxley Act (SOX) attempts to reduce or 
eliminate the abuses associated with pro forma reporting. 
SOX requires public companies to provide a reconciliation 
of the difference between any non-GAAP financial measure 
provided to investors and creditors and the comparable GAAP- 
based result. In addition, SOX prohibits the publication of 
pro forma results that are misleading or that contain untrue 
statements. The objective of this SOX requirement is to 
enable investors and creditors to simultaneously compare 
non-GAAP pro forma measures with the comparable GAAP 
numbers. 


In this chapter, we have focused on responsibility centers from the perspective of manage- 
ment. From this perspective, centers are defined along areas of management responsibility, 
beginning with the very smallest units of the business, such as departments or each sales- 
person’s “territory.” 

A large corporation may have literally thousands of centers for which information is devel- 
oped. This information is intended to assist management in planning and controlling every 
aspect of business operations. 

The Financial Accounting Standards Board (FASB) requires large corporations to disclose 
certain “segment information” in notes to their financial statements. This disclosure includes 
the net sales, operating income, and identifiable assets of the major industries and geographic 
regions in which the company operates. 

The segment information appearing in financial statements is far less detailed than the 
responsibility center information developed for management. But of course it serves a very 
different purpose. The users of an annual report are evaluating the overall profitability and 
future prospects of the company viewed as a whole, not the efficiency of every department, 
store, and production process. For financial reporting purposes, some publicly owned 
corporations subdivide their operations into only two “segments”; few (if any) show more 
than 10. 


INTERNATIONAL FINANCIAL REPORTING STANDARDS 

AND RESPONSIBILITY CENTER REPORTING 

Both U.S. generally accepted accounting principles (GAAP) and IFRS require publicly traded 
companies to report operating segment information in their financial statements. However, 
IFRS requirements are more extensive than U.S. GAAP, compelling the disclosure of a 
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measure of segment liabilities if that measure is provided regularly to the chief operating 
decision maker. U.S. GAAP requires companies to report a measure of segment profit or loss, 
certain specific revenue and expense items, and segment assets, but not segment liabilities. 


Concluding Remarks 


One purpose of this chapter is to “tie together” many of the concepts introduced in the preced- 
ing management accounting chapters. Notice, for example, how such concepts as the distinc- 
tion between variable costs and fixed costs, cost-volume-profit relationships, the nature of 
period costs and product costs, and the flow of manufacturing costs through an accounting 
system have played major roles in our evaluation of a responsibility center’s performance. In 
the next chapter, we introduce the topic of budgeting. The budget provides one of the major 
standards with which current performance is compared. 


END-OF-CHAPTER REVIEW 


Distinguish among cost centers, profit centers, and 
101 investment centers. A cost center is a responsibility 
center that incurs costs (or expenses) but does not directly 
generate revenue. A profit center is a business center that generates 
both revenue and costs. Some profit centers are also considered 
investment centers. An investment center is a profit center for 
which management is able to measure objectively the cost of assets 
used in the center’s operations. 


Explain the need for responsibility center informa- 

102 tion and describe a responsibility accounting 

system. Responsibility center information presents sep- 

arately the operating results of each business center within an 

organization. A responsibility accounting system shows the 
performance of the center under each manager’s control. 


Prepare an income statement showing contribution 
103 margin and responsibility margin. In responsibility 
income statements, revenue is assigned to the profit center 
responsible for generating that revenue. Two concepts are used in 
assigning and classifying expenses. First, each center is charged 
only with those costs directly traceable to the center. Second, costs 
charged to the center are subdivided between the categories of 
variable costs and fixed costs. Subtracting variable costs from 
revenue indicates the center’s contribution margin; subtracting 
traceable fixed costs indicates the responsibility margin. 


Distinguish between traceable and common fixed 
104 costs. A cost is traceable to a particular center if that 
center is solely responsible for the cost being incurred. 


Key Terms Introduced or 


Emphasized in Chapter 22 


committed fixed costs (p. 964) Fixed costs that are traceable 
to a responsibility center but that, in the short run, cannot readily 
be changed by the center’s manager. 


common fixed costs (p. 961) Fixed costs that are of joint ben- 
efit to several responsibility centers. These common costs cannot be 
traced to the centers deriving the benefit, except by arbitrary means. 


contribution margin (p. 960) Revenue less variable costs; 
also, the amount of revenue available to contribute toward fixed 
costs and operating income (or responsibility margin). The key 
statistic for most types of cost-volume-profit analysis. 
controllable fixed costs (p. 964) Fixed costs that are under 
the direct control of the center’s manager. 


cost center (p. 955) The part of a business that incurs costs 
but that does not directly generate revenue. 


cost-plus transfer price (p. 967) The transfer price that 
results from adding a predetermined markup to the total cost of 
the product transferred. 


Traceable costs should disappear if the center is discontinued. 
Common costs are not traceable to a particular center. Thus, 
common costs will not disappear if the center is discontinued. 


Explain the usefulness of contribution margin 
LOS and responsibility margin in making short-term 
and long-term decisions. Fixed costs generally 
cannot be changed in the short run. Therefore, the effects of 
short-run strategies on operating income are equal to the 
change in contribution margin (revenue less variable costs). 
In the long run, however, strategies may affect changes in the 
fixed costs traceable to a business center. Therefore, the 
profitability of long-run strategies may be evaluated in terms 
of changes in responsibility margin (revenue less variable 
costs and less traceable fixed costs). 


Describe three transfer pricing methods and 
L06 explain when each is useful. Transfer prices are the 
dollar amounts used by the supplying and buying 
divisions within a company to record the exchange of a good or 
service. When an external market exists for the product or 
service, then most companies use the market price as the 
transfer price. When no external market exists, then companies 
use either negotiated transfer prices or cost-plus transfer prices. 
Negotiated transfer prices are used when the buying and 
supplying divisions can agree on a transfer price. Where 
negotiation is too costly or not possible, many companies add a 
predetermined markup to the supplying division’s total cost to 
determine the transfer price. 


investment center (p.957) A profit center for which manage- 
ment has been given decision-making responsibility for making 
significant capital investments related to the center’s business 
activities. 


market value (p. 966) The transfer price that is based on 
existing external market prices for the product or service being 
transferred. 


negotiated transfer price (p. 966) The transfer price that 
results when the supplying and buying divisions negotiate and 
agree on a transfer price. 


performance margin (p. 964) A subtotal in a responsibility 
income statement designed to assist in evaluating the perfor- 
mance of a manager based solely on revenue and expenses under 
the manager’s control. Consists of contribution margin less the 
controllable fixed costs traceable to the department. 


profit center (p.956) The part of a business that directly gen- 
erates revenue as well as incurs costs. 


responsibility accounting system (p. 958) An _ account- 
ing system that separately measures the performance of each 
responsibility center in the organization. 
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responsibility center (p. 954) The part of a business a par- 
ticular manager is in charge of and held responsible for. 


responsibility income statement (p. 958) An income state- 
ment that subdivides the operating results of a business segment 
among the profit centers comprising that segment. 


responsibility margin (p. 961) Revenue less variable costs 
and traceable fixed costs. A long-run measure of the profitability 
of a profit center. Consists of the revenue and costs likely to dis- 


revenue center (p. 957) A business unit that focuses on the 
accumulation of sales revenue. 


traceable fixed costs (p. 961) Fixed costs that are directly 
traceable to a specific center. These costs usually would be elim- 
inated if the center were discontinued. 


transfer price (p. 965) The dollar amount used in recording 
products (either goods or services) supplied to one part of a 
business by another. 


appear if the responsibility center were eliminated. 


Demonstration Problem 


Reed Mfg. Co. operates two plants that produce and sell floor tile. Shown below are the operating 
results of both plants during the company’s first quarter of operations: 


St.Louis Springville 

Plant Plant 
SGIES. fasisseasi ay’ anmraneacayede dish a eastien dha te dealad adeeb hk Dada $2,000,000 $2,000,000 
Variable COStS: « escewadss eee cee e edb eee ne gaa a ee aes 720,000 880,000 
Traceable fixed Costs: «22.6042 csc eaabee deve tea e eases 750,000 550,000 


During the quarter, common fixed costs relating to both plants amounted to $500,000. 


Instructions 


a. Prepare a partial income statement for Reed with responsibility by plant. Conclude with the 
company’s income from operations. 


b. At which plant would a $200,000 increase in sales contribute the most to Reed’s operating 
income? 


c. What types of costs and expenses might be included in the company’s $500,000 common 
fixed costs? 


Solution to the Demonstration Problem 


a. Responsibility income statement: 


Profit Centers 


Reed St.Louis Springville 
Mfg. Co. Plant Plant 

DGleS aa:tars an meynareee baa eeneaneaes an $4,000,000 $2,000,000 $2,000,000 
Variable:costSec2scivdie dnd dinates eae s 1,600,000 720,000 880,000 
Contribution margin ............ 0.0 e eee eee $2,400,000 $1,280,000 $1,120,000 
Traceable fixed costs .................0.000. 1,300,000 750,000 550,000 
Responsibility margin..............00-00e eee $1,100,000 $ 530,000 $ 570,000 
Common fixed costs................0000000. 500.000 —t—<‘Ctw™S 
Income from operations ..................... $ 600,000 


b. The St. Louis plant has a contribution margin ratio of 64 percent ($1,280,000 + $2,000,000). 
Thus, should its sales increase by $200,000, the company’s operating income would increase 
by $128,000 ($200,000 X 64%). The Springville plant has a contribution margin ratio of 
56 percent ($1,120,000 + $2,000,000). Should its sales increase by $200,000, the company’s 
operating income would increase by only $112,000 ($200,000 x 56%). 


c. The $500,000 would include fixed costs not directly traceable to either plant. Such items 
might include charges related to legal fees, corporate accounting and personnel departments, 
centralized computer facilities, and the salaries of corporate officers. 
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Self-Test Questions 


The answers to these questions appear on page 989. automobile companies for $75. The cost to make the com- 


1. Which of the following is a common fixed cost to the sales ponent is $55. By transferring the component internally, the 


departments in a department store? 

a. Salaries of store security personnel. 

b. Salaries of sales department managers. 
c. Cost of goods sold. 
d. 


Depreciation on fixtures used exclusively in a specific 
sales department. 


. In preparing an income statement that measures contribu- 
tion margin and responsibility margin for a responsibility 
center, two concepts are applied in classifying costs. One is 
whether the costs are variable or fixed. The other is whether 
the costs are: 

a. Product costs or period costs. 

b. Traceable to the responsibility center. 

c. Under the control of the manager. 

d. Transfer prices. 

. A subtotal used in evaluating the performance of a respon- 


sibility center manager, as distinct from the performance of 

the center, is: 

a. Contribution margin, less traceable fixed costs. 

b. Sales, less committed costs. 

c. Contribution margin, plus fixed costs deferred into 
inventory. 

d. Contribution margin, less controllable fixed costs. 

. The Knuckles and Brackets Division transfers a component 

product to the Assembly Division. Both divisions are part of 

Automakers Inc. and are organized as profit centers. Auto- 

makers has a general policy of using a 10 percent markup 


for cost-based transfer prices. Knuckles and Brackets also 
can sell the component product in the open market to other 


Knuckles and Brackets Division saves $5 in sales expenses 
and transportation costs. The manager of the Knuckles and 
Brackets Division wants the transfer price to be $75 and the 
manager of the Assembly Division wants the transfer price 
to be $70. Which of the following are not true (select all 
appropriate answers): 


a. If the transfer price is $75, then the divisions are using a 
market-based transfer price. 


b. If the transfer price is $40, then the divisions are using a 
cost-based transfer price. 


c. If the transfer price is $70, then the divisions are using a 
negotiated transfer price. 


d. If the transfer price is $70, then both divisions are shar- 
ing the profits. 


e. If the transfer price is $55, then the Knuckles and Brack- 
ets Division is keeping all the profits. 


. Assume the U.S. corporate income tax rate is 40 percent 


and the Mexican corporate income tax rate is 30 percent. 
Jacques International Apparel Company has subsidiaries in 
both the U.S. and Mexico. Jacques is trying to decide what 
transfer price to use for its famous French frock, which 
is being transferred from the U.S. subsidiary to the 
Mexican subsidiary. It could ship the frock at the market 
price of $75 or at cost plus 20 percent. The cost of the frock 
is $40. Which transfer price would minimize Jacques’s tax 
burden? 


a. $75. 
b. $48. 
c. $90. 
d. $75 — $40 = $35. 


UNM DISCUSSION Questions 


. What are some of the uses that management may make of 
accounting information about individual responsibility cen- 
ters of the business? 


. Distinguish among a cost center, a profit center, and an 
investment center, and give an example of each for a multi- 
hospital corporation. 


. Name three types of transfer prices and explain when each 
type of transfer price would be used. 


. Ina responsibility accounting system, should the recording 
of revenue and costs begin at the largest areas of responsibil- 
ity or the smallest? Explain. 


. Distinguish between traceable and common fixed costs. 
Give an example of each type of fixed cost for an auto deal- 
ership with a sales department and a service department. 


6. How do the costs of operating service departments (orga- 


nized as cost centers) appear in a responsibility income 
statement? 


. DeskTop, Inc., operates a national sales organization. The 


income statements prepared for each sales territory are cre- 
ated by product line. In these income statements, the sales 
territory manager’s salary is treated as a common fixed cost. 
Will this salary be viewed as a common fixed cost at all 
levels of the organization? Explain. 


. Explain why transfer pricing decisions between divisions in 


separate countries may involve tax or tariff issues. 


. Criticize the following statement: “In our business, we maxi- 
mize profits by closing any department that does not show a 
responsibility margin ratio of at least 15 percent.” 
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10. 


11. 


12. 


13. 


L05 


L02 
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L02 
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L02 


L038 


LOG 


What is the relationship between contribution margin and 
responsibility margin? Explain how each of these measure- 
ments is useful in making management decisions. 


What does a consistently negative responsibility margin 
imply will happen to the operating income of the business if 
the center is closed? Why? Identify several other factors that 
should be considered in deciding whether or not to close the 
center. 

Briefly explain the distinction between controllable fixed costs 
and committed fixed costs. Also explain the nature and purpose 
of performance margin in a responsibility income statement. 
The controller of Fifties, a chain of drive-in restaurants, is 
considering modifying the monthly income statements by 


Brief Exercises 


BRIEF 
EXERCISE 22.1 
Contribution Margin 
Effects 


BRIEF 

EXERCISE 22.2 
Contribution Margin 
versus Responsibility 
Margin 


advantage? 


14. 


15. 
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charging all costs relating to operations of the corporate 
headquarters to the individual restaurants in proportion to 
each restaurant’s gross revenue. Do you think that this would 
increase the usefulness of the responsibility income state- 
ment in evaluating the performance of the restaurants or the 
restaurant managers? Explain. 


Explain why using cost as a transfer price is inappropri- 
ate when the center producing the product is evaluated as a 
profit center. 


Even though transfer prices have no direct effect on a 
company’s overall net income, these transfer prices still 
matter to managers of responsibility centers. Explain why. 


ty 
Grau 
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Assume that Department A has a higher contribution margin ratio but a lower responsibility mar- 
gin ratio than Department B. If $10,000 in advertising is expected to increase the sales of either 
department by $50,000, in which department would the advertising dollars be spent to the best 


Marshall’s grocery store has a small bakery that sells a variety of baked goods. The manager of 
the bakery responsibility center has decided to sell a cup of coffee and doughnut combo at the low 
price of $1.75, as a means of attracting customers. The incremental cost of labor per combo sale 
has been calculated as $0.89, the variable cost of the doughnut is $0.37, and the variable cost of 
the coffee (including cup) is $0.42. What is the contribution margin for the combo? How does the 


manager think the combo will affect the bakery’s responsibility margin? 


BRIEF 

EXERCISE 22.3 
Responsibility Center 
Design 


Kraxton Chemie Company consists of seven divisions. Divisions One through Five make products 
that are sold in the competitive market. Divisions Two and Three make their own investment and 
transfer pricing decisions. Twenty-five percent of Division Two’s output is devoted to a component 
that is transferred to Division Three as part of the subassembly of Division Three’s main prod- 


uct. Divisions Six and Seven provide services to the other divisions. Eighty percent of Division 
Six’s output is environmental cleanup services provided to Divisions One and Two. The remaining 
twenty percent is sold to external customers. Finally, Division Seven is devoted to R&D activities 
that support the entire company. What type of responsibility center design would you recommend 


for Kraxton Chemie Company? 


BRIEF 
EXERCISE 22.4 


Transfer Prices 


Porcus Corporation manufactures and sells bicycles. The Wheel & Frame Division creates parts that 
are both sold externally and transferred internally to the Assembly Division for assembly. Wheel 
#606 sells externally for $35 and the variable cost to make it is $27. What would you recommend as 


the transfer price between Wheels & Frames and Assembly if there is a competitive external market 
for #606? Would your answer change if there were no external market for #606? Why? What would 
the transfer price be if upper management required cost plus 20 percent as the transfer price? 


BRIEF 
EXERCISE 22.5 


Contribution 

Margin Ratio and 
Responsibility Center 
Margin 


BRIEF 
EXERCISE 22.6 a. 
Identifying Transfer 
Prices 


The contribution margin ratio of the Furniture Department at Glad’s Mercantile is 0.75. The trace- 
able fixed costs for the Furniture Department are estimated at $188,000 per year. Sales in the 
Furniture Department next year are expected to be $300,000. What is the expected responsibility 
margin for the Furniture Department next year? 


Categorize the following transfer prices as being market-based, negotiated, or cost-based: 


The market price of a widget is $25, the cost is $15, and the actual transfer price is $22, the 
market price less cost of sales commissions. 


b. The manager of the packaging responsibility center agrees to package a special order for the 
shipping department for the cost of the packaging materials. 
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BRIEF 
EXERCISE 22.7 
Tracing Common 
Costs 


BRIEF 

EXERCISE 22.8 
Common or Traceable 
Costs 


BRIEF 
EXERCISE 22.9 
Responsibility 
Accounting System 
Characteristics 


BRIEF 
EXERCISE 22.10 


Common Costs and 
Responsibility Centers 


EXERCISE 22.1 


Accounting 
Terminology 
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The Wilton Ball Division sells baseballs to the Wilton Combo Division for $5.00 each. The 
Ball Division sells a two-ball package to Dick’s Sporting Goods for $10. 


After consulting with stand-alone accounting firms, the Accounting Division charges each of 
the 13 manufacturing plants in the company $545 per month for accounting services. 


Hilgen Hotel & Spa is located in beautiful Sydney, Australia. Hilgen operates three profit 
centers: the Hotel, Restaurant, and Spa. The complex occupies 15,000 square feet and has 220 
employees. The complex’s general upkeep costs (e.g. insurance, utilities, etc.) are $450,000 per 
month and the human resource department costs are $118,000 per month. If the Spa occupies 
1,800 square feet and has 6 employees, show how upkeep and human resource costs could be 
assigned to the Spa. 


For each of the following costs associated with a chain of bicycle stores, decide if the cost is com- 
mon or traceable to: 1) the store departments (Repairs and Sales), 2) each store, or 3) the company. 


mea oh S 


$25,000 in rent paid for store space. 
Store manager’s salary. 

Delivery charges for bicycles and parts. 
National advertising costs. 

Audit costs for the company. 

Insurance on the headquarters building. 


The president of Cold Moo Ice Cream Company, a chain of ice cream stores in the Midwest, was 
unhappy with the actual six-month profit figures for the company recently prepared by the CFO. 
The president asked the CFO for a profit breakdown, by store, of the actual six-month results. 
When the president received the report, he was extremely upset and called the CFO into his office. 
The president stated, “These reports show that each store in the chain is profitable, but our com- 
pany results are unprofitable! How can this be?” The CFO pointed out that each store was allowed 
to set prices for ice cream based on its cost structure. However, the stores’ cost structures did not 
include headquarters costs or the costs of advertising and delivery of products. 


What are the three characteristics for operating a successful responsibility accounting system? 


Consider whether the accounting system at Cold Moo Ice Cream Company includes the three char- 
acteristics of a successful responsibility accounting system. How could the responsibility account- 
ing system at Cold Moo be improved? 


Janice Black, manager of the Produce Department at Spanky’s Grocery, has a monthly responsibil- 
ity margin of $4,000. The store manager has decided to allocate storewide common costs to each 
department. After the allocation, Ms. Black’s responsibility margin is —$1,200 per month. Identify 
the disadvantages of allocating common costs to responsibility centers. 


Exercises a. connect 


[ACCOUNTING 


The following are nine technical accounting terms introduced or emphasized in this chapter: 


Responsibility margin Transfer price Common fixed costs 
Contribution margin Cost-plus transfer price Traceable fixed costs 
Performance margin Product costs Committed fixed costs 


Each of the following statements may (or may not) describe one of these technical terms. For each 
statement, indicate the accounting term described, or answer “None” if the statement does not cor- 
rectly describe any of the terms. 


a. 


b 
c. 
d 


The costs deducted from contribution margin to determine responsibility margin. 
Cost to produce plus a predetermined markup. 
Fixed costs that are readily controllable by the manager. 


A subtotal in a responsibility income statement, equal to responsibility margin plus committed 
fixed costs. 
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e. The subtotal in a responsibility income statement that is most useful in evaluating the short- 
run effect of various marketing strategies on the income of the business. 


f. The subtotal in a responsibility income statement that comes closest to indicating the change 
in income from operations that would result from closing a particular part of the business. 


g. The amount used in recording products or services supplied by one business unit to another. 


Video World owns and operates a national chain of video game arcades. Indicate whether Video 
World would evaluate each of the following as an investment center, a profit center (other than an 
investment center), or a cost center. Briefly explain the reason for your answer. 


a. An individual video arcade within a chain of video arcades. 

b. A snack bar within one of the company’s arcades. 

c. A particular video game within one of the company’s arcades. 
d. The security officers at each arcade location. 


The controller of Maxwell Department Store is preparing an income statement divided by sales 
departments and including subtotals for contribution margin, performance margin, and responsi- 
bility margin. Indicate the appropriate classification of the seven items (a through g) listed below. 
Select from the following cost classifications: 


Variable costs 

Traceable fixed costs—controllable 

Traceable fixed costs—committed 

Common fixed costs 

None of the above 

Cost of operating the store’s accounting department. 

Cost of advertising specific product lines (classify as a fixed cost). 

Sales taxes on merchandise sold. 

Depreciation on the sewing machinery used in the Alterations Department. 
Salaries of departmental sales personnel. 


Salary of the store manager. 


rmeme ao Se 


Cost of merchandise sold in the Sportswear Department. 


Consider the Home Depot “10-Year Summary of Financial and Operating Resuluts” shown at the 
end of Appendix A. Assume that Home Depot designates each of the countries in which it oper- 
ates as an investment center (1.e., the United States with 1,976, Canada with 179, Mexico with 79, 
and China with 10 stores, respectively). In addition, assume each individual store is a profit center. 
Within each store, assume that inventory and janitorial are designated as cost centers. For each type 
of responsibility center described choose as many measures from those listed in the 10- Year Sum- 
mary that seem appropriate to help evaluate the given center. Explain why the measures you have 
chosen are appropriate for the type of responsibility center (investment-country level, profit-store 
level, or cost center substore level). 


Gemini Technologies has two product lines: lasers and integrated circuits. During the current 
month, the two product lines reported the following results: 


Lasers Circuits 
SAlES: seidade yada whee aha eked He peewee Hh ganas $600,000 $900,000 
Variable costs (as a percentage of sales) ...................... 40% 60% 


Traceable fixed costs... 0.0.0.0... ccc eee $275,000 $225,000 
In addition, fixed costs common to both product lines amounted to $80,000. 

Prepare an income statement showing percentages as well as dollar amounts. Conclude your 
statement with income from operations for the business and with the responsibility margin for each 
product line. 


Exercises 22.6, 22.7, and 22.8 are based on the following data: 
Shown below is a segmented income statement for Drexel-Hall during the current month: 


Exercises 977 
Profit Centers 
Drexel-Hall Store 1 Store 2 Store 3 

Dollars % Dollars % Dollars % Dollars % 
Sal€Sxccyeiie soul wa kik eal sie soe eee $1,800,000 100% $600,000 100% $600,000 100% $600,000 100% 
Variable costS... 0.0.0.0... ccc eee 1,080,000 60 372,000 62 378,000 63 330,000 55 
Contribution margin ................. $ 720,000 40% $228,000 38% $222,000 37% $270,000 45% 
Traceable fixed costs: controllable...... 432,000 24 120,000 20 102,000 17 210,000 35 
Performance margin................. $ 288,000 16% $108,000 18% $120,000 20%  $ 60,000 10% 
Traceable fixed costs: committed....... 180,000 10 48,000 8 66,000 11 66,000 11 
Store responsibility margin............ $ 108,000 6% $ 60,000 10%  $ 54,000 9% $ (6,000)  (1)% 
Common fixed costS...............0- 36,000 2 
Income from operations .............. $ 72,000 4% 
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Evaluation of 
Responsibility Centers 
and Center Managers 


EXERCISE 22.7 


Closing an 
Unprofitable Business 
Unit 


EXERCISE 22.8 


Cost-Volume-Profit 
Analysis 


EXERCISE 22.9 
Transfer Pricing 


EXERCISE 22.10 


Types of 
Responsibility 
Centers and Basis for 
Evaluation 


All stores are similar in size, carry similar products, and operate in similar neighborhoods. 
Store I was established first and was built at a lower cost than were Stores 2 and 3. This lower 
cost results in less depreciation expense for Store 1. Store 2 follows a policy of minimizing both 
costs and sales prices. Store 3 follows a policy of providing extensive customer service and charges 
slightly higher prices than the other two stores. 


Use the data presented above for Drexel-Hall to answer the following questions: 


a. Assume that by spending an additional $15,000 per month in advertising a particular store, 
Drexel-Hall can increase the sales of that store by 10 percent. Which store should the company 
advertise to receive the maximum benefit from this additional advertising expenditure? Explain. 


b. From the viewpoint of top management, which is the most profitable of the three stores? Why? 


Which store manager seems to be pursuing the most effective strategy in managing his or her 
store? Why? 


Top management of Drexel-Hall is considering closing Store 3. The three stores are close enough 
together that management estimates closing Store 3 would cause sales at Store | to increase by 
$60,000, and sales at Store 2 to increase by $120,000. Closing Store 3 is not expected to cause any 
change in common fixed costs. 

Compute the increase or decrease that closing Store 3 should cause in: 


a. Total monthly sales for Drexel-Hall stores. 
b. The monthly responsibility margin of Stores 1 and 2. 


c. The company’s monthly income from operations. 


The marketing manager of Drexel-Hall is considering two alternative advertising strategies, each 
of which would cost $15,000 per month. One strategy is to advertise the name Drexel-Hall, which 
is expected to increase the monthly sales at all stores by 5 percent. The other strategy is to empha- 
size the low prices available at Store 2, which is expected to increase monthly sales at Store 2 by 
$150,000, but to reduce sales by $30,000 per month at Stores 1 and 3. 

Determine the expected effect of each strategy on the company’s overall income from operations. 


Delmar Foods has two divisions: (1) a Processed Meat Division and (2) a Frozen Pizza Division. 
Delmar’s frozen pizzas use processed meat as a topping. The company’s Processed Meat Division 
supplies the Frozen Pizza Division with all of its meat toppings. Delmar managers are paid bonuses 
based on their division’s profitability. 

The manager of the Processed Meat Division argues for a transfer price based on a market 
value approach. The manager of the Frozen Pizza Division favors a transfer price based on a cost 
approach. Explain how Delmar’s bonus system may influence each manager’s opinion regarding 
which approach to use in establishing a transfer price. 


Listed below are parts of various well-known businesses: 
1. The bookstore of Northern Jersey University. 
2. The billing department of Rhode Island Life Insurance Co. 
3. The Norwalk Factory of Melvin’s Chocolates. 
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4. The jewelry department of Bloomingdale’s. 
5. The gift shop at the Museum of Natural History. 
6. The legal department of Sears. 


Indicate whether each part represents an investment center, a profit center (other than an invest- 
ment center), or a cost center. Why are business organizations divided into responsibility centers? 
Explain how revenue and costs are assigned to a responsibility center using a responsibility center 
income statement. 


02 EXERCISE 22.11 The following discussion occurred between two division managers, Bob and Jalenne, and the chief 
Corporate Costs: operating officer, Harry. 
ali | 

L04 bene a Bob: “Jalenne’s division has twice as many employees as my division, yet corporate head- 


quarters costs, which include human resource costs, are allocated to our two divisions 
equally, hurting my bottom line.” 


Jalenne: “You know Bob is right to be upset about the human resource cost allocation. How- 
ever, the CEO and the CFO devote much more time and attention to Bob’s division 
because it is in financial difficulty. Perhaps we should track consumption of corporate 
time and allocate the corporate headquarters costs to divisions on the basis of corpo- 
rate time devoted to each division.” 


Harry: “In my 25 years working at corporate, I have heard these arguments year after year. 
Tracking time spent on activities related to divisions would be expensive and nearly 
impossible for central management. Furthermore, there are many corporate costs that 
are not related to human time spent on divisional issues. Allocating an equal portion 
of these costs to each division is the only practical method.” 


Use your understanding of common and traceable costs to discuss the appropriateness of Harry’s 
response. Is there a method that could be used so that Jalenne and Bob would be less concerned 
about the allocation of corporate headquarters costs? 


03 EXERCISE 22.12 Consider Exhibit 22-5, which shows the responsibility margins for the Sales Department and Repairs 
Transfer Prices and Department profit centers at the 42nd Street store of NuTech Electronics. Assume that 25 percent 
Responsibility Margins _ of the Repairs Department repair work is done for the Sales Department and that the Repairs Depart- 

LOS ment has been transferring its services to Sales at variable cost as the transfer price. Because the 


Repairs Department has a negative responsibility profit, assume the Repairs Department has asked 
the manager of the 42nd Street store to allow a transfer price that will earn the normal contribu- 
tion margin that is earned on repair services to external customers. Compute the new responsibility 
margins for the Sales and Repairs Departments if the store manager allows the new transfer price. 


LOG 


L066 EXERCISE 22.13 Cristina’s Crafts has two operating divisions: one in the U.S. and one in Mexico. The Mexican 
Transfer Price and Division produces product X, which is a component used in the production process of the U.S. 
International Taxes Division. If the U.S. Division purchases product X from the Mexican Division, a transfer price 

of $650,000 is charged. However, if the U.S. Division were to purchase product X from an 
outside supplier, the cost would be $750,000. The operating expenses for the Mexican and U.S. 
Divisions are, respectively, $200,000 and $350,000 (not including the cost of goods transferred 
from the Mexican Division). The U.S. Division has revenue amounting to $1,500,000. Cristina, 
the CEO of the company, is trying to decide which amount should be used for the transfer 
price ($650,000 or $750,000). 


a. Assume that the marginal tax rates for Mexico and the U.S. are 30 percent and 40 percent, 
respectively. What is the tax liability of each division for each of the transfer pricing alternatives? 


b. Which transfer pricing alternative will produce the lowest tax liability for the company as a 
whole? Show your computations. 


01 EXERCISE 22.14 Jasper Golf Resort has a full-service hotel and three golf courses. The hotel, in addition to having 

Responsibility Centers Over 100 hotel rooms, has two dining areas and a catering service for weddings and meetings. The 

in a Golf Resort hotel has a housekeeping staff and a repairs and maintenance group. In addition, there is a meetings 
coordinator with a technical staff to support meetings. 

The golf courses have a superintendent that oversees a grounds and maintenance staff. Each 
course has a pro shop that includes apparel and golf supplies and a lunch counter. In addition, there 
is a golf cart center that provides carts to each course. Design a responsibility center chart like 
Exhibit 22—1 for Jasper Golf Resort. 
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190i EXERCISE 22.15 Use the first paragraph in note | in Appendix A to create a responsibility center design for 
Home Depot’s Home Depot. Your design should be similar to Exhibit 22-1 and show investment, profit, and cost 
through Responsibility RXS4 centers for Home Depot. 
QR 
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L083 PROBLEM 22.1A Mixers, Inc., produces two products: soda water and seltzer juice. Cost and revenue data for each 
Preparing and Using product line for the current month are as follows: 
through Responsibility Income 
ir Statements Product Lines 
Soda Water Seltzer Juice 

Sales) s aaitan Fae tadwasaedak doddahe lok hae darted a $750,000 $970,000 
Contribution margin as a percentage of sales.......... 35% 60% 
Fixed costs traceable to product lines ................ $175,000 $150,000 


In addition, fixed costs that are common to both product lines amount to $75,000. 


Instructions 

a. Prepare Mixers, Inc.’s responsibility income statement for the current month. Report the 
responsibility margin for each product line and income from operations for the company as a 
whole. Also include columns showing all dollar amounts as percentages of sales. 


b. According to the analysis performed in part a, which product line is more profitable? Should 
the common fixed costs be considered when determining the profitability of individual product 
lines? Why or why not? 

c. Mixers, Inc., has $15,000 to be used in advertising for one of the two product lines and expects 
that this expenditure will result in additional sales of $50,000. How should the company 
decide which product line to advertise? 


403 PROBLEM 22.2A Regal Flair Enterprises has two product lines: jewelry and women’s apparel. Cost and revenue data 
Preparing and Using for each product line for the current month are as follows: 
throws Responsibility Income 

Statements Product Lines 

eXce I Jewelry Apparel 
SAIS oki ee eeeaad eid hawt eo be due DE d w iotrae eae $800,000 $450,000 
Variable costs as a percentage of sales........................ 55% 28% 
Fixed costs traceable to product lines ..................000000. $200,000 $250,000 


In addition to the costs shown above, the company incurs monthly fixed costs of $100,000 com- 
mon to both product lines. 


Instructions 

a. Prepare Regal Flair Enterprises’s responsibility income statement for the current month. Report 
the responsibility margin for each product line and income from operations for the company as 
a whole. Also include columns showing all dollar amounts as percentages of sales. 


b. Assume that a marketing survey shows that a $75,000 monthly advertising campaign focused 
on either product line should increase that product line’s monthly sales by approximately 
$150,000. Do you recommend this additional advertising for either or both product lines? 
Show computations to support your conclusions. 


c. Management is considering expanding one of the company’s two product lines. An invest- 
ment of a given dollar amount is expected to increase the sales of the expanded product line 
by $300,000. It is also expected to increase the traceable fixed costs of the expanded product 
line by 75 percent. On the basis of this information, which product line do you recommend 
expanding? Explain the basis for your conclusion. 
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Giant Chef Equipment Company is organized into two divisions: Commercial Sales and Home 
Products. During June, sales for the Commercial Sales Division totaled $1,500,000, and its contri- 
bution margin ratio averaged 34 percent. Sales generated by the Home Products Division totaled 
$900,000, and its contribution margin ratio averaged 50 percent. Monthly fixed costs traceable to 
each division are $180,000. Common fixed costs for the month amount to $120,000. 


Instructions 

a. Prepare Giant Chef Equipment’s responsibility income statement for the current month. Be 
certain to report responsibility margin for each division and income from operations for the 
company as a whole. Also include columns showing all dollar amounts as percentages of sales. 


b. Compute the dollar sales volume required for the Home Products Division to earn a monthly 
responsibility margin of $500,000. 

c. A marketing study indicates that sales in the Home Products Division would increase by 5 percent 
if advertising expenditures for the division were increased by $75,000 per month. Would you 
recommend this increase in advertising? Show computations to support your decision. 

Muscle Bound Co. sells home exercise equipment. The company has two sales territories, East- 

ern and Western. Two products are sold in each territory: FasTrak (a Nordic ski simulator) and 

RowMaster (a stationary rowing machine). 

During January, the following data are reported for the Eastern territory: 


FasTrak RowMaster 


SACS cides ietete dee ph het hed detedted tector didi dota haatentrtididelees $600,000 $750,000 
Contribution margin ratios ..............0...0 0 eee 55% 40% 
Traceable fixed Costs sivis.cc5 24 de ein kee Mae eee ee $ 80,000 $150,000 


Common fixed costs in the Eastern territory amounted to $120,000 during the month. 

During January, the Western territory reported total sales of $600,000, variable costs of 
$270,000, and a responsibility margin of $200,000. Muscle Bound also incurred $180,000 of com- 
mon fixed costs that were not traceable to either sales territory. 

In addition to being profit centers, each territory is also evaluated as an investment center. Aver- 
age assets utilized by the Eastern and Western territories amount to $14,000,000 and $12,000,000, 
respectively. 


Instructions 


a. Prepare the January income statement for the Eastern territory by product line. Include col- 
umns showing percentages as well as dollar amounts. 


b. Prepare the January income statement for the company showing profits by sales territories. 
Conclude your statement with income from operations for the company and with responsibil- 
ity margins for the two territories. Show percentages as well as dollar amounts. 


c. Compute the rate of return on average assets earned in each sales territory during the month 
of January. 


d. In part a, your income statement for the Eastern territory included $120,000 in common fixed 
costs. What happened to these common fixed costs in the responsibility income statement 
shown in part b? 


e. The manager of the Eastern territory is authorized to spend an additional $50,000 per month 
to advertise one of the products. On the basis of past experience, the manager estimates that 
additional advertising will increase the sales of either product by $120,000. On which product 
should the manager focus this advertising campaign? Explain. 


f. Top management is considering investing several million dollars to expand operations in 
one of its two sales territories. The expansion would increase the traceable fixed costs to the 
expanded territory in proportion to its increase in sales. Which territory would be the best 
candidate for this investment? Explain. 


Shown on the following page are responsibility income statements for Butterfield, Inc., for the 
month of March. 
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Investment Centers 


Butterfield, 
Inc. Division 1 Division 2 
Dollars % Dollars % Dollars % 

Sal@Sv.cc4icacecesnaes ads $450,000 100% $300,000 100% $150,000 100% 
Variable costs............ 225,000 50 180,000 60 45,000 30 
Contribution margin ....... $225,000 50% $120,000 40% $105,000 70% 
Fixed costs traceable to 

divisions .............. 135,000 30 63,000 21 72,000 48 
Division responsibility 

MANGING sad oe eke a4 $ 90,000 20%  $ 57,000 19%  $ 33,000 22% 
Common fixed costs....... 45,000 10 
Income from operations .... $ 45,000 10% 

Profit Centers 
Division 1 Product A Product B 
Dollars % Dollars % Dollars % 

SalOSiyoi bb innceteehah edie aed $300,000 100% $100,000 100% $200,000 100% 
Variable costs............ 180,000 60 52,000 52 128,000 64 
Contribution margin ....... $120,000 40% $ 48,000 48%  $ 72,000 36% 
Fixed costs traceable to 

products .............. 42,000 14 26,000 26 16,000 8 
Product responsibility 

MANGIN: s:.c0 4 eed eae $ 78,000 26% $ 22,000 22%  $ 56,000 28% 
Common fixed costs....... 21,000 ms 
Responsibility margin for 

division .............4. $ 57,000 19% 


Instructions 

a. The company plans to initiate an advertising campaign for one of the two products in Divi- 
sion 1. The campaign would cost $10,000 per month and is expected to increase the sales of 
whichever product is advertised by $30,000 per month. Compute the expected increase in the 
responsibility margin of Division | assuming that (1) product A is advertised and (2) product 
B is advertised. 


b. Assume that the sales of both products by Division | are equal to total manufacturing capac- 
ity. To increase sales of either product, the company must increase manufacturing facilities, 
which means an increase in traceable fixed costs in approximate proportion to the expected 
increase in sales. In this case, which product line would you recommend expanding? Explain. 

c. The income statement for Division 1 includes $21,000 in common fixed costs. What happens 
to these fixed costs in the income statement for Butterfield, Inc.? 

d. Assume that in April the monthly sales in Division 2 increase to $200,000. Compute the 
expected effect of this change on the operating income of the company (assume no other 
changes in revenue or cost behavior). 

e. Prepare an income statement for Butterfield, Inc., by division, under the assumption stated in 
part d. Organize this income statement in the format illustrated above, including columns for 


percentages. 
L083 PROBLEM 22.6A FlyWiz, Inc., is a small manufacturer of professional fishing equipment. The company has two 
Evaluating an divisions: the Rod Division and the Reel Division. Data for the month of January are shown on the 
through Unprofitable Business _ following page. 
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Profit Centers 


Entire Rod Reel 

Company Division Division 
SAl@S esti atest dh te a SHAG aS De arya Seed dear $64,000 $26,000 $38,000 
Vatiablé:costs: «..ccc:qsckcannaa nS cmacan ie Sean ie 29,000 13,000 16,000 
Contribution mMargin2 iiss sadosee ee da deh a ene ee $35,000 $13,000 $22,000 
Traceable fixed costs ............00 0c eee eee eee 27,000 17,000 10,000 
Division responsibility margin ................-.-.- $ 8,000 $(4,000) $12,000 
Common fixed costS...........0 00 e eee eee eee 3,000 
Monthly operating income .....................0.. $ 5,000 


Nick Fulbright, the company’s chief financial officer since January | of the current year, wants to 
close the unprofitable Rod Division. He believes that doing so will benefit Fly Wiz and benefit him, 
given that his end-of-year bonus is to be based on the company’s overall operating income. In a 
recent interview, Fulbright summarized his business philosophy as follows: “A company is only as 
strong as its least profitable segment. As long as I’m at the financial helm, only the strongest shall 
survive at Fly Wiz.” 


Instructions 


a. Had the Rod Division been closed on January 1, what would the company’s operating income 
for the month have been? 


b. After learning about Fulbright’s business philosophy, the Rod Division’s director of market- 
ing made the following statement: “Nick Fulbright may understand numbers, but he doesn’t 
understand the complementary relationship between rods and reels, nor the seasonal nature of 
our business.” What did the director of marketing mean by this statement? How might such 
information influence Fulbright’s assessment of the company’s Rod Division? 


c. By how much would the Rod Division’s monthly sales have to increase for it to generate a 
positive responsibility margin of $4,000 in any given month? Show all of your computations. 


Rhinesch Corporation has two divisions: the Motor Division and the Pump Division. The Motor 
Division supplies the motors used by the Pump Division. The Pump Division produces approxi- 
mately 10,000 pumps annually. Thus, it receives 10,000 motors from the Motor Division each 
year. The market price of these motors is $320. The total variable cost of the motor is $195 per 
unit. The market price of the pumps is $500. The unit variable cost of each pump, excluding the 
cost of the motor, is $75. 

The Motor Division is currently operating at full capacity, producing 20,000 motors per year 
(10,000 of which are transferred to the Pump Division). The demand for the motors is so great 
that all 20,000 units could be sold to outside customers if the Pump Division acquired its motors 
elsewhere. The Motor Division uses the full market price of $320 as the transfer price charged to 
the Pump Division. 

The manager of the Pump Division asserts that the Motor Division benefits from the intercom- 
pany transfers because of reduced shipping costs. As a result, he wants to negotiate a lower transfer 
price of $310 per unit. 


Instructions 

a. Compute the contribution margin earned annually by each division and by the company as a 
whole using the current transfer price. 

b. Compute the contribution margin that would be earned annually by each division and by the 
company as a whole if the discounted transfer price were used. 


c. What issues and concerns should be considered in setting a transfer price for intercompany 
transfers of motors? 


Sparta and Associates produces trophies and has two divisions: the Green Division and the White 
Division. The Green Division produces the trophy base, which it can sell to outside markets for 
$150. A trophy base has variable costs per unit of $65 and fixed costs of $100,000, based on 
monthly production of 2,000 bases. Each trophy base could be sold to outside customers by the 
Green Division, as bases are in high demand. The Green Division has no idle capacity. 
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The White Division uses the base in the production of championship trophies. The market price 
of a championship trophy is $300. The White Division can acquire trophy bases from outside sup- 
pliers for $160. The manager of the White Division is interested in purchasing 1,500 trophy bases 
from the Green Division, but she wants to negotiate for a lower transfer price of $135. The current 
transfer price for a trophy base is the full market price of $150. The fixed costs in producing cham- 
pionship trophies are $57,500, and the variable cost of producing a championship trophy is $75, 
excluding the cost of the trophy base. 


Instructions 


a. What is the operating profit before tax for each division using the market transfer price of 
$150? 


b. What is the operating profit before tax for each division using the transfer price of $135, as 
suggested by the manager of the White Division? 


c. How is the company’s net income affected under the two transfer pricing scenarios? 


Would it be more beneficial to the company if the Green Division sold trophy bases exter- 
nally and the White Division purchased trophy bases from an outside supplier? Show your 


calculations. 
Problem Set B 
403 PROBLEM 22.1B Fasteners, Inc., produces two products: zippers and buckles. Cost and revenue data for each prod- 
Preparing and Using uct line for the current month are as follows: 
throush_ Responsibility Income 
Statements Product Lines 
Zippers Buckles 
DAIOS) io. stidae ae hionae dan toashdopiahee ath Baie dade aa aUd Sa eca nsdn $135,000 $220,000 
Variable costs as a percentage of sales ....................... 20% 45% 
Fixed costs traceable to product lines ..............-0 000-00 e ee $ 90,000 $ 66,000 

In addition, fixed costs that are common to both product lines amount to $35,000. 

Instructions 

a. Prepare Fasteners, Inc.’s responsibility income statement for the current month. Report the 
responsibility margin for each product line and income from operations for the company as a 
whole. Also include columns showing all dollar amounts as percentages of sales. 

b. According to the analysis performed in part a, which product line is more profitable? Should 
the common fixed costs be considered when determining the profitability of individual prod- 
uct lines? Why or why not? 

c. Use the contribution margin ratios for each product line. Assume Fasteners, Inc., has $12,000 
to be used for advertising one of the two product lines, with the expectation that this expen- 
diture will result in additional sales of $40,000. Show the contribution associated with the 
$12,000 advertising expenditure for each product line. To which product line should the adver- 
tising be devoted? 

408 PROBLEM 22.2B Brown Enterprises has two product lines: bags and shoes. Cost and revenue data for each product 

Preparing and Using line for the current month are as follows: 
through Responsibility Income 
e Statements Product Lines 
Bags Shoes 

SAS 2 sic iach wise cence ae aot schatonetsadadnene aethate dias eatduata ens $1,000,000 $500,000 
Variable costs as a percentage of sales...................... 60% 30% 
Fixed costs traceable to product lines ...........-...0 eee $ 250,000 $275,000 


In addition to the costs shown above, the company incurs monthly fixed costs of $75,000 common 
to both product lines. 
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Instructions 

a. Prepare Brown Enterprises’s responsibility income statement for the current month. Report the 
responsibility margin for each product line and income from operations for the company as a 
whole. Also include columns showing all dollar amounts as percentages of sales. 


b. Assume that a marketing survey shows that a $50,000 monthly advertising campaign focused 
on either product line should increase that product line’s monthly sales by approximately 
$100,000. Do you recommend this additional advertising for either or both product lines? 
Show computations to support your conclusions. 


c. Management is considering expanding one of the company’s two product lines. An invest- 
ment of a given dollar amount is expected to increase the sales of the expanded product line 
by $250,000. It is also expected to increase the traceable fixed costs of the expanded product 
line by 60 percent. On the basis of this information, which product line do you recommend 
expanding? Explain the basis for your conclusion. 


Robinns Company is organized into two divisions: Deluxe and Standard. During August, sales 
for the Deluxe Division totaled $2,000,000, and its contribution margin ratio averaged 35 percent. 
Sales generated by the Standard Division totaled $1,200,000, and its contribution margin ratio 
averaged 50 percent. Monthly fixed costs traceable to each division are $200,000. Common fixed 
costs for the month amount to $100,000. 


Instructions 


a. Prepare Robinns Company’s responsibility income statement for the current month. Be certain 
to report the responsibility margin for each division and income from operations for the com- 
pany as a whole. Also include columns showing all dollar amounts as percentages of sales. 

b. Compute the dollar sales volume required for the Standard Division to earn a monthly respon- 
sibility margin of $600,000. 


c. A marketing study indicates that sales in the Standard Division would increase by 4 percent 
if advertising expenditures for the division were increased by $12,000 per month. Would you 
recommend this increase in advertising? Show computations to support your decision. 


Freeze, Inc., sells air conditioners. The company has two sales territories, Northern and Southern. 
Two products are sold in each territory: Economy and Efficiency. 
During January, the following data are reported for the Northern territory: 


Economy _ Efficiency 


SAIS: cc cdy ada tneedacwaews 4 famea dem Gewds Camhade aes t $500,000 $1,000,000 
Contribution margin ratios ... 2.0.2... eee eee ee eee 70% 30% 
Traceable fixed costs .... 0... . eee eee ete $ 90,000 $ 200,000 


Common fixed costs in the Northern territory amount to $125,000 during the month. 

During January, the Southern territory reports total sales of $800,000, variable costs of $352,000, 
and a responsibility margin of $158,000. Freeze also incurs $140,000 of common fixed costs that are 
not traceable to either sales territory. 

In addition to being profit centers, each territory is also evaluated as an investment center. 
Average assets utilized by the Northern and Southern territories amount to $16,000,000 and 
$10,000,000, respectively. 


Instructions 

a. Prepare the January income statement for the Northern territory by product line. Include col- 
umns showing percentages as well as dollar amounts. 

b. Prepare the January income statement for the company showing profits by sales territories. 
Conclude your statement with income from operations for the company and with responsibil- 
ity margins for the two territories. Show percentages as well as dollar amounts. 

c. Compute the rate of return on average assets earned in each sales territory during the month of 
January. 


d. In part a, your income statement for the Northern territory included $125,000 in common 
fixed costs. What happened to these common fixed costs in the responsibility income state- 
ment shown in part b? 
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e. The manager of the Northern territory is authorized to spend an additional $40,000 per month 
to advertise one of the two products. On the basis of past experience, the manager estimates 
that additional advertising will increase the sales of either product by $100,000. On which 
product should the manager focus this advertising campaign? Explain. 


f. Top management is considering investing several million dollars to expand operations in 
one of its two sales territories. The expansion would increase the traceable fixed costs to the 
expanded territory in proportion to its increase in sales. Which territory would be the best 
candidate for this investment? Explain. 


103 PROBLEM 22.5B Shown below are responsibility income statements for Sotheby, Inc., for the month of June. 
Analysis of 
through Responsibility Income 
Statements Investment Centers 
os Sotheby, Inc. Division 1 Division 2 
Dollars % Dollars % Dollars % 
Sales) cick ate cheese ed $500,000 100% $340,000 100% $160,000 100% 
Variable costs............ 302,000 60 238,000 70 64,000 40 
Contribution margin ....... $198,000 40% $102,000 30% $ 96,000 60% 
Fixed costs traceable to 
divisions .............. 132,000 26 68,000 20 64,000 40 
Division responsibility 
margin .............-. $ 66,000 138% $ 34,000 10%  $ 32,000 20% 
Common fixed costs ...... 46,000 9 
Income from operations ....  $ 20,000 4% 


Profit Centers 


Division 1 Product C Product D 
Dollars % Dollars % Dollars % 

Sales .............00005 $340,000 100% $120,000 100% $220,000 100% 
Variable costs............ 238,000 70 60,000 50 178,000 81 
Contribution margin ....... $102,000 30%  $ 60,000 50%  $ 42,000 19% 
Fixed costs traceable to 

PrOdUCIS: see coated ed 48,000 14 28,000 23 20,000 9 
Product responsibility 

MANGIN: 444002 cdeadseas $ 54,000 16% $ 32,000 27%  $ 22,000 10% 
Common fixed costs ...... 20,000 6 
Responsibility margin for 

division .............0. $ 34,000 10% 


Instructions 

a. The company plans to initiate an advertising campaign for one of the two products in Division 1. 
The campaign would cost $8,000 per month and is expected to increase the sales of whichever 
product is advertised by $25,000 per month. Compute the expected increase in the responsibil- 
ity margin of Division 1 assuming (1) that product C is advertised, and (2) that product D is 
advertised. 


b. Assume that the sales of both products by Division | are equal to total manufacturing capacity. 
To increase sales of either product, the company must increase manufacturing facilities, which 
means an increase in traceable fixed costs in approximate proportion to the expected increase 
in sales. In this case, which product line would you recommend expanding? Explain. 


c. The income statement for Division | includes $20,000 in common fixed costs. What happens 
to these fixed costs in the income statements for Sotheby, Inc.? 


d. Assume that in November the monthly sales in Division 2 increase to $200,000. Prepare an 
income statement for Sotheby, Inc., by division in the format illustrated above. What is the 
expected effect of this change on the operating income of the company? 
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L083 PROBLEM 22.6B Foot B, Inc., is a small manufacturer of professional football equipment. The company has 
Evaluating an two divisions: the Pad Division and the Helmet Division. Data for the month of June are as 
throush nporofitable Business _ follows: 
Center 
LOS 
Profit Centers 
Entire Pad Helmet 
Company Division Division 
SalOS: ouaGens fides peuives tee 4 Pena does $70,000 $30,000 $40,000 
Variable: costs:..s ¢.cccauees eee taon saved was Paces 30,000 15,000 15,000 
Contribution margin ....... 2.06. c cece eee $40,000 $15,000 $25,000 
Traceable fixed costs ..c.06e ess hoe ee yew ene bee ee 30,000 18,000 12,000 
Division responsibility margin ...............0.005- $10,000 $(3,000) $13,000 
Common fixed costs ............0. 00.0.2 e eee eee 4,000 
Monthly operating income .....................0-. $ 6,000 


Jacques, the company’s chief financial officer since June | of the current year, wants to close 
the unprofitable Pad Division. He believes that doing so will benefit Foot B and benefit him, 
given that his end-of-year bonus is to be based on the company’s overall operating income. In a 
recent interview, Jacques summarized his business philosophy as follows: “A company is only 
as strong as its least profitable segment. As long as I’m at the financial helm, only the strongest 
shall survive at Foot B.” 


Instructions 


a. Had the Pad Division been closed on June 1, what would the company’s operating income for 
the month have been? 


b. After learning about Jacques’s business philosophy, the Pad Division’s director of marketing 
made the following statement: “Jacques may understand numbers, but he doesn’t understand 
the complementary relationship between pads and helmets, nor the seasonal nature of our 
business.” What did the director of marketing mean by this statement? How might such infor- 
mation influence Jacques’s assessment of the company’s Pad Division? 


c. By how much would the Pad Division’s monthly sales have to increase for it to generate a 
positive responsibility margin of $2,000 in any given month? Show all your computations. 


01 PROBLEM 22.7B Eastrise Corporation has two divisions: the Motor Division and the Mower Division. The Motor 
Transfer Pricing Division supplies the motors used by the Mower Division. The Mower Division produces approxi- 
Decisions mately 10,000 mowers annually. Thus, it receives 10,000 motors from the Motor Division each 

LOG year. The market price of these motors is $400. The total variable cost of the mower is $220 per 


unit. The market price of the mower is $600. The unit variable cost of each mower, excluding the 
cost of the motor, is $100. 

The Motor Division is currently operating at full capacity, producing 30,000 motors per year 
(10,000 of which are transferred to the Mower Division). The demand for the motors is so great 
that all 30,000 units could be sold to outside customers if the Mower Division acquired its motors 
elsewhere. The Motor Division uses the full market price of $400 as the transfer price charged to 
the Mower Division. 

The manager of the Mower Division asserts that the Motor Division benefits from the inter- 
company transfers because of reduced advertising costs. As a result, he wants to negotiate a lower 
transfer price of $380 per unit. 


Instructions 


a. Compute the contribution margin earned annually by each division and by the company as a 
whole using the current transfer price. 


b. Compute the contribution margin that would be earned annually by each division and by the 
company as a whole if the discounted transfer price were used. 


c. The transfer price charged to the Mower Division is $400, which is the market price of the 
motor. Why is manufacturing cost not a satisfactory transfer price for the Motor Division? 
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101 PROBLEM 22.8B Westminster Inc. produces clocks and has two divisions: the Frames Division and the Works Divi- 
Transfer Pricing sion. The Frames Division produces the outside casings for clocks, which it sells to the outside 
Decisions market. The casing for the desktop grandfather clock sells for $135. The casing has variable costs 

LOG per unit of $72 and fixed costs of $280,000, based on monthly production of 5,500 casings. Each 


casing could be sold to outside customers by the Frames Division, as casings are in high demand. 
The Frames Division has no idle capacity. 

The Works Division uses the casing in the production of the desktop grandfather clock, one 
of its most popular clocks. The market price of a desktop grandfather clock is $275. The Works 
Division can acquire casings from outside suppliers for $140. The manager of the Works Division 
is interested in purchasing 3,000 casings from the Frames Division, but he wants to negotiate for 
a lower transfer price of $130. The current transfer price for a casing is the full market price of 
$135. The fixed costs in producing desktop grandfather clocks are $104,000, and the variable cost 
of producing a clock is $85, excluding the cost of the casing. 


Instructions 


a. What is the operating profit before tax for each division using the market transfer price of 
S135? 


b. What is the operating profit before tax for each division using the transfer price of $130, as 
suggested by the manager of the Works Division? 


c. How is the company’s net income affected under the two transfer pricing scenarios? 


d. Would it be more beneficial to the company if the Frames Division sold casings externally and 
the Works Division purchased casings from an outside supplier? Show your calculations. 


Critical Thinking Cases 


L01. CASE 22.1 You have just been hired as the controller of Land’s End Hotel. The hotel prepares monthly respon- 
Allocating Fixed Costs _ Sibility income statements in which all fixed costs are allocated among the various profit centers in 
to Responsibility the hotel, based on the relative amounts of revenue generated by each profit center. 

= Centers Robert Chamberlain, manager of the hotel dining room, argues that this approach understates 


the profitability of his department. “Through developing a reputation as a fine restaurant, the din- 
ing room has significantly increased its revenue. Yet the more revenue we earn, the larger the 
percentage of the hotel’s operating costs that are charged against our department. Also, whenever 
vacancies go up, rental revenue goes down, and the dining room is charged with a still greater 
percentage of overall operating costs. Our strong performance is concealed by poor performance 
in departments responsible for keeping occupancy rates up.” Chamberlain suggests that fixed costs 
relating to the hotel should be allocated among the profit centers based on the number of square 
feet occupied by each department. 

Debra Mettenburg, manager of the Sunset Lounge, objects to Chamberlain’s proposal. She 
points out that the lounge is very big, because it is designed for hotel guests to read, relax, and 
watch the sunset. Although the lounge does serve drinks, the revenue earned in the lounge is small 
in relation to its square footage. Many guests just come to the lounge for the free hors d’ oeuvres 
and don’t even order a drink. Chamberlain’s proposal would cause the lounge to appear unprofit- 
able, yet a hotel must have some “open space” for its guests to sit and relax. 
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Instructions 

With a group of students: 

a. Separately evaluate the points raised by each of the two managers. 

b. Suggest an approach to allocating the hotel’s fixed costs among the various profit centers. 


01 CASE 22.2 Osborn Diversified Products, Inc., is a billion-dollar manufacturing company with headquarters in 

An Ethical Dilemma Dayton, Ohio. The company has 15 divisions, two of which are the Battery Division and the Golf 
Cart Division. The company’s Battery Division supplies the Golf Cart Division with batteries used 
to power electric carts. 

Jim Peterson, age 45, is the general manager of the Battery Division. Jim has been with the 
company for 18 years and has done a remarkable job managing his operations. Unfortunately, due 
to health reasons, his physician has ordered that he take early retirement effective immediately. Jim 
is the single parent of a daughter who is currently a sophomore at a private university in Boston. 
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Sara Morrison, age 65, is the general manager of the Golf Cart Division. She has been with 
the company for 40 years and has been subjected to intense ridicule regarding her performance. 
In a fit of rage, the company’s CEO recently told Sara: “I regret the day I ever promoted a woman 
to division manager.” Sara and her husband, Rob, are independently wealthy with a net worth in 
excess of $20 million. She will happily retire from the company with a full pension in several months. 

Both Jim and Sara receive bonuses based on the responsibility margins earned by their respec- 
tive divisions. However, Jim’s contract specifies that his bonus is to be calculated net of any inter- 
company transactions. Thus, his bonus is based on the Battery Division’s segment margin less that 
portion earned from selling batteries to the Golf Cart Division. 

Due to an undetected computer error, Jim’s recent bonus was not calculated net of inter- 
company transactions. As such, the bonus was approximately $40,000 more than it should have 
been. Jim is the only division manager affected by the error. No one else in the company is 
aware that the error occurred. In view of Jim’s personal situation, his attorney has advised 
him—off the record—to keep the money because the probability of the mistake being detected 
is extremely remote. Due to the design of the company’s responsibility accounting system, the 
only person likely to ever detect the error is Sara, and the chance that she will do so prior to her 
retirement is slim. 


Instructions 
Have a group discussion and come to an agreement on the following issues: 


a. Will this billion-dollar company be significantly damaged by the error in computing Jim’s 
bonus? If you were in Jim’s situation, what would you do? Defend your answer. 


b. Assume that Sara becomes aware of the error one week prior to her retirement. She remains 
bitter over the criticism and sexist remarks she has received from the company’s CEO, yet she 
is basically an honest person. What would you do if you were Sara? 


c. Is it ethical for Jim’s attorney to suggest—albeit off the record—that Jim keep the money? 
What would you do if you were Jim’s attorney? 


d. Assume that you are Jim’s daughter, who attends a private Boston university. You have 
learned that the only chance your father has of keeping you enrolled at this prestigious insti- 
tution is to subsidize your tuition with the excess $40,000 he received from his company. 
However, if you were to transfer back to Ohio and live at home, there would be sufficient 
funds to pay for your education. What would you do in this situation? Defend your answer. 


Researchers suggest that many angioplasties and implanted cardiac pacemaker surgeries done 
in the United States each year are medically unwarranted. The additional risk to patients’ 
health posed by these surgeries and the high cost of health care that result are an obvious con- 
cern to those who are trying to balance the risks and benefits in health care decisions. However, 
the financial stakes are very high because Boston Scientific Corp. and Johnson & Johnson and 
other companies that make pacemakers and the stents for angioplasties earn significant profits 
on them. In addition, these cardiac-related surgeries help make cardiac units some of the most 
profitable responsibility centers in hospitals. 


Instructions 


a. The paragraph above states that cardiac surgery is a profit center for hospitals. List three or 
four other profit centers that might be found in a hospital. List at least three cost centers. 


b. Write a short paragraph identifying the ethical issues that are related to designating a sur- 
gery procedure as a “profit center.’ Consider how these problems could be avoided within the 
responsibility center framework. 


General Mills produces and sells a variety of food products in numerous countries. Access its 
home page and look at the company overview at the following address: 
www.generalmills.com 


Now consider Kirby Company. It manufactures and sells one product line—vacuum cleaners and 
their accessories. Access its home page at the following address: 


www.kirby.com 
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Instructions 


a. On the basis of information from the Web site, how would you divide General Mills into 
responsibility centers? Give examples of possible investment centers, profit centers, and cost 
centers. 


b. On the basis of information from the Web site, how would you divide Kirby into responsibil- 
ity centers? Give examples of possible investment centers, profit centers, and cost centers. 


c. What organizational factors might account for the differences between the two firms’ respon- 
sibility center systems? 


Internet sites are time and date sensitive. It is the purpose of these exercises to have you explore 
the Internet. You may need to use the Yahoo! search engine http://www.yahoo.com (or another 
favorite search engine) to find a company’s current Web address. 


Ethical dilemmas often face university and college administrators as they attempt to provide stu- 
dents with services and products to make college life easier. For example, the University of Min- 
nesota issues “U Cards” to students. U Cards are a multipurpose ID that serves as a library and 
security card. Students have the option to open a checking account and use the U Card’s debit and 
ATM features. The University of Minnesota has a contract with TCF Financial Corporation where 
TCE pays for the cards and also makes other contributions to the university (the new football sta- 
dium is named the TCF Bank Stadium). 

Critics contend these types of deals are fraught with potential conflicts of interest. For example, 
recent scandals have occurred in which university financial aid officers were caught accepting free 
meals, tips, and shares of company stock. Some university and college administrators believe there 
is a problem that stems from considering every point of contact with students as a potential profit 
center. 


Answers to Self-Test Questions 
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AFTER STUDYING THIS CHAPTER, YOU SHOULD BE ABLE TO: 


L01 


LO2 


LO3 


L04 


L05 


LOG 


Explain how a company can be “profit rich, yet cash poor.” 


Discuss the benefits that a company may derive from a formal budgeting process. 


Explain two philosophies that may be used in setting budgeted amounts. 


Describe the elements of a master budget. 


Prepare the budgets and supporting schedules included in a master budget. 


Prepare a flexible budget and explain its uses. 


The family-owned company that makes the famous Louisville Slugger® 
baseball bat, Hillerich & Bradsby Co., began as a woodworking shop in 1856, 
making everything from balustrades to bedposts. By 1875, the little company 
was employing 20 people. According to company legend, the first pro bat 
was turned in 1884 for Pete Browning, a star on Louisville’s professional 
American Association team—the Eclipse. One of Browning’s nicknames was 
“The Louisville Slugger.” 

Hillerich & Bradsby increased the success of the Louisville Slugger® bat 
by allowing amateur baseball players to purchase the bat model of their 
favorite big-league player. In 1915 the Louisville Slugger first appeared in 
a youth-size model and in 1919 the company launched its first national 
advertising campaign. Just four years later, the company was producing 
one million bats a year. 

In 1954, Hillerich & Bradsby purchased a Pennsylvania timber company 
to ensure an adequate supply of high-quality white ash for their bats. In 
1970, the company began making aluminum baseball bats and, in 1975, 
they began selling baseball and softball gloves. In 2009, Hillerich & Bradsby 
celebrated the 125th anniversary of the Louisville Slugger®. 

The above discussion shows the challenges firms face when they evolve 
from a small enterprise to a large company. Ensuring sources of supply and 
introducing new products require careful planning. The focus of this chapter, 
budgeting, is a key component of successful company growth. Operational 


budgeting is critical for long-term company viability. 
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Companies such as Hillerich & Bradsby use the budget (1) to assign decision-making 
authority over the company’s resources, (2) to coordinate and implement plans, and (3) to hold 
employees accountable for the results of their decision making. 

In this chapter, we show you how to construct responsibility budgets and use those 
budgets to assign decision-making authority and hold employees accountable for their deci- 
sions. After describing the master budget and its many components in detail, we go on 
to explain how to use the master budget as a means to implement planning and control 
through flexible budgeting. By the time you finish studying this chapter, you should appre- 
ciate the role of budgeting as a cornerstone of successful business activity. 


Profit Rich, Yet Cash Poor 


In January 2010, Nancy Conrad founded Network Technologies, Inc. (NTI). NTI manufac- 
tures a screening device designed to safeguard personal computers against viruses transmitted 
through networks. Unlike disinfectant programs that remove viruses from infected hard 
drives, the NTI product actually screens all incoming network transmissions. If a virus is 
detected, it is destroyed before it can infect a computer’s hard drive and cause damage to files. 

Operating from a small manufacturing facility in Baltimore, NTI struggled through its first 
nine months of operations. However, the company experienced a very strong fourth quarter 
and managed to finish the year with total sales of $900,000 and a net income of $144,000. 

The following profitability measures were taken from NTT’s financial report for the year 
ended December 31, 2010: 


Industry 
Selected Profitability Measures NTI Average 
Gross profit percentage (gross profit + sales) ....................... 60% 45% 
Net income percentage (net income + sales) ....................... 16 12 
Return on equity (net income + average shareholders’ equity).......... 29 18 
Return on assets (net income + average total assets)................. 5 14 


Even though NTI appears to be profitable relative to industry averages, it is plagued by 
severe cash flow problems. In fact, for the year ending December 31, 2010, NTI reported a 
$250,000 negative cash flow from operations. Unable to obtain additional bank credit, Conrad 
loaned her company $36,000 on January 1, 2011, so that payroll checks would clear. 

The liquidity measures presented below were also taken from NTI’s December 31, 2010, 
financial report. Unlike the profitability measures, these measures are all well below industry 
averages. 


Industry 
Selected Liquidity Measures NTI Average 
Current ratio (current assets + current liabilities) ..................-.. 1.4 2.4 
Quick ratio (quick assets + current liabilities) .....................-... 0.6 le 
Inventory turnover (cost of goods sold + average inventory) ............ 2.2 7.3 
Accounts receivable turnover (net sales + average receivables) ......... 4.5 8.0 


What we see happening at NTI is a dilemma common to many businesses. In short, the 
company is profit rich, yet cash poor. How can a profitable business experience cash flow 
problems? Surprisingly, we will see that this condition often stems from rapid growth. 


OPERATING CASH FLOWS: THE LIFEBLOOD OF SURVIVAL 


In response to a surge in demand experienced in the fourth quarter of 2010, NTI disbursed 
large sums of cash to manufacture goods available for sale. NTI’s cash was literally 
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tied up in direct materials, work in process, and finished goods inventories as units were 
produced. Furthermore, as these goods were sold, cash remained tied up in accounts receiv- 
able. Exhibit 23—1 shows NTI’s operating cycle and illustrates the cause and severity of 
its cash flow problems.! 


Cash 


247 
days 


As shown, NTI’s operating cycle during 2010 averaged 247 days.” In other words, cash 
was tied up in inventory and receivables for 247 days before converting back into cash. 
Throughout its operating cycle, however, payrolls, materials purchases, debt service, and 
overhead costs all required disbursements of cash on a timely basis (for example, 30 days). 
No wonder NTI’s 2010 statement of cash flows reported a $250,000 negative cash flow from 
operations! 

Fortunately, if NTI develops a comprehensive plan to control its operating activities, it may 
be possible to correct these cash flow problems. Such a plan is referred to as a master bud- 
get. In the sections that follow, we will introduce and discuss the budgeting process in detail. 
Then, later in the chapter, we will return to the NTI illustration and develop a master budget 
for its operations in 2011. 


Budgeting: The Basis for Planning and Control 


A budget is a comprehensive financial plan setting forth the expected route for achieving the 
financial and operational goals of an organization. Budgeting is an essential step in effective 
financial planning. Even the smallest business will benefit from preparing a formal written 
plan for its future operations, including the expected levels of sales, expenses, net income, 
cash receipts, and cash outlays. 

The use of a budget is a key element of financial planning and it assists managers in control- 
ling costs. Managers compare actual costs with the budgeted amounts and take corrective action 
as necessary. Thus, controlling costs means keeping actual costs in line with the financial plan. 


' The operating cycle of a manufacturing firm is the average time period between the purchase of direct 
materials and the conversion of these materials back into cash. 

> NTI’s operating cycle of 247 days is equal to the number of days required to turn over inventory 

(365 days + 2.2 inventory turnover = 166 days) plus the number of days required to turn over accounts 
receivable (365 days + 4.5 accounts receivable turnover = 81 days). 
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Exhibit 23-1 
NTI’S OPERATING CYCLE 


Note long operating cycle rs 
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Virtually all economic entities—businesses, governmental agencies, universities, churches, 
and individuals—engage in some form of budgeting. For example, a college student with lim- 
ited financial resources may prepare a list of expected monthly cash payments to see that she 
does not exceed expected monthly cash receipts. This list is a simple form of a cash budget. 

While all businesses engage in some degree of planning, the extent to which plans are 
formalized in written budgets varies from one business to another. Large, well-managed 
companies generally have carefully developed budgets for every aspect of their operations. 
Inadequate or sloppy budgeting is a characteristic of companies with weak or inexperienced 
management. 


INTERNATIONAL 


Operational budgeting for multinational companies can be very complex. For example, 
Yahoo! has global operations in more than 25 worldwide locations and offerings are avail- 
able in more than 30 languages. Because Yahoo! collects revenue and pays expenses in 
foreign currencies, Yahoo! experiences foreign exchange rate fluctuation risks. Managers 
try to forecast exchange rates during the budgeting period and undertake measures that 
manage the impact of the exchange rate changes on the revenue, assets, liabilities, and 
expenses incurred in these foreign currencies. 


BENEFITS DERIVED FROM BUDGETING 


A budget is a forecast of future events. In fact, the process of budgeting is often called finan- 
cial forecasting. Careful planning and preparation of a formal budget benefit a company in 
many ways, including the following: 


1. Enhanced management responsibility. On a day-to-day basis, most managers focus their 
attention on the routine problems of running the business. In preparing a budget, however, 
managers are forced to consider all aspects of a company’s internal activities and to make 
estimates of future economic conditions, including costs, interest rates, demand for the 
company’s products, and the level of competition. Thus, budgeting increases manage- 
ment’s awareness of the company’s external economic environment. 

2. Assignment of decision-making responsibilities. Because the budget shows the expected 
results of future operations, management is forewarned of and responsible for financial 
problems. If, for example, the budget shows that the company will run short of cash during 
the summer months, the responsible manager has advance warning to hold down expendi- 
tures or obtain additional financing. 


3. Coordination of activities. Preparation of a budget provides management with an oppor- 
tunity to coordinate the activities of the various departments within the business. For 
example, the production department should be budgeted to produce approximately the 
same quantity of goods the sales department is budgeted to sell. A written budget shows 
department managers in quantitative terms exactly what is expected of their departments 
during the upcoming period. 

4. Performance evaluation. Budgets show the expected costs and expenses for each depart- 
ment as well as the expected output, such as revenue to be earned or units to be produced. 
Thus, the budgets provide a yardstick with which each department’s actual performance 
may be measured. 


ESTABLISHING BUDGETED AMOUNTS 


Comparisons of actual performance with budgeted amounts are widely used in evaluating the 
performance of departments and department managers. Two basic philosophies prevail today that 
dictate the levels at which budgeted amounts should be set. We identify these philosophies as 
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(1) the behavioral approach and (2) the total quality management approach. We first discuss the 
behavioral approach, which currently is the more widely used budgeting philosophy. 


The Behavioral Approach The assumption underlying the behavioral approach is 
that managers will be most highly motivated if they view the budget as a fair basis for evalu- 
ating a responsibility center’s performance. Therefore, budgeted amounts are set at reason- 
able and achievable levels; that is, at levels that can be achieved through reasonably efficient 
operations. A department that operates in a highly efficient manner should be able to exceed 
the budgeted level of performance. Failure to stay within the budget, in contrast, is viewed as 
an unacceptable level of performance. 


You as Vice President of 
Production and Sales 


YOUR TURN 


Assume that you are vice president for production and sales at NTI. Your department 
is a profit center and is evaluated on profits. Profit goals are set for each quarter during 
the year. You, your sales manager, Bob Poole, and your production manager, Joe Reco, 
share a $1,500 bonus each quarter you are able to meet your profit goal. Halfway through 
the second quarter of 2011, it becomes clear that the department will not be able to meet 
its profit goal for the second quarter. Bob suggests that he could “move” the booking of 
some sales from quarter two to quarter three to increase the likelihood of earning the 
quarter-three bonus. Joe also suggests using some additional resources during the sec- 
ond quarter to get a head start on meeting the third-quarter profit goals. Joe states, “If we 
use overtime labor during the second quarter to increase inventory of finished goods, then 
our costs in quarter three will be lower and we will be more likely to meet our profit goal 
and earn the quarter-three bonus.” What will you say to Joe and Bob? 


(See our comments on the Online Learning Center Web site.) 


The Total Quality Management Approach A basic premise of total qual- 
ity management is that every individual and segment of the organization should strive for 
improvement constantly. The entire organization is committed to the goal of completely 
eliminating inefficiency and non-value-added activities. In short, the organization strives to 
achieve perfection across its entire value chain. 

As a step toward achieving this goal, budgeted amounts may be set at levels representing 
absolute efficiency. Departments generally will fall somewhat short of achieving this level 
of performance. However, even small failures to achieve the budgeted performance serve to 
direct management’s attention toward those areas in which there is room for improvement. 


Selecting and Using a Budgeting Approach The approach used in setting 
budgeted amounts reflects the philosophy and goals of top management. Under either approach, 
however, managers should participate actively in the budgeting process. Department managers 
generally are the best source of information about the levels of performance that can be 
achieved within their departments. These managers also should understand both the intended 
purpose of the budget and the philosophy underlying the development of budgeted amounts. 

In comparing actual performance with budgeted amounts, top management should consider 
the philosophy used in developing the budgeted amounts. If a behavioral approach is employed, a 
highly efficient unit may exceed the budgeted level of performance. If a total quality management 
approach is used, a highly efficient unit should fall slightly short of the budget standards. 

In the remainder of this chapter and in our assignment material, we will assume that bud- 
geted amounts are set at reasonable and achievable levels (that is, the behavioral approach). 
Using this approach enables us to illustrate and discuss actual levels of performance both 
above and below budgeted levels. 
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Ethics, Fraud & Corporate Governance 


Although we discuss budgets within the context of for- 
profit entities, the budgeting process is just as important for 
governmental and not-for-profit entities. Budgets are often 
included in documents given to investors when governmental 
or not-for-profit entities seek to obtain debt financing. 
Material misstatements in these budgets act as a fraud upon 
the purchasers of bonds issued by governmental or not-for- 
profit entities and expose both individuals and organizations 
to civil and criminal prosecution. 

The Securities and Exchange Commission (SEC) brought 
an enforcement action against the former chief administrative 
officer (i.e., the city manager) of the city of Miami for 
including fraudulent budgetary numbers in bond offering 
documents provided to potential investors. In preparing its 
1995 general fund budget, the city of Miami was initially facing 
a $15.8 million budget deficit. The city was able to reduce 
this preliminary deficit by $6.8 million through increases 
in property taxes, asset sales, and additional revenue from 
various licenses and permits. The city was not able to reduce 
the remaining $9 million deficit through additional revenue 
and was unwilling to reduce city operating expenses (1.e., 
cut services to constituents). The city ostensibly balanced its 
budget by including an expected payment of $9 million from 
the federal government under the Violent Crime Control and 
Law Enforcement Act of 1994. 

The Violent Crime Control and Law Enforcement Act 
(VCCLEA), as initially drafted, would have provided lump 


sum grants in fiscal year 1995 to local governments for 
fighting crime. A report issued by a municipal lobbying group 
projected that the city of Miami would receive $9 million in 
1995 under the VCCLEA. However, the final version of the 
VCCLEA reduced funding to local governments, provided 
for funding over five years rather than in a lump sum, and 
delayed the initial year of funding to fiscal year 1996. The 
city manager of Miami was aware of these changes to the 
final version of the VCCLEA. Yet he submitted his 1995 
budget to Miami’s city commission for approval with the 
$9 million still included in the budget. The city commission 
approved the budget, and the city’s general fund budget was 
included in offering documents provided to potential bond 
investors. The general fund budget included in these debt 
offering documents was materially misstated, as the city of 
Miami did not have a balanced budget for fiscal year 1995; 
rather 57 percent—$9 million of the city’s $15.8 million of 
projected revenue—was based on a source of funds that the 
city manager knew, or was reckless in not knowing, that the 
city of Miami would not receive. 

The SEC settled these charges with the city manager by 
entering into a cease-and-desist order. The city manager 
of Miami agreed to cease and desist (stop) from any future 
violations of the securities laws. The penalty meted out in 
this case by the SEC was relatively mild, but future violations 
of the cease-and-desist order will be quite serious and will 
expose violators to more severe legal consequences. 


THE BUDGET PERIOD 


As a general rule, the period covered by a budget should be long enough to show the effect of 
management policies but short enough so that estimates can be made with reasonable accu- 
racy. This suggests that different types of budgets should be made for different time spans. 
Capital expenditures budgets, which summarize plans for major investments in plant and 
equipment, might be prepared to cover plans for as long as 5 to 10 years. Projects such as build- 


ing a new factory or an oil refinery require many years of planning and expenditures 
before the new facilities are ready for use. 

Most operating budgets and financial budgets cover a period of one fiscal year. 
Companies often divide these annual budgets into four quarters, with budgeted 
figures for each quarter. The first quarter is then subdivided into budget targets for 
each month, while only quarterly figures are shown for the next three quarters. As 
the end of each quarter nears, the budget for the next quarter is reviewed, revised 
for any changes in economic conditions, and divided into monthly budget targets. 
This process assures that the budget is reviewed at least several times each year 
and that the budgeted figures for the months just ahead are based on current con- 
ditions and estimates. In addition, budgeted figures for relatively short periods of 
time enable managers to compare actual performance to the budget without wait- 
ing until year-end. 

An increasing number of companies, like IKEA, use rolling budgeting, whereby 
a new quarter or month is added to the end of the budget as the current quarter or 
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month draws to a close. Thus, the budget always covers the upcoming 12 months. One advan- 
tage of rolling budgeting is that it stabilizes the planning horizon at one year ahead. Under the 
fiscal year approach, the planning period becomes shorter as the year progresses. Also, rolling 
budgeting forces managers into a continuous review and reassessment of the budget estimates 
and the company’s current progress. 


THE MASTER BUDGET: A PACKAGE OF RELATED BUDGETS 


The “budget” is not a single document. Rather, the master budget consists of a number of 
interrelated budgets that collectively summarize all the planned activities of the business. The 
elements of a master budget vary depending on the size and nature of the business. A typical 
master budget for a manufacturing company would include the following: 


1. Operating budgets 2. Financial budgets 


a. Sales budget a. Budgeted income statement 


b. Production budgets including . Budgeted balance sheet 


b 
* Units to produce c. Budgeted cash flows statement? 
d 


¢ Direct materials . Capital expenditures budget 


¢ Direct labor 

¢ Overhead 
c. Cost of goods manufactured and sold budget 
d. Selling and administrative expense budget 

e Marketing 

e Administrative expenses 

e Research and development 
e. Cash budget 


Some elements of the master budget are organized by responsibility center. The budgeted 
income statement, for example, indicates the budgeted revenue and expenses of each profit cen- 
ter. The cash budget shows the budgeted cash flows for each cost center as well as each revenue 
center. The production schedule and manufacturing cost budget indicate the unit production and 
manufacturing costs budgeted for each production process. The portion of the budget relating to 
an individual responsibility center is called a responsibility budget. As explained in Chapter 22, 
responsibility budgets are an important element of a responsibility accounting system. 

The many budgets and schedules making up the master budget are closely interrelated. 
Some of these relationships are illustrated in Exhibit 23-2 on the following page. Our dis- 
cussion relates to two categories of budgets, operating and financial. Operating budgets are 
internal working budgets used by employees of the company. On the other hand, financial 
budget information is more externally focused and more likely to be shared with creditors, 
investors, customers, labor unions, and so forth. Exhibit 23—2 shows that operating and finan- 
cial budgets are closely linked. As we discuss NTI’s 2011 budgets, you will see specifically 
how the operating and financial budgets link together. To help you follow our discussion in 
the remainder of this chapter, operating or financial budget exhibits will have either a blue or 
green background, respectively, the same colors shown in Exhibit 23-2. 


STEPS IN PREPARING A MASTER BUDGET 


Some parts of the master budget should not be prepared until other parts have been com- 
pleted. For example, the budgeted financial statements are not prepared until the sales, manu- 
facturing, and operating expense budgets are available. This is the logical sequence of steps 
for preparing the annual elements of the master budget: 


1. Prepare a sales forecast. The sales forecast is the starting point in the preparation of a mas- 
ter budget. This forecast is based on a business strategic plan, past experience, estimates of 


3 The budgeted cash flows statement and capital expenditures budget are not covered in this chapter. The 
focus in this chapter is on operational budgets and their relationships to the budgeted income statement 
and balance sheet. Capital expenditures are discussed in Chapter 26 and budgeted cash flows statements 
are covered in more advanced accounting courses. 
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Exhibit 23-2 ORGANIZATIONAL BUDGETING 


general business and economic conditions, and expected levels of competition. A forecast 
of the expected level of sales is a prerequisite to scheduling production and to budgeting 
revenue and variable costs. The arrows in Exhibit 23—2 indicate that information flows 
from this forecast into several other budgets. 

2. Prepare budgets for production, manufacturing costs, and operating expenses. Once the 
level of sales has been forecast, production may be scheduled and estimates made of the 
expected manufacturing costs and operating expenses for the year. These elements of 
the master budget depend on both the level of sales and cost-volume relationships. 

3. Prepare a budgeted income statement. The budgeted income statement is based on the 
sales forecast, the manufacturing costs comprising the cost of goods sold, and the budgeted 
operating expenses. 

4. Prepare a cash budget. The cash budget is a forecast of the cash receipts and cash payments 
for the budget period. The cash budget is affected by many of the other budget estimates. 


The budgeted level of cash receipts depends on the sales forecast, credit terms offered by the 
company, and the company’s experience in collecting accounts receivable from customers. Bud- 
geted cash payments depend on the forecasts of manufacturing costs, operating expenses, and 
capital expenditures, as well as the credit terms offered by suppliers. Anticipated borrowing, debt 
repayment, cash dividends, and issuance of capital stock also are reflected in the cash budget. 
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5. Prepare a budgeted balance sheet. A projected balance sheet cannot be prepared until the 
effects of cash transactions on various asset, liability, and owners’ equity accounts have 
been determined. In addition, the balance sheet is affected by budgeted capital expendi- 
tures and budgeted net income. 


The capital expenditures budget covers a span of many years. This budget is continuously 
reviewed and updated, but usually it is not prepared anew on an annual basis. 


PREPARING THE MASTER BUDGET: AN ILLUSTRATION 


Let us now return to the NTI illustration introduced at the beginning of the chapter. Even 


though the company’s first year of operations was profitable, NTI experienced significant Learning Objective 


cash flow problems due to rapid sales growth in the fourth quarter of 2010. Prepare the budgets and 

We will now develop NTI’s master budget for 2011. A primary objective of this process is supporting schedules 
to help NTI avoid the cash flow problems experienced during 2010. Shown in Exhibit 23-3 is 
the company’s balance sheet, dated January 1, 2011. 


included in a master budget. 


Exhibit 23-3 


NTI 
BALANCE SHEET NTI’S BALANCE SHEET AT 
JANUARY 1, 2011 THE BEGINNING OF 2011 
Assets 
Current assets: 
(GFIG) alesse aan rah on dia eee TRICE on acl CEES GLA Tua once EN EER GUA EN Cocca Bert Noe LAPT $ 10,000 
Receivables. ccs cererecse cess ensestsereanenuvectwusirend usa ute rugeciA wus ior tues curs musralA Reeeenss 225,000 
Inventories (FIFO method) 
Direct Materials (8,000 units) ............-..-. eee eee eee $ 60,000 
Finis axeve! (Efereroks ((S}(000) WINS) osu cccsaaceccnennscaneecdace 240,000 300,000 
PrepaVvimentSie.tevsnuseac cater yccrusner ue ssteea de anche tustcrsarycheyewateenn peta auraaver 5,000 
Motalicurrent:aSSetSs em c.ncw ence aces ewer sens ett oneeevateads meeeeetaen $540,000 
Plant and equipment: 
EUilclinrss etic [Se USMMEM «no cneadnenannansndadneadansemnnen $420,000 
Less: Accumulated Depreciation (straight line method) ......... 20,000 
Motaliplant:amcdkequipmmentbeccececscareccceenc icp ratcosus ey eye sucess terseeeerseereeees carne e 400,000 
MOtalkaSSEtSsvicem 2 sasccusmaterpeyatereis eat auneaente ye uaiaetel daracnamtun te eure tebe mamas eee $940,000 


Liabilities & Stockholders’ Equity 
Current liabilities: 


Notes Payable, to officer (12 months @ 12%) ..................-.+2+0--- $ 36,000 
Noes PEveloley, 1 logins (SB (nmelnins @ WG) oanacncaccsanadaunnosoaacenan 246,000 
Other Curent: Payables isc sccres tees crocuses a Neusat e a serait 50,000 
Income: Taxes!Pavabler.iavcigcec etree ces cmos Shar eaie veer gnaisen niear sense 64,000 
MotalicurnentsliabilitioSs jatar yecsceawtea ake erucres Sie cual whet eon omma ergs $396,000 
Stockholders’ equity: 
Capital Stock, no par, 10,000 shares outstanding .............. $400,000 
Retaimed Eanmings sv.seva sic camerseeverecsie tke a ctaversversane moun eseeaseeneees 144,000 544,000 
Motaliliabilitiesissstockholdersmequilyaee meen ene rn ere nee $940,000 


Sales of NTI’s product are expected to increase throughout 2011. However, the company 
will drastically cut back production during the first quarter to liquidate some of the finished 
goods inventory currently on hand. As of January 1, there is no work in process inventory. No 
capital expenditures are planned for 2011. 


OPERATING BUDGET ESTIMATES 


The first step in preparing NTI’s master budget is to develop each of its operating budgets 
for 2011. Information from these budgets will be used to prepare budgeted quarterly income 
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statements. All of the information needed to estimate budgeted income from operations comes 
from the operating budget estimates. 


Manufactu ring Cost Estimates In preparation for the budget process, Lisa Scott, 
NTI’s cost accountant, has thoroughly analyzed the company’s variable and fixed manufactur- 
ing costs. Lisa determines that direct materials consist of two specially coated disks that cost 
$7.50 each. Variable overhead is primarily the cost of burning the programs onto the disks, 
packaging the disks, and insurance on the unfinished product. Direct labor is one-eighth hour 
per disk or one-quarter hour per finished unit. She is confident that variable manufacturing 
costs per unit will not increase during 2011. Lisa also analyzes fixed overhead costs and finds 
they consist of factory rent plus $3,500 per quarter of depreciation expense on equipment. She 
also believes that fixed manufacturing overhead will hold steady at approximately $15,000 per 
quarter. On the basis of her analysis, she compiled the following manufacturing cost estimates: 


Manufacturing Cost Estimates for 2011 


Variable costs per unit manufactured: 


Directimatenialsi(2idiskse@sd72o0/CiSk) wane $ 15 
Direct labor (% hour per finished unit @ $20/hour).............-.0 eee ee eee 5 
Variable manufacturing overhead (per finished unit) ....................... 7 
Fixed manufacturing overhead (per quarter) ............-..----e sees eee ees $15,000 


The Sales Budget Bob Poole, NTI’s marketing director, is optimistic that demand 
for the company’s product will continue to grow in 2011. He estimates that sales will reach 
8,000 units in the first quarter and 10,000 units in the second quarter. Sales estimates for 
the third and fourth quarters are 30,000 units and 40,000 units, respectively. To keep its 
product affordable to a wide range of users, NTI is committed to holding its selling price per 
unit at $75 throughout the year. On the basis of this information, the sales budget shown in 
Exhibit 23—4 is prepared. 


Production Budgets Upon examining performance reports for 2010, Joe Reco, NTI’s 
production manager, concluded that he had overreacted to the rapid sales growth experienced 
in the fourth quarter. As a consequence, the company was carrying an excessive inventory of 
finished goods at the start of 2011. He immediately adopted a new policy for 2011 to increase 
inventory turnover and improve operating cash flows. The number of units in the finished 
goods inventory will be reduced and will depend on unit sales volume anticipated in the fol- 
lowing quarter. 

Joe decides that, for a given sales forecast of 10,000 units for the second quarter, the 
desired finished goods inventory at the end of the first quarter is 1,000 units. Likewise, given 
a sales forecast of 30,000 units for the third quarter, the desired finished goods inventory at 
the end of the second quarter is 3,000 units. Beginning in the third quarter, Joe has negotiated 
some delivery agreements that will allow the ending inventory to remain constant at 5,000 
units in the third and fourth quarters. Based on these projections, the unit production budget 
shown in Exhibit 23-5, Schedule A1, is created. 


Manufacturing Cost Budgets Combining the production unit estimates in 
Exhibit 23-5, Schedule Al, with the manufacturing cost estimates prepared by Lisa Scott, the 
manufacturing cost budgets shown in Exhibit 23-5, Schedules A2 through A4, are created. 
Notice the arrow between the sales budget and the production budget that shows the depen- 
dence between the budgets. Projected unit sales are the key element for constructing Schedule 
Al, which shows budgeted units of production. On the other hand, budgeted units of produc- 
tion provide the key information for constructing the remaining manufacturing cost budgets for 
direct materials, direct labor, and overhead in Schedules A2 through A4. Notice the arrows that 
show the flow of information between the parts of the production budget. For example, ending 
inventory amounts in quarter two are the beginning inventory amounts in quarter three. 
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NTI 
SALES BUDGET FOR 2011 


1st 2nd 3rd 4th 
Quarter Quarter Quarter Quarter 
Projected unit sales........... 8,000 10,000 30,000 40,000 
Sales price per unit........... $75 $75 $75 $75 
Projected revenue............ $600,000 $750,000 $2,250,000 $3,000,000 


PRODUCTION BUDGETS FOR 2011 


SCHEDULE A1: Units of Production 


1st 2nd 3rd 4th 
Quarter Quarter Quarter Quarter 
Projected unitsales .............. 8,000 <~ 10,000 30,000 40,000 
Add desired ending 
INMVEMLONY fas acute cyecemere ee 1,000 3,000 <— 5,000 5,000 
Units available forsale ............ 9,000 13,000 35,000 45,000 
Less beginning 
INVEMLONY Foz ces cat eyyaeseabelman enn 8,000 1,000 —> 3,000 5,000 
Budgeted production 
INiUN tS a ersee see eed eer ate 1,000<— 12,000 32,000 40,000 
SCHEDULE Az2: Direct Materials Budget 
Disks needed for production 
(two disks per unit) ............. 2,000<— 24,000 64,000 80,000 
Add desired ending 
INVeEMtOnyAOlGiSKS pierre yere ren eee 8,000 8,000 <— 8,000 8,000 
Disks available for 
productioneseesees eee 10,000 32,000 72,000 88,000 
Less beginning 
INVeNntOnyese eee ee oe 8,000 8,000 ‘'—>8,000 8,000 
Budgeted unit purchases 
of direct materials disks ......... 2,000 24,000 64,000 80,000 
Purchase price per unit ........... x $7.50 x $7.50 x $7.50 x $7.50 
Budgeted cost of 
purchased materials ............ $15,000 $180,000 $480,000 $600,000 
SCHEDULE A3: Direct Labor Budget 
Budgeted production ............. 1,000<— 12,000 32,000 40,000 
Eabormhours)perduii tiers ttsrrn- terns x 25 Xx .25 X .25 25 
Total hours needed............... 250 3,000 8,000 10,000 
Multiply by cost perhour........... x $20 x $20 x $20 x $20 
Budgeted direct labor cost ......... $5,000 $60,000 $160,000 $200,000 
SCHEDULE A4: Overhead Budget 
Budgeted production ............. 1,000<— 12,000 32,000 40,000 
Variable overhead cost ........... x OY 6 SO x $7 x SO 
Budgeted variable overhead cost.... $7,000 $84,000 $224,000 $280,000 
Add budgeted fixed overhead....... $15,000 $15,000 $ 15,000 $ 15,000 
Total budgeted overhead .......... $22,000 $99,000 $239,000 $295,000 


Exhibit 23-4 


NTI’S SALES BUDGET 
FOR 2011 


Exhibit 23-5 


NTI’S PRODUCTION 
BUDGETS FOR 2011 
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Cost of Goods Manufactured and Sold Budget A manufacturing 
company’s cost of goods sold is equal to its beginning finished goods inventory, plus 
the cost of goods manufactured during the period, less its ending finished goods 
inventory. 

Consequently, the budget estimates for cost of goods sold in Exhibit 23-6 are 
computed using the beginning finished goods inventory figure from the balance 
sheet in Exhibit 23-3 and information from the production budgets in Exhibit 23-5. 
Make sure you can match up the cost of goods manufactured amounts in Exhibit 23-6 
with those computed for the production budget shown in Exhibit 23-S. 


Finished Goods Inventory As mentioned, NTI recently adopted a pol- 
icy to reduce the number of units in finished goods inventory at the end of each 
quarter depending on the sales volume anticipated in the following quarter. 

Thus, applying this policy in conjunction with the production costs shown in 
Exhibit 23-5, Schedules A2 to A4, ending inventory estimates are shown in the 
supplemental schedule in Exhibit 23-6. 

Note that the budgeted manufacturing costs in the first quarter total $42.00 
per unit, compared to $28.25 per unit in the second quarter. These amounts 
differ due to a decrease in fixed manufacturing costs per unit anticipated in the second 
quarter. During the first quarter, $15,000 in fixed manufacturing costs is allocated to 1,000 
units produced (or $75.00 per unit). During the second quarter, however, $15,000 is allo- 
cated to 12,000 units produced (or $1.25 per unit). 


Selling and Administrative Expense Budget NTI’s variable operating 
expenses amount to $7.50 per unit. Most of this cost applies to sales commissions. The com- 
pany’s quarterly fixed operating expenses of $175,000 pertain primarily to the salaries of its 
officers. Based on this information, the operating expense budget in Exhibit 23—7 was prepared. 


Exhibit 23-7 NTI’S SELLING AND ADMINISTRATIVE EXPENSE BUDGET FOR 2011 


NTI 
SELLING AND ADMINISTRATIVE EXPENSE BUDGET 
FOR 2011 
1st 2nd 3rd 4th 

Quarter Quarter Quarter Quarter 

Variable operating expenses ($7.50 per unit sold)..............2.-00+-00e $ 60,000 $ 75,000 $225,000 $300,000 
Fixed operating expenses (per quarter).............-..--0-.2-e eee eee 175,000 175,000 175,000 175,000 
Total selling and administrative expenses ...........00-:0 ee eee eee eee $235,000 $250,000 $400,000 $475,000 


BUDGETED INCOME STATEMENT 


NTI’s budgeted income statements are based on estimates from Exhibits 23-4, 23-6, and 23-7. 
In addition, they include budgeted amounts for interest expense and income tax expense. Interest 
expense and income taxes are also reported in Exhibits 23-11 and 23-12, which are discussed 
later in the chapter. The following discussion explains how these figures were determined. 

The $36,000 note payable reported in the January 1, 2011, balance sheet (Exhibit 23-3) is 
the loan from NTI’s president, Nancy Conrad. The note is payable in four quarterly install- 
ments of $9,000, plus accrued interest on the outstanding balance at the end of each quarter. 
The note’s interest rate is 12 percent (or 3 percent quarterly). Thus, interest due at the end 
of the first quarter is $1,080 ($36,000 < 3%), whereas interest due at the end of the second 
quarter is only $810 ($27,000 x 3%). 

The $246,000 note payable is the remaining principal owed on a loan that originated in late 
December 2010. The note’s interest rate is 14 percent (or 3.5 percent quarterly). The entire 
$246,000, plus $8,610 in accrued interest ($246,000 X 3.5%), is due at the end of the first 
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quarter of 2011. Thus, total interest expense budgeted on notes payable for the first quarter is 
$9,690 ($1,080 plus $8,610). 

Income tax expense is budgeted at 40 percent of income before income taxes. 

On the basis of this information, we prepared the budgeted income statement shown in 
Exhibit 23-8. 


Exhibit 23-8 NTI’s 2011 BUDGETED INCOME STATEMENT 
NTI 


BUDGETED INCOME STATEMENT 
FOR EACH QUARTER IN 2011 


1st 2nd 3rd 4th 
Quarter Quarter Quarter Quarter 
Sales (Exhibit 23-4) ............ $600,000 $750,000 $2,250,000 $3,000,000 
Cost of goods sold (Exhibit 23-6) . . 240,000 296,250 826,406 1,095,469 
GrOSS: Profititemssteste eos Soe: $360,000 $453,750 $1,423,594 $1,904,531 
Less operating expenses: 
Selling and administrative 
(Exhibitt23—7) eeeeeene ee $235,000 $250,000 $400,000 $475,000 

Interest (Exhibit 23-11) ...... 9,690 244,690 810 250,810 540 400,540 270 475,270 
Operating income before tax...... $115,310 $202,940 $1,023,054 $1,429,261 
Income tax (40%) (Exhibit 23-12) . . 46,124 81,176 409,222 571,704 
Netiincome reer ieee $ 69,186 $121,764 $ 613,832 $ 857,557 


The budgeted income statement shows the effects that budgeted activities are expected to 
have on NTI’s revenue, expenses, and net income. However, it is not indicative of the com- 
pany’s cash flow expectations for 2011. Recall that during 2010 the company was profit rich, 
yet it remained cash poor. 

Now we must prepare cash budget estimates to formulate NTI’s quarterly cash flow expec- 
tations. These estimates will also help us to prepare the company’s budgeted balance sheets 
each quarter. 


CASH BUDGET ESTIMATES 


The estimates and data necessary to prepare the cash budget and budgeted balance sheets are 
called cash budget estimates. These include budgeted disbursements for payables, prepay- 
ments, debt service, and taxes. In addition, NTI must budget cash receipts from collection 
of receivables. To avoid confusing these figures with the operating budget estimates used to 
prepare the budgeted income statement, the amounts in Exhibits 23—9 through 23-13 to be 
used in the preparation of NTI’s cash budget are highlighted in red. 


Current Payables Budget Our preparation of a cash budget begins with estimating the 
portion of budgeted costs and expenses that will require cash payment in the near future. Cer- 
tain expenses will not require an outlay of cash. These include (1) expenses that result from the 
expiration of prepaid items (such as insurance policies) and (2) the depreciation of plant assets. 
However, only those costs and expenses financed by current payables (which include immediate 
cash payments as well as accounts payable and accrued expenses) will require cash payments. 
Exhibit 23-9 separates the costs and expenses financed by NTI’s current payables from 
those related to the expiration of prepayments and depreciation. The last row, labeled “Cash 
payments for current payables,” indicates the portion of current costs and expenses that 
requires cash disbursements in the near future. Examples of these items include purchases 
of direct materials (whether for cash or on account), factory payrolls, and various overhead 
costs. The amounts shown under the rows labeled “Prepayments for Insurance” and “Depre- 
ciation” are reported as expenses in the company’s budgeted income statement. However, 
these amounts do not call for future disbursements of cash. We will assume that the expired 
prepayment estimates were made based on an evaluation of the company’s insurance policies. 
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The starting point in Exhibit 23-9 is the $50,000 beginning payables balance appearing 
in NTI’s January 1, 2011, balance sheet (see Exhibit 23-3). To this amount, we add the total 
payables budgeted in Exhibits 23-5 and 23-7. The balance of current payables at the end of 
the first quarter was estimated by Paul Foss, NTI’s treasurer, after making a thorough analysis 
of suppliers’ credit terms. Note, as shown by the arrows, that the beginning balance of current 
payables for the second quarter is simply the ending balance from the first quarter. 


Prepayments Budget Exhibit 23-10 budgets the expected cash payments for pre- 
payments made during the year. For NTI, these payments involve its insurance policies. Thus, 
preparation of the schedule called for an analysis of all policies reported on the January 1, 
2011, balance sheet and the anticipated expiration of prepayments. Based on this analysis, the 
prepayments budget in Exhibit 23-10 was prepared. 


Exhibit 23-10 PREPAYMENTS BUDGET FOR NTI IN 2011 


NTI 
PREPAYMENTS BUDGET 
FOR 2011 
ist 2nd 3rd 4th 

Quarter Quarter Quarter Quarter 

Balancerat beginningiof quartehasemr atric itt irae ict: $ 5,000 ;»$ 7,000 ;»$8,000 ,»$ 9,500 
Estimated cash expenditure during quarter ...................--+--- 6,000 6,500 12,000 15,000 
Totaliprepayments: (ace-fe eee ce se eeoy cree emot aeemomeane $11,000 $13,500 $20,000 $24,500 
LESse EE oleiion Oi REEMIEMIS oosncepcconannaueapnocacapanemapa 4,000 5,500 10,500 12,000 
Prepayments atendiofiquartenae sss ss.ese nee seen sone ease $ 7,000<! $ 8000<! $9,500 </ $12,500 


Debt Service Bud get The purpose of this schedule is to summarize the cash pay- 
ments (both principal and interest) required to service NTI’s debt each quarter. NTI has two 
notes payable outstanding on January 1, 2011. 

The 12 percent, $36,000 note payable is the loan from Nancy Conrad, NTI’s president. 
The loan agreement calls for quarterly payments of $9,000 plus interest accrued on the out- 
standing balance at a quarterly rate of 3 percent. The debt service on this note in the first 
quarter equals $9,000 in principal plus interest of $1,080 ($36,000 X 3%), or a cash outlay of 
$10,080. The note’s debt service in the second quarter equals $9,000 in principal plus interest 
of $810 ($27,000 X 3%), or a cash outlay of $9,810. 

The 14 percent, $246,000 note payable is to NTI’s bank. The loan agreement calls for 
payment of the entire $246,000 at the end of the first quarter of 2011, plus interest accrued at 
a quarterly rate of 3.5 percent. Thus, the debt service on this note in the first quarter equals 
$246,000 plus interest of $8,610 ($246,000 X 3.5%), or a cash outlay of $254,6/0. There is 
no debt service cost associated with this note in the second quarter. 

As shown in Exhibit 23-11, the total debt service cash outflow is budgeted at $264,690 in the 
first quarter, $9,870 in the second quarter, and, by the end of 2011, notes payable declines to $0. 


Exhibit 23-11 NTI’'S DEBT SERVICE BUDGET FOR 2011 


NTI 
DEBT SERVICE BUDGET 
FOR 2011 
ist 2nd 3rd 4th 
Quarter Quarter Quarter Quarter 
Notes payable at the beginning of the quarter..................-... $282,000 $27,000 $18,000 , $9,000 
Interest expense for the quarter..................-0 eee ee ee eee 9,690 810 540 270 
Total principal plus accrued interest................-0. eee eee $291,690 $27,810 $18,540 $9,270 
Less: Cash payments (principal and interest) ..................-4.. 264,690 9,810 9,540 9,270 


Notes payable at the end of the quarter..................-.--0-0e- $ 27,000 $18,000</ $9000<' $ 0 
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Budgeted Income Taxes The budgeted cash payments for income tax expense are 
summarized in Exhibit 23-12. Each quarter, NTI makes income tax payments equal to its 
income tax liability at the beginning of that quarter. NTI’s $64,000 liability at the begin- 
ning of the first quarter was taken from its January 1, 2011, balance sheet. The $46,124 
liability at the beginning of the second quarter is simply the income tax liability at the end 
of the first quarter. These tax liabilities are shown on the budgeted income statement in 
Exhibit 23-8. 


Exhibit 23-12 NTIS INCOME TAX BUDGET FOR 2011 


NTI 
BUDGETED INCOME TAXES 
FOR 2011 
1st 2nd 3rd 4th 

Quarter Quarter Quarter Quarter 
Income tax liability at beginning of quarter...................... $ 64,000 ;>~$ 46,124 ;>$ 81,176 ,»$409,222 

Estimated income taxes for the quarter (per budgeted 
income statement, Exhibit 23-8)................--0-02eee eee 46,124 81,176 409,222 571,704 
Hiotalfaccniediincome;staxalialoilityieseese-taeienease ees aeeeeneae $110,124 $127,300 $490,398 $980,926 
Cash payment of amount owed at beginning of quarter............ 64,000 46,124 81,176 409,222 
Income tax liability at end of quarter................-.--0-0 eee $ 46,124<! $ 81,176<! $409,222<! $571,704 


Estimated Cash Receipts from Customers All of NTI’s sales are made on 
account. As such, the sole source of cash receipts is the collection of accounts receivable. NTI’s 
operating cycle in Exhibit 23-1 shows that NTI turned over its accounts receivable 4.5 times 
during 2010. Thus, the average account was outstanding for 8/ days (365 days + 4.5 = 81). 

In an attempt to improve cash flow performance in 2009, NTI’s credit manager, Richard 
Baker, set the following goals for his department: (1) to collect the entire $225,000 of accounts 
receivable reported on the January 1, 2011, balance sheet by the end of the first quarter, and 
(2) to collect 75 percent of quarterly sales during the quarter in which they are made and col- 
lect the remaining 25 percent in the subsequent quarter. If successful, Baker estimates that 
NTT’s average collection period will be reduced from 81 days to 30 days. 

Exhibit 23-13 on the following page shows the budgeted cash collections under the new 
collection policy. Losses for uncollectible accounts are ignored in our example. As shown in 
Exhibit 23-13, the beginning accounts receivable balance, plus credit sales and minus collections 
on account, equals the estimated ending balance of accounts receivable. The arrows show that the 
ending balance of accounts receivable in a quarter is the beginning balance in the next quarter. 


You as Manager of the 
Credit Department 


YOUR TURN 


Assume you are the manager of NTI’s credit department. Nancy Conrad, the founder of 
NTI, has asked you to manage receivables and payables by leading and lagging. Leading 
receivables implies collecting cash from customers more quickly than previously. Lagging 
payables means delaying payment to creditors. You are concerned that what Conrad is 
suggesting is unethical. What should you do? 


(See our comments on the Online Learning Center Web site.) 


THE CASH BUDGET 


We use NTI’s cash flow budget estimates from Exhibits 23-9 through 23-13 to create the 
2011 cash budget shown in Exhibit 23-14. This cash budget demonstrates that NTI expects to 
have enough cash to service its debt, particularly in the first quarter. 
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NTT’ budgeted cash position at the end of 2011 is a vast improvement over its actual 
cash position at the end of 2010. We have discussed two primary reasons for the anticipated 
turnaround. First, a new policy was developed to improve control of inventory management 
and production scheduling. Second, ambitious goals were established to tighten credit poli- 
cies. Keep in mind that these cash figures are based completely on budget estimates. Only if 
management’s estimates and expectations are realistic will the company’s cash flow problems 
be resolved. 


BUDGETED BALANCE SHEETS 


We now have the necessary information to forecast NTI’s financial position at the end of each 
quarter in 2011. The company’s quarterly budgeted balance sheets are shown in Exhibit 23-15. 
The budget exhibits used to derive various figures are indicated parenthetically. 


Exhibit 23-15 NTP’S BUDGETED BALANCE SHEET FOR 2011 
NTI 


BUDGETED BALANCE SHEET 
AT THE END OF EACH QUARTER IN 2011 


1st 2nd 3rd 4th 
Quarter Quarter Quarter Quarter 
Current assets: 
Cashi(EXxhibity23—1 4) eee eer eran $107,310 $203,876 $ 837,660 $1,788,668 
Receivables (Exhibit 23-13) ............... 150,000 187,500 562,500 750,000 
Inventories: 
Direct materials (Exhibit 23-5, Schedule 
A2, 8,000 units @ $7.50 each).......... 60,000 60,000 60,000 60,000 
Finished goods (Exhibit 23-6) ............ 42,000 84,750 137,344 136,875 
Prepayments (Exhibit 23-10)............... 7,000 8,000 9,500 12,500 
Motalicurrentiassets's anaes scesae cre ae $366,310 $544,126 $1,607,004 $2,748,043 
Plant and equipment: 
Buildings and equipment .................-. $420,000 $420,000 $ 420,000 $ 420,000 
Less: Accumulated depreciation ............ (25,000) (30,000) (35,000) (40,000) 
Total plant and equipment ............... $395,000 $390,000 $ 385,000 $ 380,000 
MOtal;ASSStS crevice: sen acute kusiacscatewn hen tueuanay eis ester $761,310 $934,126 $1,992,004 $3,128,043 
Current liabilities: i a’ are ee 
Notes payable to officer (Exhibit 23-11) ...... $ 27,000 $ 18,000 $ 9,000 $ -0- 
Other current payables (Exhibit 23-9)........ 75,000 100,000 225,000 350,000 
Income taxes payable (Exhibit 23-12)........ 46,124 81,176 409,222 571,704 
Total current liabilities................... $148,124 $199,176 $ 643,222 $ 921,704 
Stockholders’ equity: 
Capital stock, no par, 10,000 shares......... $400,000 $400,000 $ 400,000 $ 400,000 
Retained earnings, beginning of quarter ...... 144,000 -—> 213,186 -—> 334,950 -—> 948,782 
Quarterly income (Exhibit 23-8)............. 69,186 — bias ree, iar 857,557 
Total stockholders’ equity................ $613,186 $734,950 $1,348,782 $2,206,339 
Total liabilities & stockholders’ equity .......... $761,310 $934,126 $1,992,004 $3,128,043 


INTERNATIONAL FINANCIAL REPORTING: 

STANDARDS AND BUDGETING 

For many companies, U.S. generally accepted accounting principles (GAAP) require- 
ments are embedded in their operating budget computations. The adoption of, or 
convergence with, IFRS is likely to require significant revision in the budgeting 


Budgeting: The Basis for Planning and Control 


processes of U.S. companies. For example, regarding revenue recognition, IFRS and 
U.S. GAAP generally agree at the principles level. However, U.S. GAAP contains 
extensive supporting literature that provides detailed and industry-specific guidance 
for revenue recognition. U.S. publicly traded companies are required to follow that 
specific guidance in creating their external financial statements. There are other areas 
where U.S. GAAP, with over 20,000 pages of supporting authoritative guidance, has 
specific and detailed recommendations that are not embodied in the 4,000 pages of 
authoritative IFRS guidance. Standard setters are currently considering whether the 
additional guidance provided with U.S. GAAP will become a part of the IFRS guid- 
ance in future years. 


USING BUDGETS EFFECTIVELY 


In preparing a budget, managers are forced to consider carefully all aspects of the company’s 
activities. This study and analysis should, in itself, enable managers to do a better job of 
managing. 

The primary benefits of budgeting, however, result from how the budgeted information is 
used. Among these benefits are: 


1. Advance warning of and assignment of responsibility for conditions that require correc- 
tive action. For example, NTI now knows that one result of the expected increase in sales 
between the first and fourth quarters (8,000 units to 40,000 units) is a large increase in 
needed direct labor hours from the 400 hours in the first quarter to 10,000 hours by the 
fourth quarter. Hiring additional skilled labor and training them will be assigned to human 
resources personnel. 


2. Coordination of activities among all departments within the organization. The increased 
demand for direct labor, described above, will require significant coordination between 
the administration (particularly human resources, payroll, etc.) and the manufacturing 
department. Also, NTI might need to add one or two work shifts and/or find additional 
production space to accommodate the additional workers. 


3. The creation of standards for evaluating performance. Because Lisa Scott, NTI’s cost 
accountant, analyzed the direct labor required to produce a finished unit, the company now 
has an expected or standard amount of time to produce a finished unit (one-quarter hour). 
This standard allows for planning the number of employees to hire and allows for an evalu- 
ation of the efficiency of current employees. 


Let us now consider in more detail how NTI’s master budget serves these functions. 


Advance Warning of and Responsibility for Decision Making Earlier in 
this chapter, we described NTT’s financial condition as profit rich, yet cash poor. We attributed 
this condition to the rapid sales growth experienced in the fourth quarter of 2010. In short, a 
sudden surge in demand for NTI’s product caused excessive amounts of cash to become tied up in 
inventories and receivables. As a result, one of management’s major responsibilities at the start 
of 2011 is generating enough cash flow from operations to meet obligations as they become 
due. Had a master budget been prepared in 2010, management would have been forewarned 
of this condition, thereby making the severity of the current situation less threatening to the 
company’s survival. 


Coordination of the Activities of Departments The budget provides a com- 
prehensive plan enabling all of the departments to work together in a coordinated manner. 
For example, the Production Department knows the quantity of goods to produce to meet the 
expected needs of the Sales Department. The Purchasing Department, in turn, is informed of 
the quantities of direct materials that must be ordered to meet the requirements of the Pro- 
duction Department. The budgeting process requires that managers of departments and other 
segments of the organization communicate with each other. 
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Learning Objective 
Prepare a flexible budget 
Log and explain its uses. 


Exhibit 23-16 


NTI’S PRODUCTION 
DEPARTMENT 
PERFORMANCE REPORT 
FOR THE FIRST 
QUARTER OF 2011 
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A Yardstick for Evaluating Management Performance = The comparison of 
actual results with budgeted amounts is a common means of evaluating performance in orga- 
nizations. As discussed in Chapter 22, the evaluation of performance should be based only on 
the revenue and costs that are under the control of the person being evaluated. Therefore, for 
the purposes of evaluation, budgeted fixed costs should be subdivided into the categories of 
controllable costs and committed costs. 


FLEXIBLE BUDGETING 


Performance may become difficult to evaluate if the actual level of activity (either sales 
or production) differs substantially from the level originally budgeted. A flexible budget 
is one that can be adjusted easily to show budgeted revenue, costs, and cash flows at dif- 
ferent levels of activity. Thus, if a change in volume lessens the usefulness of the original 
budget, a new budget may be prepared quickly to reflect the actual level of activity for 
the period. 

To illustrate the usefulness of a flexible budget, assume that on March 31, 2011, Joe 
Reco (NTI’s production manager) is presented with the performance report shown in 
Exhibit 23-16. The report compares the manufacturing costs originally budgeted for the quar- 
ter (Exhibit 23-5) with his department’s actual performance for the period. 


NTI 


PERFORMANCE REPORT OF THE PRODUCTION DEPARTMENT 
FOR THE 1ST QUARTER ENDED MARCH 31, 2011 


Amount Over 
Budgeted Actual (Under) Budget 


Manufacturing costs: 


DitectimaterialSiSCd teen iter tna $15,000 $21,000 $ 6,000 
Directilaborrearrtoc ccc cenecer ci ccedereenee secre conn 5,000 7,000 2,000 
Variable manufacturing 

Overhead hates AS aacssecn civ nna ceunea 7,000 9,500 2,500 
Fixed manufacturing 

OVErNG Ad Revie ace Neeser sennrermeey coeatesa re 15,000 15,750 750 

Total manufacturing costs— 

firstigquanten see asc ooe aes snon ee tones $42,000 $53,250 $11,250 


At first glance, it appears that Reco’s performance is quite poor, as all production costs 
exceed the amounts budgeted. However, we have deliberately omitted one piece of infor- 
mation from this performance report. To meet a higher-than-expected customer demand for 
NTI’s product, the production department produced /,500 units instead of the 1,000 units 
originally budgeted for the first quarter. 

Under these circumstances, we should reevaluate our conclusions concerning Reco’s abil- 
ity to control manufacturing costs. At this higher level of production, variable manufactur- 
ing costs should naturally exceed the amounts originally budgeted. In order to evaluate his 
performance, the budget must be adjusted to indicate the levels of cost that would have been 
budgeted to manufacture 1,500 units. 

Flexible budgeting may be viewed as combining the concepts of budgeting and cost- 
volume-profit analysis. Using the variable and fixed cost estimates prepared by Lisa Scott 
(page 1000), the manufacturing cost budget for NTI can be revised to reflect any level of 
production. For example, in Exhibit 23-17, these relationships are used to forecast quarterly 
manufacturing costs at three different levels of production: 


Budgeting: The Basis for Planning and Control 


Level of Production 


(in units) 
500 1,000 1,500 

Manufacturing cost estimates: 
Variable costs: 

Direct materials ($15 per unit) ...............--.0-05 $ 7,500 $15,000 $22,500 

Directiabon(GoipeglUnit) herent erent ere 2,500 5,000 7,500 

Variable manufacturing overhead ($7 per unit) ......... 3,500 7,000 10,500 
Fixed costs: 

Manufacturing overhead ($15,000 per quarter) ......... 15,000 15,000 15,000 
Total manufacturing costs—first quarter ................ $28,500 $42,000 $55,500 


Notice that budgeted variable manufacturing costs change with the level of production, 
whereas budgeted fixed costs remain the same. 

We can now modify the performance report for NTI’s production department to reflect the 
actual /,500 unit level of production achieved during the first quarter of 2011. The modified 
report is presented in Exhibit 23-18. 


NTI 


PERFORMANCE REPORT OF THE PRODUCTION DEPARTMENT 
FOR THE 1ST QUARTER ENDED MARCH 31, 2011 


Level of Production (in units) eiuahCoas 


Originally Flexible Actual Over 
Budgeted Budget Cost (Under) Flexible 
1,000 1,500 1,500 Budget 
Manufacturing costs: 
Direct materials used....... $15,000 $22,500 $21,000 $(1,500) 
Directlabonerereess tee 5,000 7,500 7,000 (500) 
Variable overhead ......... 7,000 10,500 9,500 (1,000) 
Fixed overhead ........... 15,000 15,000 15,750) 750 
Total manufacturing 
COSIS hence Sees $42,000 $55,500 $53,250 $(2,250) 


This comparison paints quite a different picture from the report presented in Exhibit 23-16. 
Considering the actual level of production, the production manager has kept all manufactur- 
ing costs below budgeted amounts, with the exception of fixed overhead (most of which may 
be committed costs). 

The techniques of flexible budgeting may also be applied to profit centers by applying 
cost-volume-profit relationships to the actual level of sales achieved. 


Com puters and Flexible Budgeting Adjusting the entire budget to reflect a dif- 
ferent level of sales or production would be a sizable task in a manual system. In a computer- 
based system, however, it can be done quickly and easily. Once the cost-volume-profit rela- 
tionships have been entered into a budgeting program, the computer instantly performs the 
computations necessary to generate a complete master budget for any level of business activity. 
There are numerous budgeting software programs available on the market. However, many 
managers choose to develop their own budgeting programs using spreadsheet packages. 
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Exhibit 23-17 


NTI’S BUDGETED 
PRODUCTION COSTS AT 
VARIOUS PRODUCTION 
VOLUMES FOR 2011 


Exhibit 23-18 


FLEXIBLE BUDGET-BASED 
PERFORMANCE REPORT 
AT NTI FOR 2011 
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Managers often use their budgeting software to generate complete budgets under many 
different assumptions. These managers use a standard cost system to provide the costs of 
resources consumed. We will discuss standard cost systems in the next chapter. For managers 
using standard costs, software becomes a valuable planning tool with which to assess the 
expected impact of changes in sales, production, and other key variables on all aspects of their 
operations. 


Concluding Remarks 


Chapter 23 serves as a link between the preceding several chapters and the next chapters. The 
preparation of a master budget closely relates to the use of standard costs, covered in the next 
chapter, and draws heavily on concepts regarding cost flows, product costing, cost-volume- 
profit analysis, and responsibility accounting. In our next chapters, we will see how manag- 
ers select and use budget information for controlling operations and when making decisions 
pertaining to investments in long-term assets. 


END-OF-CHAPTER REVIEW 


Explain how a company can be “profit rich, yet 
cash poor.” Companies must often tie up large sums of 
cash in direct materials, work in process, and finished 

goods inventories. As finished goods are sold, cash continues to 

remain tied up in accounts receivable. Thus, a company may be 
reporting record profits, yet still experience cash flow problems. 


Discuss the benefits that a company may derive 
from a formal budgeting process. The benefits of 
budgeting are the benefits that come from thinking ahead. 
Budgeting helps to coordinate the activities of the different 
departments, provides a basis for evaluating department 
performance, and provides managers with responsibility for future 
decision making. In addition, budgeting forces management to 
estimate future economic conditions, including costs of materials, 
demand for the company’s products, and interest rates. 
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Explain two philosophies that may be used in 
setting budgeted amounts. The most widely used 
approach is to set budgeted amounts at levels that are 
reasonably achievable under normal operating conditions. The 
goal in this case is to make the budget a fair and reasonable basis 
for evaluating performance. 

An alternative is to budget an ideal level of performance. 
Under this approach, departments normally fall somewhat short 
of budgeted performance, but the variations may identify areas 
in which improvement is possible. 
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Key Terms Introduced or 


Emphasized in Chapter 23 


budget (p. 993) A plan or forecast for a future period 
expressed in quantitative terms. Establishes objectives and aids 
in evaluating subsequent performance. 


flexible budget (p. 1012) A budget that can be readily revised 
to reflect budgeted amounts given the actual levels of activity 
(sales and production) achieved during the period. Makes use of 
cost-volume-profit relationships to restate the master budget for 
the achieved level of activity. 


master budget (p. 997) An overall financial and operating 
plan, including budgets for all aspects of business operations 
and for all responsibility centers. 


Describe the elements of a master budget. A “master 
budget” is a group of related budgets and forecasts that 
together summarize all the planned activities of the 

business. A master budget usually includes a sales forecast, 
production schedule, manufacturing costs budget, operating 
expense budget, cash budget, capital expenditures budget, and 
projected financial statements. The number and type of individual 
budgets and schedules that make up the master budget depend on 
the size and nature of the business. 


Prepare the budgets and supporting schedules 

included in a master budget. A logical sequence of 

steps in preparing a master budget begins with a sales 
forecast. The operating budget estimates are used primarily in 
preparing a budgeted income statement, whereas the cash flow 
estimates are used in preparing the cash budget and budgeted 
balance sheets. 


Prepare a flexible budget and explain its uses. A 

flexible budget shows budgeted revenue, costs, and 

profits for different levels of business activity. Thus, a 
flexible budget can be used to evaluate the efficiency of 
departments throughout the business, even if the actual level of 
business activity differs from management’s original estimates. 
The amounts included in a flexible budget at any given level of 
activity are based on cost-volume-profit relationships. 


operating cycle (p. 993) The average time required for the 
cash invested in inventories to be converted into the cash ulti- 
mately collected on sales made to customers. 


performance report (p. 1012) A schedule comparing the 
actual and budgeted performance of a particular responsibility 
center. 


responsibility budget (p.997) A portion of the master budget 
showing the budgeted performance of a particular responsibility 
center within the organization. 


rolling budgeting (p. 996) A technique of extending the bud- 
get period by one month as each month passes. Therefore, the 
budget always covers the upcoming 12 months. 


Demonstration Problem 


Gertz Corporation is completing its master budget for the first two quarters of the current year. The 


following financial budget estimates (labeled EJ through E5) have been prepared: 
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Payments on Current Payables (E1) 


1st 2nd 
Quarter Quarter 
Balance at beginning of quarter........ 00.0... eee ee eee $244,000 $ 80,000 
Budgeted increase in payables during the quarter................ 300,000 320,000 
Total payables during quarter... 0.2.6.0... eee eee eee $544,000 $400,000 
Less: Estimated balance at end of quarter...................... 80,000 90,000 
Payments on current payables during quarter................... $464,000 $310,000 

Prepayments Budget (E2) 

ist 2nd 
Quarter Quarter 
Balance at beginning of quarter... 1.2... 0... eee eee eee $ 5,000 $ 7,000 
Estimated cash expenditure during quarter ....................... 8,000 9,000 
Total prepayMents: ici ccues eek walene eeu er alee Mees ee eR eed $13,000 $16,000 
Less: Expiration of prepayments ....................-..0-0-000- 6,000 8,000 
Prepayments at end of quarter ..... 2.0... eee $ 7,000 $ 8,000 


Debt Service Budget (E3) 


ist 2nd 
Quarter Quarter 
Notes payable at the beginning of the quarter..................000. $50,000 $49,000 
Interest expense for the quarter............... 02.2... e eee eee ee 1,500 1,470 
Total principal plus accrued interest........... 0.0.0.0 e eee eee ee $51,500 $50,470 
Less: Cash payments (principal and interest) ..................... 2,500 2,500 
Notes payable at the end of the quarter ..................-0-004- $49,000 $47,970 

Budgeted Income Taxes (E4) 

ist 2nd 
Quarter Quarter 
Income tax liability at beginning of quarter ..................0000. $25,000 $30,000 

Estimated income taxes for the quarter (per 

budgeted income statement) .............. 00.002 e ee eee eee 30,000 40,000 
Total accrued income tax liability......... 00.0... c eee eee $55,000 $70,000 
Cash payment of amount owed at beginning of quarter............. 25,000 30,000 
Income tax liability at end of quarter ...... 00.0... eee eee eee $30,000 $40,000 


Estimated Receipts from Customers (E5) 


ist 2nd 
Quarter Quarter 
Balance of receivables at beginning of year..................... $150,000 
Collections on first quarter sales of $500,000— 
60% in first quarter and 40% in the second quarter............. 300,000 $200,000 
Collections on second quarter sales of $600,000— 
60% in the second quarter and 40% in the third quarter ......... 360,000 


Cash receipts from customers ............ 0000 e eee eee $450,000 $560,000 


Self-Test Questions 


Instructions 


1017 


a. Prepare a cash budget for Gertz Corporation for the first two quarters of the current year. 
Assume that the company’s cash balance at the beginning of the first quarter is $50,000. 


b. Discuss any cash flow problems revealed by your budget. 


Solution to the Demonstration Problem 
a. The following cash budget can be prepared using the financial budget estimates provided: 


GERTZ CORPORATION 


CASH BUDGET 
FIRST TWO QUARTERS OF CURRENT YEAR 


1st 2nd 
Quarter Quarter 


Cash balance at beginning of quarter....................0.002. 


Cash receipts: 


$ 50,000 $ 500 


Cash received from customers (E5)...............20000-008- 450,000 560,000 
Totalicash'available sia oii s eegakd vane see Ke ewe deans $500,000 $560,500 
Cash payments: 
Payment of current payables (E1) .......... 0... c ee eee eee aes $464,000 $310,000 
Prepayments (E2) i bide a bbiteiecta hie shedddetide dead 8,000 9,000 
Debt service, including interest (E3).....................00.0. 2,500 2,500 
Income tax payments (E4) ............... 0.02 25,000 30,000 
Total disbursements ........ 00... c cece tees $499,500 $351,500 
Cash balance at end of the quarter .... 02.0.0... cece eee eee $ 500 $209,000 


b. The cash budget reveals that Gertz expects to disburse more cash than it will collect during the 
first quarter. As a result, a cash balance of only $500 is budgeted for the end of that quarter. 
Because these figures are estimates, it is possible that its cash balance may actually be less 
than the amount budgeted. Thus, Gertz should arrange for a line of credit now, in the event that 
a short-term loan becomes necessary. It does not appear that the company will have any cash 
flow problems during the second quarter. 


Self-Test Questions 


The answers to these questions appear on page 1035. 


1. Which of the following statements correctly describes rela- 
tionships within the master budget? (More than one answer 
may be correct.) 


a. The production budgets are based in large part on the 
sales forecast. 


b. In many elements of the master budget, the amounts 
budgeted for the upcoming quarter are reviewed and 
subdivided into monthly budget figures. 


c. The operating budgets affect the budgeted income state- 
ment, the cash budget, and the budgeted balance sheet. 


d. The capital expenditures budget affects the direct mate- 
rials budget. 


2. During the first quarter of its operations, Morris Mfg. Co. 
expects to sell 50,000 units and create an ending inventory 
of 20,000 units. Variable manufacturing costs are budgeted at 
$10 per unit, and fixed manufacturing costs at $100,000 per 
quarter. The company’s treasurer expects that 80 percent of 
the variable manufacturing costs will require cash payment 


during the quarter and that 20 percent will be financed 
through accounts payable and accrued liabilities. Only 50 per- 
cent of the fixed manufacturing costs are expected to require 
cash payments during the quarter. In the cash budget, pay- 
ments for manufacturing costs during the quarter will total: 


a. $800,000. 
b. $610,000. 
c. $600,000. 
d. $450,000. 


3. Rodgers Mfg. Co. prepares a flexible budget. The original 
budget forecasts sales of 100,000 units @ $20 and operating 
expenses of $300,000 fixed, plus $2 per unit. Production was 
budgeted at 100,000 units. Actual sales and production for 
the period totaled 110,000 units. When the budget is adjusted 
to reflect these new activity levels, which of the following 
budgeted amounts will increase, but by less than 10 percent? 


a. Sales revenue. 


b. Variable manufacturing costs. 
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c. Fixed manufacturing costs. 
d. ‘Total operating expenses. 


Lamberton Manufacturing Company has just completed its master 
budget. The budget indicates that the company’s operating cycle 
needs to be shortened. Thus, the company will likely attempt: 


a. Stocking larger inventories. 

b. Reducing cash discounts for prompt payment. 

c. Tightening credit policies. 

d. None of the above selections is correct. 

Which of the following is not an element of the master budget? 
a. The capital expenditures budget. 
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b. The production schedule. 
c. The operating expense budget. 
d. All of the above are elements of the master budget. 


Which of the following is not a potential benefit of using 
budgets? 


a. Enhanced coordination of firm activities. 

b. More motivated managers. 

c. More accurate external financial statements. 
d 


Improved interdepartmental communication. 


MDMA ae DISCUSSION Questions 


. Explain the relationship between the management functions 
of planning and controlling costs. 


. Briefly explain at least three ways in which a business may 
expect to benefit from preparing a formal budget. 


. Criticize the following quotation: 


“At our company, budgeted revenue is set so high and 
budgeted expenses so low that no department can ever meet 
the budget. This way, department managers can never relax; 
they are motivated to keep working harder no matter how 
well they are already doing.” 


. Why is the preparation of a sales forecast one of the earliest 
steps in preparing a master budget? 


. What are responsibility budgets? What responsibility centers 
would serve as the basis for preparing responsibility sales 
budgets in a large retail store, such as Sears or Nordstrom? 


. What is a flexible budget? Explain how a flexible budget 
increases the usefulness of budgeting as a means of evaluating 
performance. 


. An article in BusinessWeek stated that approximately one- 
third of the total federal budget is considered “control- 
lable.” What is meant by a budgeted expenditure being 
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11. 


12. 


13. 


14. 


15; 


controllable? Give two examples of government expendi- 
tures that may be considered “noncontrollable.” 


. Explain why companies that undergo periods of rapid 


growth often experience cash flow problems. 


. Explain how to compute the average collection period and 


why it is a critical factor in creating the collections of receiv- 
ables budget (see Exhibit 23-13). 


List and briefly explain the two budget philosophies 
described in the chapter. 


Some expenses that appear in the income statement do not 
require a direct cash payment during the period. List at least 
two such expenses. 

Explain why it is necessary to distinguish between cash bud- 
get estimates and operating budget estimates. 

When evaluating the performance of a manager, why should 
fixed costs be divided into the categories of controllable 
costs and committed costs? 

What is a rolling budget? Why do some companies choose 
to use rolling budgets? 

Frequently, the disadvantages of budgeting are not discussed 
in textbooks. Go to the Web site www.bbrt.org. Click on 
Beyond Budgeting to find some disadvantages to budgeting. 


@ comect 


[ACCOUNTING 


Renaldo’s Boutiques, Inc., has 14 stores located in a midwestern part of the United States. Renaldo, 
the president of the company, has set budgets for each store that do not allow for lost, stolen, or 
misplaced merchandise (inventory shrinkage). Research shows the disappearance of store mer- 
chandise is attributed to a combination of internal and external causes: 


Customer theft—35 percent 
Employee theft—40 percent 
Administrative errors—18 percent 


Vendor dishonesty—7 percent 


This chapter discussed two types of budgeting philosophies. Which philosophy do you believe 
Renaldo is following? Use information in this problem to support your answer. 
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Body Builders Corporation is opening a chain of five health clubs in the Minneapolis area. Body 
Builders’s marketing manager has suggested a marketing plan designed to generate new member- 
ships. The plan would allow new members to delay payment for the first three months’ member- 
ship and pay at the end of the first quarter. Thus, the cash flow from membership fees will not 
occur for three months. 

Discuss the implications of this marketing approach for the cash flows of Body Builders. 


Expected sales for tents at Sandy’s Camping Gear are 4,200, 6,100, 2,200, 3,400, and 5,300 for the 
next five quarters. At the end of the current year, inventory of finished tents on hand is 500 tents. 
Sandy’s has a desired ending inventory of 10 percent of next quarter’s sales. 

Create the production budget in numbers of tents for quarters one through four for the coming 
year. 


On January 1, Salter Corporation determined that its direct materials inventory needs to contain 
6,500 pounds of materials by March 31. To achieve this goal, Salter will have to use 10 pounds of 
direct materials for every pound that it purchases during the upcoming quarter. On the basis of the 
company’s budgeted sales volume, management estimates that 10,000 pounds of direct materials 
need to be purchased by March 31. 

Determine the number of pounds in Salter’s beginning direct materials inventory on January 1. 


Cheri Standish, the controller at Harmonics International, overheard the following conversation 
among two of her product line department heads, Bob, manager of Pianos and Keyboards, and 
Fran, manager of Horns and Stringed Instruments. 


Fran: “This budgeting process is consuming an inordinate amount of time. Each time I pre- 

pare a budget and send it to the controller’s office, it comes back for revision. This is the 

third time I have had to reallocate funds for my budget requests. 

Bob: “I know what you mean. And because we are evaluated on our ability to stay in budget, 
it is critical to have a cushion in case the economy turns south and sales of musical 


instruments do not meet projections.” 


What comments should the controller make to these two department heads about the benefits 
and the importance of the budgeting process? 


Match each budget in column A with the corresponding budget(s) in column B that represent key 
elements in its construction: 


Column A Column B 


. Budgeted income statement a. Direct materials budget 
. Budgeted balance sheet b. Cost of goods sold budget 
. Cash flow budget c. Production budget 
. Cost of goods sold budget d. Payables budget 
. Production budget e. Sales budget 

f. Budgeted income statement 


a kowhnD = 


Falstags Brewery has estimated $63,375, $68,625, and $73,875 budgeted costs for the manufacture 
of 3,500, 4,500, and 5,500 gallons of beer, respectively, next quarter. 
What are the variable and fixed manufacturing costs in the flexible budget for Falstags Brewery? 


Last month, Widner Corporation generated sales of $800,000 and incurred selling and administra- 
tive expenses of $320,000, half of which were variable. This month, the company estimates that 
it will generate sales of $900,000. Management does not anticipate any changes in unit variable 
costs. However, it does expect fixed selling and administrative costs to increase by $5,000. 
Compute Widner’s total selling and administrative expense budget for the upcoming month. 


Many managers complain about the budgeting process. They claim it takes too long, requires too 
much management time, encourages managers to “pad the budget” because of uncertainties, and 
creates unnecessary tension among managers. As a result of these charges, some managers and 
business leaders have called for an abandonment of traditional budgeting practices. However, 
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regardless of budgeting’s failures, it continues to be widely used across all types of businesses 
and not-for-profit enterprises. One reason for the continued use of budgeting is the belief that a 
competent management team can plan for, manage, and control in large measure the relevant vari- 
ables that dominate the life of a business. Managers must grapple with uncertainties regardless of 
whether or not they have a budget. 

Do you think that managers’ complaints about the budgeting process are realistic? Do 
these complaints create costs for organizations? If so, why do organizations continue to use 


budgets? 
Log BRIEF Harry Blackmun, manager of the Dry Goods Department at Goodright’s Grocery, has a budget of 
EXERCISE 23.10 $6,000 per month for the current year. This budget includes the allocation of $500 of storewide 
Evaluating Managers common costs based on the square feet occupied by Dry Goods. Recently, Dry Goods expanded 


with Flexible Budgets its total store space to include household items that had not previously been included in the store. 
During the current month, Mr. Blackmun was over budget by $700. The store manager was upset 
with the manager of Dry Goods and asked for an explanation. 
What could be causing the budget overage? What budget tool could Goodright’s use to better 
evaluate its department managers? 


Exercises connect 


[ACCOUNTING 


104 EXERCISE 23.1 The following information is from the manufacturing budget and the budgeted financial statements 
Budgeting Purchases Of Fabor Fabrication: 
and Cash Payments 


Direct materials inventory, Jan.1......... 0.0. eee $ 68,000 
Direct materials inventory, Dec. 31........... 0.00. c cee 80,000 
Direct materials budgeted for use during the year.................0.0.000.0. 255,000 
Accounts payable to suppliers of materials, Jan. 1....................0.0... 50,000 
Accounts payable to suppliers of materials, Dec. 31 ........................ 79,000 


Compute the budgeted amounts for: 
a. Purchases of direct materials during the year. 
b. Cash payments during the year to suppliers of materials. 


04. EXERCISE 23.2 Deep Valley Foods manufactures a product that is first smoked and then packed for shipment to 
Budgeting Labor customers. During a normal month the product’s direct labor cost per pound is budgeted using the 
Costs following information: 

L05 

Direct Budgeted Direct 
Labor Hours Labor Cost 
(per pound) (per hour) 
Process: 
SMOKING wa2ccea4 SSeeavewest ed bee See eae .04 $10.00 
PACKING) safest fete tases saat eeinehcadsen ths, © sae & a aaoess .01 8.00 


The budget for March calls for the production of 500,000 pounds of product. However, March’s 
direct labor costs for smoking are expected to be 5 percent above normal due to anticipated sched- 
uling inefficiencies. Yet direct labor costs in the packing room are expected to be 3 percent below 
normal because of changes in equipment layout. 

Prepare a budget for direct labor costs in March using three column headings: Total, Smoking, 
and Packing. 
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Mercury Bag Company produces cases of grocery bags. The managers at Mercury are trying to 
develop budgets for the upcoming quarter. The following data have been gathered: 


a 2 


Projected sales in units ...... 0.0.0... eee eee 1,200 cases 
Selling price percase sevwciweveai ace es pei ea een w eee eee Re ea $240 
Inventory at the beginning of the quarter .......................0..000. 150 cases 
Target inventory at the end of the quarter ...................... 00.008. 100 cases 
Direct labor hours needed to produce one case ...........-2000 ee eee eee 2 hours 
Direct.abOr WAGES 641. be eschideoee aoe ea Po PE Eee $10 per hour 
Direct materials cost per case... 2.0... eee $8 

Variable manufacturing overhead cost percase ...................-004- $6 

Fixed overhead costs for the upcoming quarter......................00. $220,000 


Using the above information, develop Mercury’s sales forecast in dollars and production 
schedule in units. 


What is Mercury’s budgeted variable manufacturing cost per case? 
Prepare Mercury’s manufacturing cost budget. 
What is the projected ending value of the Inventory account? 


Lock Tight, Inc., produces outside doors for installation on homes. The following information was 
gathered to prepare budgets for the upcoming year beginning January 1: 


Sales forecast in units ........... 0.0.0 eee eee ee 6,500 doors 
Finished goods inventory, Jan.1...............00 0000. e eee eee eee 720 doors 

Target finished goods inventory, Dec. 31...................000000. 680 doors 

Raw materials inventory—steel, Jan. 1 .................0.0000008. 40,000 pounds 
Target inventory—steel, Dec. 31.1.0... 02.2... cee eee eee 80,000 pounds 
Raw materials inventory—glass, Jan.1.................0.0.0.000. 6,000 square feet 
Target inventory—glass, Dec. 31............. 0.02. eee eee eee ee 4,000 square feet 
Budgeted purchase price—steel .............. 0.00.00 0 eee eee $4 per pound 
Budgeted purchase price—glass ...............0 0000-2 eee eee eee $2 per square foot 


The manufacture of each door requires 20 pounds of steel and 6 square feet of glass. 


a. 
b. 


Prepare the production schedule in units for Lock Tight. 


Using the production schedule, develop the direct materials purchase budgets for steel and 
glass. 


Why might Lock Tight’s target level of steel inventory be higher than last year’s ending bal- 
ance and its target level of glass inventory be lower than last year’s ending balance? 


Springfield Company’s master budget includes estimated costs and expenses of $325,000 for 
its third quarter of operations. Of this amount, $300,000 is expected to be financed with current 
payables. Depreciation expense for the quarter is budgeted at $20,000. Springfield’s prepay- 
ments balance at the end of the third quarter is expected to be twice that of its prepayments 
balance at the beginning of the quarter. The company estimates it will prepay expenses totaling 
$8,000 in the third quarter. What is Springfield’s budgeted prepayments balance at the end of 
the third quarter? 


On February 1, 2011, Willmar Corporation borrowed $100,000 from its bank by signing a 12 percent, 
15-year note payable. The note calls for 180 monthly payments of $1,200. Each payment includes an 
interest and a principal component. 


a. 
b. 


Cc. 


Compute the interest expense in February. 


Compute the portion of Willmar’s March 31, 2011, $1,200 payment that will be applied to the 
principal of the note. 


Compute the carrying value of the note on April 30, 2011 (round to the nearest dollar). 
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Log EXERCISE 23.7 Razmon’s Jewelers has accumulated the following budgeted overhead information (dollar amounts 
Preparing a Flexible may include both fixed and variable costs): 


Overhead Budget 
Direct Labor Hours 


1,000 hours 2,000 hours 


Maintenance. ...... 0... cece tees $10,000 $16,000 
Depreciation ..c82.c3 24236504 pide Phe Behsi eens Phe tees 5,000 5,000 
SUPSIVISION, 5.2%) sai 2. e)oa bauiaiaace ad ee hag eo adele are 15,000 15,000 
Indirect 'SupplieS:2.0¢...64 eke eet d eee beat kee ee 1,400 2,800 
EIS acs e Seis sen sees deena lee ccbcs, dans tue, datalgin gece doace aa titausls 750 1,500 
ONC! 2 i cecackid bee eh bbbeee ett dddacode bares 8,100 8,200 


Use this information to create the overhead budget for 1,500 direct labor employee hours. 


104. EXERCISE 23.8 Sales on account for the first two months of the current year are budgeted as follows: 
Budgeting Cash 
LO5 Receipts JON s & dd ave eds eR Ch ea Aare hb Ra aA a ee A Pane Pe ee $700,000 
Se eee eee Te eer ret 750,000 


All sales are made on terms of 2/10, n/30 (2% discount if paid in 10 days, full amount by 30 days); 
collections on accounts receivable are typically made as follows: 


Collections within the month of sale: 


Within discount period ....... 0.0.0... eee ete 60% 

After discountiperiod! ss43c0s< er dees Gaeta ee eee GANe ieee dees HEE 15 
Collections within the month following sale: 

Within discount period ......... 0.0... eee ete 15 

Alter ciSCOUNt PEnlOd | 5,255.40 2536 Rw alsbunaa aa Hire ck aeapGdas eda had eeaea bas 7 
Returns, allowances, and uncollectibles ............. 0.00.0. c eee eee eee eee _3 

MORAN sisi iensdtrsa cscs acsaner euttauctanaee: ones esmdeecontauateug cerns ec aerial qustagca mas nsaamnniausiae tee nee 100% 


Compute the estimated cash collections on accounts receivable for the month of February. 


L044. EXERCISE 23.9 On March | of the current year, Spicer Corporation compiled information to prepare a cash budget 
Budgeting an Ending for March, April, and May. All of the company’s sales are made on account. The following infor- 
LOE Cash Balance mation has been provided by Spicer’s management: 
Month Credit Sales 
DANS iis Vee bP A atwaed 664 Aa wesc ooh a doe armunwaes 4b PE Ge Was $300,000 (actual) 
Feb: cstcdadtegae wares ab ae es etedenew seams adda beet ete See 400,000 (actual) 
Males, 4 icicfarte ett ch veers Go bene bye eee aN ached 600,000 (estimated) 
AD. dcactarteoe sdsGendele 14 .uthwd waeoeeu dake cake 700,000 (estimated) 
MAY -scivecistiaad cr Ao ad SAN eet na Ap Pea ow eke 800,000 (estimated) 


The company’s collection activity on credit sales historically has been as follows: 


Collections in the month of the sale... 1... 6... eens 50% 
Collections one month after the sale .. 1... 0... eens 30 
Collections two months after the sale ......... 0... 0c eee 15 
Uncollectible: accountS:~ ...-5<..244 5006 dade ba ew baw bows bee bed eee eka ees 5 


Spicer’s total cash expenditures for March, April, and May have been estimated at $1,200,000 
(an average of $400,000 per month). Its cash balance on March 1 of the current year is $500,000. 
No financing or investing activities are anticipated during the second quarter. 

Compute Spicer’s budgeted cash balance at the ends of March, April, and May. 
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Outdoor Outfitters has created a flexible budget for the 70,000-unit and the 80,000-unit levels of 
activity as shown below. 


70,000 Units 80,000 Units 90,000 Units 


SaleS «cc ccevewer wey eevee tees eee wes $1,400,000 $1,600,000 $ 
Cost of goods sold..................2... 840,000 960,000 
Gross profiton sales .............-000008 $ 560,000 $ 640,000 §$ 
Operating expenses ($90,000 fixed) ........ 370,000 410,000 
Operating income............---.200+-5- $ 190,000 $ 230,000 $ 
Income taxes (30% of operating income)..... 57,000 69,000 
Ne6tinCOMe? sic ca uie designs ean een $ 133,000 $ 161,000 $ 


Complete Outdoor Outfitters’s flexible budget at the 90,000-unit level of activity. Assume that 
the cost of goods sold and variable operating expenses vary directly with sales and that income 
taxes remain at 30 percent of operating income. 


The cost accountant for Upload Games Company prepared the following monthly performance 
report relating to the Packaging Department: 


Budgeted Actual 


Production Production Vallenee® 
(10,000 units) (11,000 units) Favorable Unfavorable 

Direct materials used ...... $310,000 $320,000 $10,000 
Direct labor.............. 110,000 115,000 5,000 
Variable manufacturing 

overhead.............. 20,000 21,500 1,500 
Fixed manufacturing 

overhead.............. 150,000 149,200 $800 


Prepare a revised performance report in which the variances are computed by comparing the 
actual costs incurred with estimated costs using a flexible budget for 11,000 units of production. 


William George is the marketing manager at Crunchy Cookie Company. Each quarter, he is respon- 
sible for submitting a sales forecast to be used in the formulation of the company’s master budget. 
George consistently understates the sales forecast because, as he puts it, “I am reprimanded if actual 
sales are less than I’ve projected, and I look like a hero if actual sales exceed my projections.” 


a. What would you do if you were the marketing manager at Crunchy Cookie Company? Would 
you also understate sales projections? Defend your answer. 


b. What measures might be taken by the company to discourage the manipulation of sales 
forecasts? 


Wells Enterprises manufactures a component that is processed successively by Department I and 
Department II. Manufacturing overhead is applied to units produced at the following budget costs: 


Manufacturing Overhead 


per Unit 
Fixed Variable Total 
Dépariment ll 4g¢.0.¢2¢icnadadidet ada daa Gaepmede skaes $15 $8 $20 
Department lle. wsoe cevaes peer lig eek eneeiee bad tae we 12 6 15 


These budgeted overhead costs per unit are based on the normal volume of production of 5,000 units 
per month. In January, variable manufacturing overhead in Department II is expected to be 
25 percent above budget because of major scheduled repairs to equipment. The company plans 
to produce 8,000 units during January. 

Prepare a budget for manufacturing overhead costs in January using three column headings: 
Total, Department I, and Department II. 
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L02. EXERCISE 23.14 Budgets are essential for the successful operation of an organization. Finding the resources to 
Establishing Budget implement budget goals requires extensive use of human resources. How managers perceive their 
193 Amounts roles in the budgeting process is important to the successful and effective use of the budget as a 


tool for planning, communicating, and controlling operations. 

Discuss the implications for planning and control when a company’s management employs 
an imposed budgetary approach where managers do not actively participate in setting the budget. 
Contrast this approach with a participative budgetary approach. How does communication work 
differently when using an imposed versus a participative budgetary approach? 


L02 EXERCISE 23.15 Locate the table titled “10-Year Summary of Financial and Operating Results” in the Home Depot 

Home Depot's 2009 Financial Information in Appendix A. Assume Home Depot identifies each store as a profit 

19g Budget Goals center. Identify the categories of information in the “Store Data” section of the table that would 

—— provide useful goals to be included in each store’s annual budget. Explain why these categories 

EL would be useful and how each associated storewide goal could be used for performance evalu- 
RG ation of a store. 
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104 PROBLEM 23.1A Renfrow International manufactures and sells a single product. In preparing its master budget for 
Budgeting Production, the current quarter, the company’s controller has assembled the following information: 
LO5 Inventories, and Cost 


of Sales Units Dollars 
eXcel Sales (budgeted) ws cicce ee eae Shea he ee 150,000 $7,500,000 
Finished goods inventory, beginning of quarter................... 38,000 975,000 
Finished goods inventory, end of quarter...............-0000000- 28,000 ? 
Cost of finished goods manufactured (assume a 
budgeted manufacturing cost of $28 per unit)...............0.. ? ? 


Renfrow International used the average cost method of pricing its inventory of finished goods. 


Instructions 

Compute the following budgeted quantities or dollar amounts: 
a. Planned production of finished goods (in units). 

b. Cost of finished goods manufactured. 


c. Ending finished goods inventory. (Remember that in using the average cost method you must 
first compute the average cost of units available for sale.) 


d. Cost of goods sold. 


L044 PROBLEM 23.2A Harmony Corporation manufactures and sells a single product. In preparing the budget for the first 
Short Budgeting quarter, the company’s cost accountant has assembled the following information: 
Problem 
toe Units Dollars 
Sales (budgeted) i cssen en ccavlee Monee Feat wad wee Baw ae 150,000 $12,150,000 
Finished goods inventory, Jan. 1 (actual) ..................... 30,000 1,080,000 
Finished goods inventory, Mar. 31 (budgeted) ................. 20,000 ? 
Cost of finished goods manufactured (budgeted 
manufacturing cost is $39 per unit) ..............0.00 0 eee ? ? 


The company uses the first-in, first-out method of pricing its inventory of finished goods. 


Instructions 

Compute the following budgeted quantities or dollar amounts: 
a. Planned production of finished goods (in units). 

b. Cost of finished goods manufactured. 


c. Finished goods inventory, March 31. (Remember to use the first-in, first-out method in pricing 
the inventory.) 


d. Cost of goods sold. 
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Barnum Distributors wants a projection of cash receipts and cash payments for the month of 
November. On November 28, a note will be payable in the amount of $98,500, including interest. 
The cash balance on November | is $29,600. Accounts payable to merchandise creditors at the end 
of October were $217,000. 

The company’s experience indicates that 70 percent of sales will be collected during the month 
of sale, 20 percent in the month following the sale, and 7 percent in the second month following 
the sale; 3 percent will be uncollectible. The company sells various products at an average price of 
$11 per unit. Selected sales figures are as follows: 


Units 
Sept —actuall s-ksa cede eee Peed eee Reese ge ede eae tawe sae Ra hee 40,000 
Oct:—actuall o2.c.c.8o05.54 4.04 Oe ehoae de ds ooh oeaee Ae oo eae cREe ees 60,000 
NOV:—eGStIMatéd ican: 225 tcc get bak toate oat BAS Oe tee does AM ee eaeed 80,000 
Déc.—estimated sic 24sk onde ee eee Ghia we deem ae esa Os Sea sees eees 50,000 
Total estimated for the current year ........... 0.0... c eee eee 800,000 


Because purchases are payable within 15 days, approximately 50 percent of the purchases in a 
given month are paid in the following month. The average cost of units purchased is $7 per unit. 
Inventories at the end of each month are maintained at a level of 2,000 units plus 10 percent of the 
number of units that will be sold in the following month. The inventory on October | amounted to 
8,000 units. 

Budgeted operating expenses for November are $220,000. Of this amount, $90,000 is consid- 
ered fixed (including depreciation of $35,000). All operating expenses, other than depreciation, are 
paid in the month in which they are incurred. 

The company expects to sell fully depreciated equipment in November for $8,400 cash. 


Instructions 


Prepare a cash budget for the month of November, supported by schedules of cash collections on 
accounts receivable and cash payments for purchases of merchandise. 


Former Corporation sells office supplies to government agencies. At the beginning of the current 
quarter, the company reports the following selected account balances: 


CASH six acess & sige atten cea aed aR seat aeaee A Bea wow Rea aa eRe ww Godage a RHEE Sok $ 10,000 
Accounts receivable. oa sa.cccaccge sak Geka eeteeaad COedadeneenee bacoane 210,000 
Current payables: sisi 0040 i deamddee Oud ae beatae ae wy Sewanee eras 88,000 


Former’s management has made the following budget estimates regarding operations for the cur- 
rent quarter: 


Sales (estimated)... 0... keene eee eae $500,000 
Total costs and expenses (estimated) ............... 0.0.0.0. 0 2. eee ee 400,000 
Debt service payment (estimated) ............. 0.000 eee 145,000 
Tax liability payment (estimated) ............... 0.000002 eee eee eee 45,000 


Of Former’s total costs and expenses, $20,000 is quarterly depreciation expense, and $20,000 
represents the expiration of prepayments. The remaining $360,000 is to be financed with current 
payables. The company’s ending prepayments balance is expected to be the same as its beginning 
prepayments balance. Its ending current payables balance is expected to be $22,000 more than its 
beginning balance. 

All of Former’s sales are on account. Approximately 65 percent of its sales are collected in the 
quarter in which they are made. The remaining 35 percent are collected in the following quarter. 
Because all of the company’s sales are made to government agencies, it experiences virtually no 
uncollectible accounts. 

Former’s minimum cash balance requirement is $10,000. Should the balance fall below this 
amount, management negotiates a short-term loan with a local bank. The company’s debt ratio 
(liabilities + assets) is currently 80 percent. 


1026 Chapter 23 Operational Budgeting 


Instructions 

a. Compute Former’s budgeted cash receipts for the quarter. 

Compute Former’s payments of current payables budgeted for the quarter. 
Compute Former’s cash prepayments budgeted for the quarter. 

Prepare Former’s cash budget for the quarter. 


Estimate Former’s short-term borrowing requirements for the quarter. 


mean & 


Discuss problems Former might encounter in obtaining short-term financing. 


L01 PROBLEM 23.5A Rizzo’s has been in business since January of the current year. The company buys frozen pizza 
Budgeted Income crusts and resells them to large supermarket chains in five states. The following information per- 
Statement and Cash tains to Rizzo’s first four months of operations: 


LOo2 
: Budget 


Purchases Sales 
L04 DAM Ate aot coaree ted Sone teehee herd aeeaatnne tics iat ceceemeed mateate Sou aee dans eed $40,000 $62,000 
Feb: .2s 80260 Mies Sib ye See doy Ped ood a Pa ke eee 32,000 49,000 
LO5 WAM eee ecee tense ci eeeag cots AO cater aes cotuens assis Bo ae ee eee 44,000 65,000 
ADM wis$ A-cc-p fae eed d. aide anda bape heen Gob eae hpe Fantom de 24,000 42,000 


Rizzo’s expects to open several new sales territories in May. In anticipation of increased vol- 
ume, management forecasts May sales at $72,000. To meet this demand, purchases in May are 
budgeted at $42,000. The company maintains a gross profit margin of approximately 40 percent. 

All of Rizzo’s sales are on account. Due to strict credit policies, the company has no bad debt 
expense. The following collection performance is anticipated for the remainder of the year: 


Percent collected in month of sale... 2... 0... ee eee 30% 
Percent collected in month following sale ...............0 00.002. e eee eee eee 60 
Percent collected in the second month following sale .....................-.00.. 10 


Rizzo’s normally pays for 80 percent of its purchases in the month that the purchases are made. 
The remaining amount is paid in the following month. The company’s fixed selling and administra- 
tive expenses average $12,000 per month. Of this amount, $4,000 is depreciation expense. Variable 
selling and administrative expenses are budgeted at 5 percent of sales. The company pays all of its 
selling and administrative expenses in the month that they are incurred. 

Rizzo’s debt service is $5,000 per month. Of this amount, approximately $4,500 represents 
interest expense, and $500 is payment on the principal. The company’s tax rate is approximately 
35 percent. Quarterly tax payments are made at the end of March, June, September, and December. 


Instructions 

a. Prepare Rizzo’s budgeted income statement for May. 

b. Prepare Rizzo’s cash budget for May. Assume that the company’s cash balance on May | is 
$25,000. 


c. Explain why Rizzo’s budgeted cash flow in May differs from its budgeted net income. 


01 PROBLEM 23.6A Jake Marley, owner of Marley Wholesale, is negotiating with the bank for a $200,000, 90-day, 
Preparing a Cash 12 percent loan effective July 1 of the current year. If the bank grants the loan, the proceeds will 
192 Budget be $194,000, which Marley intends to use on July 1 as follows: pay accounts payable, $150,000; 
purchase equipment, $16,000; add to bank balance, $28,000. 
eXcel The current working capital position of Marley Wholesale, according to financial statements as 
104 of June 30, is as follows: 


Cash Dank ace ceit- 2 insane ate Wk & io acca nd’ 4 Black E ae aenaon G8 ae 48 E aoblevenomeatcs $ 20,000 
Receivables (net of allowance for doubtful accounts) ..................0.0.. 160,000 
Merchandise Inventory es oeckas coe ce cwtee ake Peden PON ed Bad wee em anie 90,000 
Total current:aSsets: ss 2-nidw ou eho eae eee Dee eae Den eR Ce a eS $270,000 
Accounts payable (including accrued operating expenses) ................... 150,000 
Working:Capitall’, 22... 2viinde dvi ad Paes ake pee ed dae eae $120,000 


LOS 


Problem Set A 


L02 


thranah 
inrougn 


LOG 
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The bank loan officer asks Marley to prepare a forecast of his cash receipts and cash payments 
for the next three months to demonstrate that the loan can be repaid at the end of September. 

Marley has made the following estimates, which are to be used in preparing a three-month 
cash budget: Sales (all on account) for July, $300,000; August, $360,000; September, $270,000; 
and October, $200,000. Past experience indicates that 80 percent of the receivables generated in 
any month will be collected in the month following the sale, 19 percent will be collected in the 
second month following the sale, and 1 percent will prove uncollectible. Marley expects to collect 
$120,000 of the June 30 receivables in July and the remaining $40,000 in August. 

Cost of goods sold consistently has averaged about 65 percent of sales. Operating expenses are 
budgeted at $36,000 per month plus 8 percent of sales. With the exception of $4,400 per month 
depreciation expense, all operating expenses and purchases are on account and are paid in the 
month following their incurrence. 

Merchandise inventory at the end of each month should be sufficient to cover the following 
month’s sales. 


Instructions 


a. Prepare a monthly cash budget showing estimated cash receipts and cash payments for July, 
August, and September, and the cash balance at the end of each month. Supporting schedules 
should be prepared for estimated collections on receivables, estimated merchandise purchases, and 
estimated payments for operating expenses and of accounts payable for merchandise purchases. 


b. On the basis of this cash forecast, write a brief report to Marley explaining whether he will be 
able to repay the $200,000 bank loan at the end of September. 


Snells is a retail department store. The following cost-volume relationships were used in develop- 
ing a flexible budget for the company for the current year: 


Yearly Variable 
Fixed Expenses per 
Expenses __ Sales Dollar 
Cost of merchandise sold..................-.-.0000085 $0.600 
Selling and promotion expense .....................04. $ 210,000 0.082 
Building occupancy expense .............. 000 eee eee 186,000 0.022 
BUYING ‘GXPONSE 20ers sa. vehiteawioae ea weak wees 150,000 0.041 
Delivery CxXpensSe...ic2sacecnceeeadua ees chav iacadenes 111,000 0.008 
Credit and collection expense....................0.000. 72,000 0.002 
Administrative expense. ...............00 0 cee eee ee eee 531,000 0.003 
MOUAIS ache 5 ce hase ors, Sh oes kaka eles Ge aaatletleon tte. ai eget ates dal este $1,260,000 $0.758 


Management expected to attain a sales level of $12 million during the current year. At the end 
of the year, the actual results achieved by the company were as follows: 


NGtSaleS: so nif cia s nan care Pémiyancigiedoten nena’: ae Op ee Mela eee ate ees $10,500,000 
Costofigoods Sold! s.c¢v 455 oep0 4 died ede eb do Os eae oe aS 6,180,000 
Selling and promotion expense ........... 00.0.0. eee 1,020,000 
Building occupancy expense .......... 0.0.00. eee 420,000 
BUYING:OXPSNSO ascetic sea o\orkcecapay ae a: May heduabsvede goeeniaxe a bre grate @ oe oid aguante eld stacey 594,000 
Delivery expense .......... 0... cece ete 183,000 
Credit and collection expense ........... 0000: c eee tee 90,000 
Administrative expense ............ 0... cee eee eee eee 564,000 


Instructions 


a. Prepare a schedule comparing the actual results with flexible budget amounts developed for 
the actual sales volume of $10,500,000. Organize your schedule as a partial multiple-step 
income statement, ending with operating income. Include separate columns for (1) flexible 
budget amounts, (2) actual amounts, and (3) any amount over (under) budget. Use the cost- 
volume relationships given in the problem to compute the flexible budget amounts. 
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b. Write a statement evaluating the company’s performance in relation to the plan reflected in the 
flexible budget. 


lo2 PROBLEM 23.8A Braemar Saddlery uses department budgets and performance reports in planning and controlling its 
manufacturing operations. The following annual performance report for the custom saddle produc- 


pone etagelne tion department was presented to the president of the company: 


L044 eXcel 
me “eegee ake Actual Over 
106 ; Costs (Under) 
Per Unit Total Incurred Budget 
Variable manufacturing costs: 
Direct materials .................0.00. $ 30.00 $150,000 $171,000 $21,000 
Directilabor xi gcse death ob a eee eet 48.00 240,000 261,500 21,500 
Indirect labor ..................0200-. 15.00 75,000 95,500 20,500 
Indirect materials, supplies, etc. ......... 9.00 45,000 48,400 3,400 
Total variable manufacturing costs...... $102.00 $510,000 $576,400 $66,400 
Fixed manufacturing costs: 
Lease rental ............0000 0c cee eee $ 9.00 $ 45,000 $ 45,000 —0- 
Salaries of foremen..............-00-- 24.00 120,000 125,000 $ 5,000 
Depreciation and other ................ 15.00 75,000 78,600 3,600 
Total fixed manufacturing costs ........ $ 48.00 $240,000 $248,600 $ 8,600 
Total manufacturing costs..............-. $150.00 $750,000 $825,000 $75,000 


Although a production volume of 5,000 saddles was originally budgeted for the year, the actual 
volume of production achieved for the year was 6,000 saddles. Direct materials and direct labor 
are charged to production at actual cost. Factory overhead is applied to production at the predeter- 
mined rate of 150 percent of the actual direct labor cost. 

After a quick glance at the performance report showing an unfavorable manufacturing cost vari- 
ance of $75,000, the president said to the accountant: “Fix this thing so it makes sense. It looks as 
though our production people really blew the budget. Remember that we exceeded our budgeted 
production schedule by a significant margin. I want this performance report to show a better pic- 
ture of our ability to control costs.” 


Instructions 


a. Prepare a revised performance report for the year on a flexible budget basis. Use the same 
format as the production report above, but revise the budgeted cost figures to reflect the actual 
production level of 6,000 saddles. 


b. Briefly comment on Braemar’s ability to control its variable manufacturing costs. 


c. What is the amount of over- or underapplied manufacturing overhead for the year? 


Problem Set B 


Frowren Domestic manufactures and sells a single product. In preparing its master budget for the 


104 PROBLEM 23.1B current quarter, the company’s controller has assembled the following information: 
Budgeting Production, 
LO5 Inventories, and Cost Units Dollars 
of Sales 
Sales: (budgeted) | is.cc¢cci4e weit pee gedbeeetea hel wer kes 200,000 $8,000,000 
Finished goods inventory, beginning of quarter ................. 30,000 750,000 
Finished goods inventory, end of quarter...................... 25,000 ? 
Cost of finished goods manufactured (assume a 
budgeted manufacturing cost of $26 per unit)................. ? ? 


Frowren Domestic used the average cost method of pricing its inventory of finished goods. 


Problem Set B 


04 PROBLEM 23.2B 


Short Budgeting 


LO5 Problem 


L044 PROBLEM 23.3B 
Budgeting for Cash 


L05 
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Instructions 

Compute the following budgeted quantities or dollar amounts: 
a. Planned production of finished goods (in units). 

b. Cost of finished goods manufactured. 


c. Ending finished goods inventory. (Remember that in using the average cost method you first 
must compute the average cost of units available for sale.) 


d. Cost of goods sold. 


Melody Corporation manufactures and sells a single product. In preparing the budget for the first 
quarter, the company’s cost accountant has assembled the following information: 


Units Dollars 
Sales (budgeted) ....... 00.0... eee eee eee 200,000 $15,000,000 
Finished goods inventory, Jan. 1 (actual) ..................... 40,000 1,440,000 
Finished goods inventory, Mar. 31 (budgeted) ................. 30,000 2 
Cost of finished goods manufactured (budgeted 
manufacturing cost is $38 per unit)..........0..0.00 eee eee ? ? 


The company uses the first-in, first-out method of pricing its inventory of finished goods. 


Instructions 

Compute the following budgeted quantities or dollar amounts: 

a. Planned production of finished goods (in units). 

b. Cost of finished goods manufactured. 

c. Finished goods inventory, March 31. (Remember to use the first-in, first-out method in pricing 
the inventory.) 

d. Cost of goods sold. 


Barley, Inc., wants a projection of cash receipts and cash payments for the month of November. On 
November 28, a note will be payable in the amount of $102,250, including interest. The cash bal- 
ance on November | is $37,200. Accounts payable to merchandise creditors at the end of October 
were $206,000. 

The company’s experience indicates that 70 percent of sales will be collected during the month 
of sale, 25 percent in the month following the sale, and 3 percent in the second month following 
the sale; 2 percent will be uncollectible. The company sells various products at an average price of 
$10 per unit. Selected sales figures are as follows: 


Units 
SCDt—aCtUal cary A cie-k coca dete 2a eh mapeciersdaresh PERG, Chola gb ted ded ee iad eS 50,000 
Oct:—actuall v.scsc:cee dow ars PAM Gad aad lend deine esd ates 70,000 
Nov.—estimated ..... 0.0... ccc eee teen e ene e nee 90,000 
Déc.—eOstimated <.2-2. 6 eect: duh Gdns drat epdode'acd &, nerd MAR RUE « gas Oo HaGiedch aaa Ge aGls 60,000 
Total estimated for the current year... ...... 0.0.00. 900,000 


Because purchases are payable within 15 days, approximately 50 percent of the purchases in a 
given month are paid in the following month. The average cost of units purchased is $6 per unit. 
Inventories at the end of each month are maintained at a level of 2,000 units plus 10 percent of the 
number of units that will be sold in the following month. The inventory on October | amounted to 
9,000 units. 

Budgeted operating expenses for November are $225,000. Of this amount, $100,000 is consid- 
ered fixed (including depreciation of $40,000). All operating expenses, other than depreciation, are 
paid in the month in which they are incurred. 

The company expects to sell fully depreciated equipment in November for $9,000 cash. 


Instructions 


Prepare a cash budget for the month of November, supported by schedules of cash collections on 
accounts receivable and cash payments for purchases of merchandise. 
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Loi PROBLEM 23.4B Peter Corporation sells its products to a single customer. At the beginning of the current quarter, 
Estimating Borrowing the company reports the following selected account balances: 


Requirements 
L02 


ASIN be cct eer se ag nicht: docstgh Gana ghodence due bce bee eat gavslonciane duh dee Gaadhowend aus 4a ehonean ane $ 10,000 
Accounts (receivable s-2.2:0:2.ch24rn. 4 ea c.accate Ekibi ad, 2g eee 2 ewe dM er eel ered 250,000 
L04 Currentipayables: 23.2 s2.adsae Osi se adaed Done Ree een aves dade 90,000 
105 Peter’s management has made the following budget estimates regarding operations for the current 
quarter: 
Sales (GStimated) 24 Fe seuigtipches s-peececere ne aue'p tba Qicnce atarenavadeinesigrethce eae eoavancdeeacees $700,000 
Total costs and expenses (estimated) ............... 00.00.0000. 2 eee eee 500,000 
Debt service payment (estimated) ........... 00.0... eee eee eee eee 260,000 
Tax liability payment (estimated) ............... 0.0.0.0... eee eee ee 50,000 
Of Peter’s total costs and expenses, $40,000 is quarterly depreciation expense, and $18,000 rep- 
resents the expiration of prepayments. The remaining $442,000 is to be financed with current 
payables. The company’s ending prepayments balance is expected to be the same as its beginning 
prepayments balance. Its ending current payables balance is expected to be $15,000 more than its 
beginning balance. 

All of Peter’s sales are on account. Approximately 70 percent of its sales are collected in the 
quarter in which they are made. The remaining 30 percent are collected in the following quarter. 
Because all of the company’s sales are made to a single customer, it experiences virtually no uncol- 
lectible accounts. 

Peter’s minimum cash balance requirement is $10,000. Should the balance fall below this 
amount, management negotiates a short-term loan with a local bank. The company’s debt ratio 
(liabilities + assets) is currently 90 percent. 

Instructions 

a. Compute Peter’s budgeted cash receipts for the quarter. 

b. Compute Peter’s payments of current payables budgeted for the quarter. 

c. Compute Peter’s cash prepayments budgeted for the quarter. 

d. Prepare Peter’s cash budget for the quarter. 

e. Estimate Peter’s short-term borrowing requirements for the quarter. 

f. Discuss problems Peter might encounter in obtaining short-term financing. 

L0i1 PROBLEM 23.5B Synder’s has been in business since January of the current year. The company buys fresh pasta and 
Budgeted Income resells it to large supermarket chains in five states. The following information pertains to Synder’s 
Statement and Cash first four months of operations: 

L02 
Budget 

Purchases _ Sales 
=o Date greta a eamneeh duces aed eeata ee sens ees $50,000 $80,000 
FGDs, jo, Acts 2 siete ace te ceate ft sntce mtb OP aceasta dat ate aneihsavietacteaRl ebayer 40,000 60,000 
LOS Mah: ode tet bret tana tt adnberpadd adh abe ety bid eed eee 55,000 90,000 
DDI once ptibene the ees tirecte tet erecta ee had ase weal dt a agen ahha a ner Soe anattenate tens 25,000 40,000 


Synder’s expects to open several new sales territories in May. In anticipation of increased volume, 
management forecasts May sales at $100,000. To meet this demand, purchases in May are bud- 
geted at $60,000. The company maintains a gross profit margin of approximately 40 percent. 

All of Synder’s sales are on account. Due to strict credit policies, the company has no bad debt 
expense. The following collection performance is anticipated for the remainder of the year: 


Percent collected in month of sale ...... 0.0.0.0... 00 c eee eee 40% 
Percent collected in month following sale. .............. 0.000000 cece eee eee 50 
Percent collected in the second month following sale .............0........004. 10 


Problem Set B 


LO1 


L02 


LO4 
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Synder’s normally pays for 75 percent of its purchases in the month that the purchases are made. 
The remaining amount is paid in the following month. The company’s fixed selling and administra- 
tive expenses average $10,000 per month. Of this amount, $3,000 is depreciation expense. Variable 
selling and administrative expenses are budgeted at 5 percent of sales. The company pays all of its 
selling and administrative expenses in the month that they are incurred. 

Synder’s debt service is $4,000 per month. Of this amount, approximately $3,000 represents 
interest expense, and $1,000 is payment on the principal. The company’s tax rate is approxi- 
mately 25 percent. Quarterly tax payments are made at the end of March, June, September, and 
December. 


Instructions 
a. Prepare Synder’s budgeted income statement for May. 


b. Prepare Synder’s cash budget for May. Assume that the company’s cash balance on May | is 
$30,000. 


c. What are the primary benefits that Synder’s will gain from preparing and using a budget? 


Ann Hoffman, owner of Hoffman Industries, is negotiating with the bank for a $250,000, 90-day, 
15 percent loan effective July 1 of the current year. If the bank grants the loan, the net proceeds 
will be $240,000, which Hoffman intends to use on July 1 as follows: pay accounts payable, 
$200,000; purchase equipment, $25,000; and add to bank balance, $15,000. 

The current working capital position of Hoffman Industries, according to financial statements 
as of June 30, is as follows: 


CASH INMIDANK iii. cceiice acs acest ese cpacdcevece ace, acne wa andeaudlace waa ew wis apdoaud boca dp anacecacavene $ 18,000 
Receivables (net of allowance for doubtful accounts) ..................0.00. 200,000 
Merchandise inventory .......... 0.00.00 c eee 80,000 
Totalicurrentassets:2ic4 0304 hicecbs eeeds phhbtei ged bee hiderks eeabea as $298,000 
Accounts payable (including accrued operating expenses) ................... 160,000 
Working:capltal: ckcnt.t4 acetone G8 oe ae Sk alee ORR ER he Bs $138,000 


The bank loan officer asks Hoffman to prepare a forecast of her cash receipts and cash payments 
for the next three months to demonstrate that the loan can be repaid at the end of September. 

Hoffman has made the following estimates, which are to be used in preparing a three-month 
cash budget: Sales (all on account) for July, $340,000; August, $360,000; September, $300,000; 
and October, $220,000. Past experience indicates that 75 percent of the receivables generated in 
any month will be collected in the month following the sale, 24 percent will be collected in the 
second month following the sale, and | percent will prove uncollectible. Hoffman expects to col- 
lect $160,000 of the June 30 receivables in July and the remaining $40,000 in August. 

Cost of goods sold consistently has averaged about 65 percent of sales. Operating expenses are 
budgeted at $40,000 per month plus 10 percent of sales. With the exception of $5,000 per month 
depreciation expense, all operating expenses and purchases are on account and are paid in the 
month following their incurrence. 

Merchandise inventory at the end of each month should be sufficient to cover the following 
month’s sales. 


Instructions 


a. Ann Hoffman has contacted you to prepare a cash budget showing estimated cash receipts 
and cash payments for July, August, and September. First, you must prepare the following 
schedules: 


1. Estimated cash collections on receivables. 

2. Estimated merchandise purchases. 

3. Estimated cash payments for operating expenses. 

4. Estimated cash payments on accounts payable (including operating expenses). 


b. Once the schedules have been prepared, complete the cash budgets for July, August, and 
September showing the cash balance at the end of each month. 
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Log PROBLEM 23.7B Eight Flags is a retail department store. The following cost-volume relationships were used in 
Preparing and Using a__ developing a flexible budget for the company for the current year: 
Flexible Budget 


Yearly Variable 
Fixed Expenses per 
cnreien Expenses _ Sales Dollar 

LOG Cost of merchandise sold ............0.000000 eee eeeee $0.65 
Selling and promotion expense ..............0000 eee eee $160,000 0.09 
Building occupancy expense .................-...-000-. 120,000 0.02 
BUYING CxPONSe: ses ceanth deen cede RoR BU eee eee 100,000 0.05 
Delivery: OxPense. « sisctas etn eee teeta Sars eee ee 110,000 0.01 
Credit and collection expense ............-.000 cee eee 60,000 0.01 
Administrative expense .................... 0000000000. 300,000 _0.02 
WOtalS? svceaesca.2 beh elaeia ate te eh et Me anaes $850,000 $0.85 


Management expected to attain a sales level of $20 million during the current year. At the end of 
the year, the actual results achieved by the company were as follows: 


NetSales. once cg 2225, cdee eddie ban te ea oe pavdkanee ata Mee tea See $18,000,000 
Costiof Goods Sold s.c.icideode deeb ot Ged av ebb eeGea hdd ehee edad 11,160,000 
Selling and promotion expense ............. 2.00. ee eee 800,000 
Building occupancy expense .......... 0.0... eee ee 450,000 
Buying expense ......... 0... eee eee eee 720,000 
Delivery Oxpense: 2c iiisticed Saw ee bate Od bod eae ed oe be ee EEE owed 200,000 
Credit and collection expense ............ 0.0.00 c eee eee 100,000 
Administrative expense ........... 0.0.00 eee 360,000 
Instructions 


a. Prepare a schedule comparing the actual results with flexible budget amounts developed for 
the actual sales volume of $18,000,000. Organize your schedule as a partial multiple-step 
income statement, ending with operating income. Include separate columns for (1) flexible 
budget amounts, (2) actual amounts, and (3) any amount over (under) budget. Use the cost- 
volume relationships given in the problem to compute the flexible budget amounts. 


b. Write a statement evaluating the company’s performance in relation to the plan reflected in the 
flexible budget. 


c. Why is a flexible budget useful in evaluating the performance of the Eight Flags store? 
d. Do fixed costs and variable costs always change in a flexible budget? 


tog PROBLEM 23.8B XL Industries uses department budgets and performance reports in planning and controlling its 
Flexible Budgeting manufacturing operations. The following annual performance report for the widget production 
department was presented to the president of the company: 
L04 
through Budgeted Gos hg Actual Over 
for 4,000 Units Costs (Under) 
LO6 Per Unit _‘ Total Incurred Budget 
Variable manufacturing costs: 
Direct materials ...................0.. $ 25.00 $100,000 $120,000 $20,000 
Direct labor ...............-...0..00.. 50.00 200,000 210,000 10,000 
Indirect ADON scis.82 8 nee Ree LA a 4 12.00 48,000 50,000 2,000 
Indirect materials, supplies, etc. ......... 10.00 40,000 43,000 3,000 
Total variable manufacturing costs...... $ 97.00 $388,000 $423,000 $35,000 
Fixed manufacturing costs: 
Lease rental siuct¢2s¢oberrennksoaas $ 10.00 $ 40,000 $ 40,000 -0- 
Salaries of foremen................00. 25.00 100,000 104,000 $ 4,000 
Depreciation and other ................ 18.00 72,000 75,000 3,000 
Total fixed manufacturing costs ........ $ 53.00 $212,000 $219,000 $ 7,000 


Total manufacturing costs................ $150.00 $600,000 $642,000 $42,000 
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Although a production volume of 4,000 widgets was originally budgeted for the year, the actual 
volume of production achieved for the year was 5,000 widgets. Direct materials and direct labor 
are charged to production at actual costs. Factory overhead is applied to production at the predeter- 
mined rate of 150 percent of the actual direct labor cost. 

After a quick glance at the performance report showing an unfavorable manufacturing cost vari- 
ance of $42,000, the president said to the accountant: “Fix this thing so it makes sense. It looks as 
though our production people really blew the budget. Remember that we exceeded our budgeted 
production schedule by a significant margin. I want this performance report to show a better pic- 
ture of our ability to control costs.” 


Instructions 


a. Prepare a revised performance report for the year on a flexible budget basis. Use the same 
format as the production report above, but revise the budgeted cost figures to reflect the actual 
production level of 5,000 widgets. 


b. Briefly comment on XL’s ability to control its variable manufacturing costs. 
c. What is the amount of over- or underapplied manufacturing overhead for the year? 


Critical Thinking Cases 


02. CASE 23.1 The purpose of this problem is to demonstrate some of the interrelationships in the budgeting 
Budgeting in a process. Shown below is a very simple balance sheet at January 1, along with a simple budgeted 
LO6 Nutshell income statement for the month. (Assume dollar amounts are stated in thousands; you also may 


state dollar amounts in this manner.) 


NUTSHELL NUTSHELL 
BALANCE SHEET BUDGETED INCOME 
JANUARY 1 STATEMENT FOR 
JANUARY 
Assets Liabilities & Equity 
Cash........... $ 40 Accounts 
Accounts payable....... $ 30 
receivable..... 120 Owners’ sie ie — 
co ae 50 equity ........ 180 Gross profit ....... $ 40 
Total........... goio ‘Total........... $210 eno Mies cia = 
a Netincome........ $15 


As Nutshell has no plant assets, there is no depreciation expense. Prepare a cash budget for January 
and a budgeted balance sheet as of January 31. 

These budgets are to reflect your own assumptions as to the amounts of cash and credit sales, 
collections of receivables, purchases of inventory, and payments to suppliers. We require only that 
the cash balance be $50 at January 31, that receivables and inventory change from the January 1 
levels, and that the company engage in no “financing” or “investing” activities (as these terms are 
used in a statement of cash flows). 

Clearly state your assumptions as part of your solution, and be prepared to explain in class how 
they result in the amounts shown in your budgets. 


01. CASE 23.2 Beta Computers is experiencing financial difficulties attributed to declining sales of its main- 
An Ethical Dilemma frame computer systems. Several years ago, the company obtained a large loan from Midland 

pes . State Bank. The covenants of the loan agreement strictly state that if Beta is unable to maintain 
103 a current ratio of 3:1, a quick ratio of 1:1, and a return on assets of 12 percent, the bank will 


exercise its right to liquidate the company’s assets in settlement of the loan. To monitor Beta’s 
performance, the bank demands quarterly financial statements that have been reviewed by an 
independent CPA. 

Nick Price, Beta’s CEO, has just reviewed the company’s master budget projections for the 
first two quarters of the current year. What he has learned is disturbing. If sales trends continue, 
it appears that Beta will be in violation of its loan covenants by the end of the second quarter. If 
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these projections are correct, the bank might foreclose on the company’s assets. As a consequence, 
Beta’s 750 employees will join the ranks of the unemployed. 

In February of the current year, Rembrant International contacted Beta to inquire about pur- 
chasing a custom-configured mainframe computer system. Not only would the sale generate over 
a million dollars in revenue, it would put Beta back in compliance with its loan covenants. Unfor- 
tunately, Rembrant International is an extremely bad credit risk, and the likelihood of collecting 
on the sale is slim. Nonetheless, Nick Price approved the sale on February 1, which resulted in the 
recording of a $1.4 million receivable. 

On March 31, Edgar Gamm, CPA, arrived at Beta’s headquarters. In Gamm’s opinion, the 
$1.4 million receivable from Rembrant International should immediately be written off as uncol- 
lectible. Of course, if the account is written off, Beta will be in violation of its loan covenants and 
the bank will soon foreclose. Gamm told Price that it is his professional duty to prevent any mate- 
rial misstatement of the company’s assets. 

Price reminded Gamm that if the account is written off, 750 employees will be out of work, 
and that Gamm’s accounting firm probably could not collect its fee for this engagement. Price 
then showed Gamm Beta’s master budget for the third and fourth quarters of the current year. The 
budget indicated a complete turnaround for the company. Gamm suspected, however, that most of 
the budget’s estimates were overly optimistic. 


Instructions 
With a group of students answer the following questions: 


a. Should Gamm insist that the Rembrant International account be classified as uncollectible? 
Should the optimistic third and fourth quarter master budget projections influence his deci- 
sion? What would you do if you were in his position? Defend your actions. 

b. If you were the president of Midland State Bank, what would you do if you discovered that 
the Rembrant International account constituted a large portion of Beta’s reported liquid assets 
and sales activity for the quarter? How would you react if Edgar Gamm’s accounting firm had 
permitted Beta to classify the account as collectible? 


The importance of cash budgets for all types of businesses and individuals cannot be overempha- 
sized. The following six steps to cash flow control are critical. 


1. Create a monthly cash flow budget. Determine the amount you need to achieve your business 
and personal financial goals, including enough to pay taxes and fund your retirement. 


2. At the end of each month compare cash infows and outflows to make necessary adjustments to 
cash spending or saving. 


. Accounting software can help automate the process. 
. Set aside cash each month to pay your taxes on time. 
. Make quarterly contributions to a retirement account. 


Nn bk WwW 


. Establish a line of credit with a bank, or investigate other short-term financing sources, well 
before you think you’ll need the extra cash. 


Instructions 


a. Assume for item number 2 that a business’s actual cash flows are not enough to achieve its 
business goals and some necessary adjustments must be made. Name at least four adjustment 
procedures that businesses can use to equalize cash flows. 


b. Write a short paragraph discussing how cash budgeting can be critical for your ongoing 
success. 


Medlin Accounting Shareware produces accounting programs that Internet users can download 
and try for free. Access the Medlin Web site at: 
www.medlin.com/budget.htm 


Investigate the Medlin budgeting package. 


Critical Thinking Cases 


L04. CASE 23.5 
Budgeting and 
Internal Controls 
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Instructions 
a. What features are provided with the budgeting software? 


b. Explain how the features can be used for (1) advance warning and assignment of responsibility 
for corrective action, (2) coordination of activities among all departments within the organiza- 
tion, or (3) the creation of standards for evaluating performance. 


Internet sites are time and date sensitive. It is the purpose of these exercises to have you explore 
the Internet. You may need to use the Yahoo! search engine http://www.yahoo.com (or another 
favorite search engine) to find a company’s current Web address. 


Under the Public Company Accounting Oversight Board (PCAOB) procedures, companies are 
required to disclose “material weaknesses” in their internal controls. A material weakness means a 
company’s deficiencies are so bad that there’s more than a remote chance of a material misstatement 
in its financial reports. An example is when a bank does not regularly check for errors in estimat- 
ing loan-loss expenses. This type of undetected error, for instance, could be rooted in a formula 
in a computer spreadsheet that budgets how lending will be affected by interest rate changes. Fan- 
nie Mae, the mortgage finance company, reported a $1.3 billion error from its computer models prior 
to a large accounting scandal. Some auditors are reporting that the material weaknesses they are 
seeing are the result of flawed checks on formulas used to figure, for example, income tax expense. 


Instructions 

Consider how errors in formulas, embedded in linked budgeting spreadsheets and used to estimate 

sales each quarter, can impact the budgeting process. 

a. Use Exhibit 23-2 to trace how errors can permeate the various budgets of a company. Explain 
how an error that causes a material overstatement of budgeted sales will affect other budgets 
for the organization. 

b. Explain how the PCAOB requirements to evaluate internal controls can improve the budgeting 
process at a company. 


Answers to Self-Test Questions 


1. a, b,c 2. b (70,000 units < $10 per unit x 80%) + ($100,000 x 50%) = $610,000 
Sad 4. ¢ Bh Gl 6. Cc 
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Learning Objectives 


AFTER STUDYING THIS CHAPTER, YOU SHOULD BE ABLE TO: 


L01 


L02 


LO 


LO4 


L05 


Define standard costs and explain how they assist managers in controlling costs. 


Explain the difference between setting ideal standards and setting reasonably achievable 
standards. 


Compute direct materials and direct labor variances and explain the meaning of each. 


Compute overhead variances and explain the meaning of each. 


Discuss the causes of specific cost variances. 


The U.S. Navy was founded on October 18, 1775, and the Department of 
the Navy was established on April 30, 1798. Today, the Navy has nearly 
300 ships and over 4,000 operational aircraft. You can imagine that the 
amount of materials and supplies purchased by the Navy in any given year 
is quite large. To help the Navy and other branches of the armed services 
with procurement of ships, planes, missiles, rockets, tanks, and supporting 
equipment and supplies, the Office of Management and Budget operates the 
Cost Accounting Standards Board. 

The five-member Cost Accounting Standards Board (CASB) is an 
independent, legislatively established board. The board has the exclusive 
authority to make, promulgate, and amend cost accounting standards 
and interpretations designed to achieve uniformity and consistency in the 
cost accounting practices governing the measurement, assignment, and 
allocation of costs to contracts with the United States. The standards are 
mandatory for use by all branches of the armed services and by contractors 
and subcontractors in estimating, accumulating, and reporting costs in 
connection with pricing and all negotiated prime contract and subcontract 
procurement with the United States in excess of $500,000. The CASB 
recommendations include the use of standard costing systems for all 


government contractors. 
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Learning Objective 


L01 


Define standard costs and 
explain how they assist 
managers in controlling 
costs. 


Learning Objective 


L02 


Explain the difference 
between setting ideal 

standards and setting 
reasonably achievable 
standards. 
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Hundreds of companies have discovered the importance of cost control as a means of survival 
in fiercely competitive markets. By implementing an organized, companywide process for 
controlling costs, a firm can reverse its sinking earnings trend and recover its market position. 
One important tool companies use to control ongoing operating costs is a standard cost system. 

The managers who have decision-making authority over company resources compare their 
actual results with the standard costs embedded in the budgets. When the actual results and 
the standard costs are significantly different, managers take corrective action to control the 
costs that have strayed from the standard. 


Standard Cost Systems 


A cost accounting system becomes more useful when it includes the budgeted or expected 
costs to serve as standards for comparison with the costs actually incurred. These budgeted 
amounts are called standard costs (or cost standards). An accounting system that accumulates 
costs using standard input prices and quantities is a standard cost system. Standard costs are 
used with job order and process cost systems and with activity-based costing. 

A standard cost is the per-unit cost expected to be incurred under normal (but efficient) 
operating conditions. Standard costs are estimated separately for the materials, direct labor, 
and overhead relating to each type of product that the company manufactures. Comparison of 
the actual costs with these cost standards quickly directs management’s attention to situations 
in which actual costs differ from expected levels. 

Differences between actual and standard input prices or quantities are called variances. A 
variance is said to be favorable when actual input costs or quantities are Jess than standard. 
When actual input costs or quantities exceed the standard, the variance is said to be unfavorable. 

A standard cost system is illustrated in Exhibit 24-1. The exhibit shows that standard cost 
systems make use of both actual and standard costs. The actual costs are recorded in the 
Direct Materials, Direct Labor, and Overhead accounts in the manner described in prior chap- 
ters. However, the amounts charged to the Work in Process accounts are the standard costs 
for the number of units produced. Any differences between the actual costs incurred and the 
standard costs charged to the Work in Process accounts are recorded in special cost variance 
accounts. 

A separate cost variance account is maintained for each type of cost variance. Thus, the 
cost accounting system provides managers with detailed information as to the nature and 
amount of the differences between actual and expected (standard) manufacturing costs. 

Standard costs and variance accounts assist management in controlling costs by quickly 
bringing differences in actual and expected costs to management’s attention. Otherwise, these 
cost differences might flow unnoticed into the Finished Goods Inventory and Cost of Goods 
Sold accounts. 


ESTABLISHING AND REVISING STANDARD COSTS 


Standard costs are established and revised each period during the budgeting process. Standard 
costs are continually reviewed and periodically revised if significant changes occur in produc- 
tion methods or in the prices paid for materials, labor, and overhead. 

What should the expectations of management be as it establishes standard cost targets? 
This is an important question. Under ideal conditions, management would leave no room 
for any inefficiencies in the production process—there would be no waste, spoilage, fatigue, 
breakdowns, cost overruns, etc. However, ideal expectations are unrealistic and would result 
in cost standards impossible to achieve. Hence, management’s level of expectation must be 
something less than ideal. 

The level of production output plays an important role in determining cost standards. For 
instance, grossly underutilized production facilities often experience varying degrees of cost 
inefficiency. Conversely, the stress and demands imposed on production facilities operating at 
full capacity can cause cost overruns. Thus, as previously stated, standards should correspond 
to what costs should be under normal operating conditions for a particular company. How- 
ever, costs of idle capacity should not be part of standard product costs. 
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Exhibit 24-1 A STANDARD COST SYSTEM WITH ACTUAL AND STANDARD QUANTITIES AND COSTS 


Actual 

quantities & 
costs assigned to 
various accounts 


Direct materials: 
¢ Actual quantity 
e Actual cost 


Direct labor: 
e Actual quantity 
¢ Actual cost 


Overhead: 
e Actual cost 


YOUR TURN You as a Production Manager 


Assume you supervise the production line for a product called Wingdits. Over several 
previous years, the average demand for Wingdits has required about 80 percent of pro- 
duction capacity, but during the current year demand has required the production line to 
be run at 100 percent capacity. 

Your production line has been designated as a responsibility cost center and you 
have the authority to make input-related decisions such as ordering raw materials, hiring 
employees to work on the production line, and maintaining the equipment used to produce 
Wingdits. During the current year, the plant manager has been questioning your manage- 
ment ability because the actual costs of producing Wingdits are significantly higher than 
the expected standard costs. What could explain the significant difference between the 
actual and standard costs of the recently produced Wingdits? What related ethical issues 
should you raise with the plant manager? 


(See our comments on the Online Learning Center Web site.) 
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DIRECT MATERIALS STANDARDS 


The first step in establishing standard costs for direct materials is identifying the specific 
materials required to produce each product. The setting of direct materials standards involves 
both the cost and the quantity of each material used. For example, assume that the standard 
cost of mozzarella cheese used in the production of frozen pizzas is $2.40 per pound. If the 
standard quantity of cheese allowed per pizza is one-quarter of a pound, the standard cost of 
cheese per pizza is $0.60 ($2.40 per pound times 4 pound). 

The setting of direct materials standards also involves assessing relationships among cost, 
quality, and selling prices. High-quality materials generally cost more than low-quality mate- 
rials. However, the use of high-quality materials often results in less waste, less spoilage, and 
fewer product defects. In Chapter 19 we pointed out that the cost and quality of materials used 
in production are key factors in determining selling prices, which, in turn, significantly influ- 
ence customer demand. 

Issues relating to storage, availability, waste disposal, and shipping costs also should be 
taken into consideration. 


DIRECT LABOR STANDARDS 


Establishing standard costs for direct labor is similar to the process of establishing direct 
materials standards. First, the specific direct labor requirements to produce each product must 
be identified. Once this has been accomplished, the setting of direct labor standards involves 
both the wage rate and the amount of time allowed to produce each product. For example, 
assume that the standard wage rate of a production worker in a furniture manufacturing com- 
pany is $15 per hour. If the standard number of direct labor hours (DLH) allowed to produce 
a particular table is three hours, the standard direct labor cost per table is $45 ($15 per DLH 
times 3 DLH). 

The setting of reasonable direct labor standards often requires input from personnel man- 
agers, industrial engineers, union representatives, supervisors, cost accountants, and factory 
employees. Establishing realistic cost standards requires input from many different sources— 
often including people from outside of the business organization. 


CASE IN POINT 


Several automobile companies—including General Motors, Toyota, and Ford—let man- 
ufacturing workers take part in establishing their own standards. The reason? When man- 
agers or industrial engineers set standards, they often are ignored, and both efficiency 
and motivation suffer. These companies have discovered that when individual work teams 
are allowed to set their own target standards, and are encouraged to compare their actual 
performances with the acheivements of other teams on other shifts, efficiency and motiva- 
tion tend to improve significantly. 


MANUFACTURING OVERHEAD STANDARDS 


Standard overhead cost per unit is based on an estimate of total overhead at the normal level 
of production. Various cost drivers and, perhaps, activity-based costing may be used in devel- 
oping the standard overhead cost per unit. Once this standard has been established, however, 
overhead is applied to production at the standard cost per unit. 


STANDARD COSTS AND VARIANCE ANALYSIS: 
AN ILLUSTRATION 
To illustrate the use of standard costs and the computation of variances, we will examine the 


operations of Brice Mills in Moscow, Idaho. Among the company’s major products are lami- 
nated wooden beams used in the construction industry. The production process involves two 
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steps. First, 2-inch by 12-inch boards of varying lengths are cut from rough white pine lumber 
supplied by wholesalers from throughout the Pacific Northwest. These boards are then glued 
together, like a sandwich, to form a laminated beam. The more 2-inch by 12-inch boards used 
in the lamination, the stronger the beam. One of the most common beams that Brice manu- 
factures on a regular basis is 20 feet long and requires six layers of pine boards. At normal 
capacity, the company produces 700 of these beams each month. 

When finished, each beam contains 240 board-feet of lumber. However, because of waste 
caused by knots, warps, cracks, and blade cuts, Brice allows 264 board-feet as the standard 
quantity for each 20-foot beam manufactured. The company’s standard cost of rough white 
pine is $0.25 per board-foot. Therefore, the standard cost of direct materials is $66 per beam 
(264 board-feet < $0.25 per foot). 

Converting rough lumber into boards suitable for finished beams requires a variety of 
direct labor tasks. For instance, boards must be cut and planed, glued together, pressed, and 
coated with a protective sealant. Brice has established a standard of 1.5 direct labor hours for 
each beam it produces. Its standard labor rate is $12 per hour, resulting in a standard direct 
labor cost of $18 per beam. 

Let us now consider the standard overhead cost per beam. Manufacturing overhead includes 
both fixed and variable costs. Fixed manufacturing costs are those that are not affected by 
short-term changes in the level of production. Examples include supervisors’ salaries, depre- 
ciation on machinery, and property taxes on the factory. Variable manufacturing costs, on 
the other hand, rise and fall in approximate proportion to changes in production volume. The 
best examples of variable production costs are direct materials and direct labor. However, 
certain overhead costs also are variable, including machinery repairs and the amounts of elec- 
tricity and indirect materials (such as glue) used in production. 

Brice budgets total fixed overhead relating to the production of beams at $5,600 per 
month. At the normal production level of 700 beams per month, this amounts to $8 per beam 
($5,600 + 700 beams). In addition, the company applies variable manufacturing overhead to 
beams using direct labor hours as an activity base. Its application rate is $4 per direct labor 
hour allowed per beam. Given that 1.5 direct labor hours are allowed per 20-foot beam, Brice 
expects to incur $6 per beam in variable overhead. Thus, the company’s standard cost for 
overhead is estimated at $14 per unit. 

The following table summarizes the standard costs Brice expects to incur in the manufac- 
ture of its 20-foot beams. (Throughout this illustration, we show standard costs in red, actual 
costs in blue, and cost variances in black.) 


Direct materials (264 board-feet at $0.25 per board-foot) ...............2.0.0005- $66 
Birectilabor (des: DS vats 2) to ety BU) keeps eee ea eee et ater ote eats ey one eee pee eee eee 18 
Manufacturing overhead: 
Fixed! ($5:600jper month = -7001UNNS) oer se eee eee eres ore $8 
Variable ($4 per DLH x 1.5 DLH allowed per unit)..................-.2.-. 6 14 
Standarcdicostperunit aasenncts sage saat scence am ales Setar acne $98 


During March, Brice experienced several production delays. As a result of these delays, 
only 600 beams were produced (or 100 fewer than “normal” monthly output). There were no 
units in process either at the beginning or at the end of March. Total manufacturing costs actu- 
ally incurred to produce 600 beams during the month were as follows: 


Direct materials (180,000 board-feet at $0.20 per board-foot).......... ....... $36,000 
Direculabon (O80) DERFat his per DIE) es srctee es euereyeaetsnae rere erate serene 14,040 
Manufacturing overhead: 

lp. (219 I ee areeeeiy eercca ene dic can cards uber ancient mucin karin cy a earae Sera enn eee $5,000 

WAV (Elo) [eta recent cia era raectacs mec cner ohare croc teem neh ae eeu iruntia eee een 3,680 8,680 
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By comparing the actual costs incurred in March to the standard costs allowed to actually 
produce 600 beams, we can determine the total cost variance for the month as follows: 


Actalitotalicostsiton Marc iii (fronmabove) reyerer er eesncee ct teenetae eens are tee $58,720 
Standard costs allowed for producing 600 units (600 units x $98) .............. 58,800 
Total favorable cost variance (actual costs are less than standard).............. $ 80 


As shown above and in Exhibit 24—2, total costs incurred to manufacture 600 20-foot 
beams during the month were actually $80 less than the standard cost allowed. Thus, the total 
variance from standard is said to be favorable. Because it is favorable, one might jump to 
the conclusion that operating efficiency is slightly better than expected and that no corrective 
actions are necessary. We will see, however, that the $80 total variance from standard does not 
provide enough detailed information to adequately assess manufacturing efficiency. Only by 
comparing actual costs of direct materials, direct labor, and overhead to their related standard 
costs can we begin to understand the dynamics of the numerous relationships illustrated in 
Exhibit 24—2. Let us begin by determining the portion of the company’s total variance attrib- 
utable to the price and quantity of direct materials used in March. 


Exhibit 24-2 RELATIONSHIPS AMONG MATERIALS AND LABOR VARIANCES AT BRICE 


Learning Objective 


LO3 


Compute direct materials and 
direct labor variances and 
explain the meaning of each. 


600 finished beams in March: 
¢ Standard cost ..... $58,800 
¢ Actual cost ......... $58,720 


MATERIALS PRICE AND QUANTITY VARIANCES 


In establishing the standard materials cost for each unit of product, two factors are considered: 
(1) the quantity of materials required and (2) the prices that should be paid to acquire these 
materials. Therefore, a total cost variance for materials can result from differences in the 
quantities used, in the prices paid to suppliers, or a combination of these factors. 

Let us compute the total materials variance incurred by Brice in the production of 600 
laminated beams in March. As we have stated, a cost variance is the difference between the 
actual cost and the standard cost of the unit produced. Thus, Brice had a $3,600 favorable 
materials variance for the 600 beams produced in March: 


Standard Cost Systems 1043 


Standard quantity at standard price: 


158400 board-ieet: x $0:25 periboard-f0ot <a2-.-.9 aoe cgses 2 ocean eee $39,600 
Actual quantity at actual price: 

180,000 board-feet x $0.20 per board-foot ............... 0c cece eee eee 36,000 
otalimaterials'cost'Vvariance)(tavorable)myrveeeisseesy eter ierasneretet reser $ 3,600 


This cost variance is favorable because the actual costs were /ess than standard. 

We will now see, however, that this $3,600 favorable variance has two distinct compo- 
nents: (1) a $9,000 favorable materials price variance and (2) a $5,400 unfavorable materials 
quantity variance. 

The favorable materials price variance resulted from the purchasing agent acquiring lum- 
ber for 5 cents less than the standard cost of $0.25 per square foot. The formula for computing 
the materials price variance is as follows: 


Materials Price Variance = Actual Quantity Used x (Standard Price — Actual Price) 
= 180,000 board-feet x ($0.25 — $0.20) 
= $9,000 (Favorable) 


(Note: The formulas for computing all of the cost variances discussed in this chapter are sum- 
marized in Exhibit 24—9 at the end of this chapter.) 

The unfavorable materials quantity variance resulted from the production department 
using more lumber than the cost standard allows. The production department actually used 
180,000 board-feet of pine in producing 600 beams. But the standard cost allows only 264 
board-feet per beam, or 758,400 for the production of 600 beams. Therefore, the produc- 
tion department has used 21,600 more board-feet of lumber than the materials cost standard 
allows. The computation of the materials quantity variance is as follows: 


Materials Quantity Variance = Standard Price X (Standard Quantity — 
Actual Quantity) 


$0.25 x (158,400 board-feet — 180,000 board-feet) 
—$5,400 (or $5,400 Unfavorable) 


(Note: All of our variance formulas result in a negative number when the variance is unfavor- 
able and in a positive number when the variance is favorable.) 

Exhibit 24—3 illustrates how the two materials cost variances explain the difference between 
the standard materials cost for producing 600 beams and the actual costs incurred by Brice. 


Actual Quantity Actual Quantity Standard Quantity Allowed Exhibit 24-3 
at Actual Price at Standard Price at Standard Price MATERIALS VARIANCES 
180,000 Board- 180,000 Board- 158,400 Board- AT BRICE IN MARCH 
Feet x $0.20 Feet x $0.25 Feet x $0.25 
$36,000 $45,000 $39,600 
Materials Price Variance Materials Quantity Variance 
$9,000 Favorable $5,400 Unfavorable 


Total Materials Variance, $3,600 Favorable 


The following journal entry is made to record the cost of materials used during March and 
the related cost variances: 


Work in Process Inventory (at standard cost) ............-.-00-2000- 39,600 Record materials costs 
Materials Quantity Variance (unfavorable)....................0.005. 5,400 and related variances 
Materials Price Variance (favorable)..................2--.0-0-- 9,000 
Direct Materials Inventory (at actual cost).............-.--.-20-- 36,000 


To record the cost of direct materials used in March. 
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Notice that the Work in Process Inventory account is debited for the standard cost of 
materials used, and the Direct Materials Inventory account is credited for the actual cost 
of materials used. The difference between the standard and actual total cost is recorded 
in the two cost variance accounts.! Unfavorable variances are recorded by debit entries 
because they represent costs in excess of the budgeted standards. Favorable variances, 
however, are recorded by credit entries because they represent cost savings relative to stan- 
dard amounts. 


LABOR RATE AND EFFICIENCY VARIANCES 


Brice incurred actual direct labor costs of $14,040 in March. The standard labor cost 
allowed for manufacturing 600 beams is only $10,800 (600 units X 1.5 hours per unit X 
$12 per hour). Thus, the company is faced with an unfavorable labor variance of $3,240 
($10,800 — $14,040). We can gain additional insight regarding the reasons for this overrun 
by separating the total variance amount into two elements—a labor rate variance and a 
labor efficiency variance. 

Actual labor costs are a function of: (1) the wage rate paid to direct labor workers and (2) the 
number of direct labor hours worked. A labor rate variance shows the extent to which hourly 
wage rates contributed to deviations from standard costs. The labor efficiency variance indi- 
cates the extent to which the number of labor hours worked during the period contributed to 
deviations from standard costs. 

The labor rate variance is equal to the actual number of hours worked multiplied by the dif- 
ference between the standard wage rate and the actual wage rate. Time cards show that 1,080 
direct labor hours were used in March. The average wage rate for the month was $13 per hour. 
Thus, the labor rate variance for Brice is computed as follows: 


Labor Rate Variance = Actual Labor Hours X (Standard Rate — Actual Rate) 
= 1,080 hours x ($12 — $13) 
= —$1,080 (or $1,080 Unfavorable) 


An unfavorable labor rate variance can result from using highly paid employees to per- 
form lower-payscale jobs, poor scheduling, or excessive overtime costs.” Since the production 
manager is usually responsible for assigning employees to production activities, he or she 
normally is responsible for labor rate variances. (But, as we will see in our example, this is 
not always the case.) 

The labor efficiency variance (also called the labor usage variance) is a measure of 
worker productivity. This variance is favorable when workers are able to complete the 
scheduled production in fewer hours than allowed by the standard. It is unfavorable when 
wasted time or low productivity causes actual hours to exceed the standard. The labor effi- 
ciency variance is computed by multiplying the standard hourly wage rate by the difference 
between the standard hours allowed and actual hours used. Brice allows 900 direct labor 
hours to produce 600 beams (600 units * 1.5 hours per unit). Given that 1,080 hours were 
actually required, the company’s unfavorable labor efficiency variance for March is com- 
puted as follows: 


Labor Efficiency Variance = Standard Hourly Rate x (Standard Hours — Actual Hours) 
= $12 per hour X (900 hours — 1,080 hours) 
= —$2,160 (or $2,160 Unfavorable) 


The unfavorable labor efficiency variance indicates that direct labor workers were unable 
to manufacture the 600 beams in the standard time allowed. Once again, the production man- 
ager is responsible for worker productivity and usually is held accountable for the labor effi- 
ciency variance. 

The labor efficiency variance and the labor rate variance are closely related. For 
instance, excessive direct labor hours may cause both the labor efficiency variance and the 


' An alternative is to record the materials price variance at the time the materials are purchased. Such 
alternatives are discussed in cost accounting courses. 

> If the standard level of production requires overtime even with efficient scheduling, the overtime wage 
rate should be reflected in the standard cost. 
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labor rate variance to be unfavorable if, due to the excess hours, workers must be paid at 
overtime rates. 


INTERNATIONAL 


Creating low-cost standards for direct labor may involve a trade-off between wage rates 
and assembly times allowed. For example, many international high-tech companies such 

4 as Cisco Systems, Inc., and Hewlett- 
Packard rely heavily upon offshore assem- 
bly plants for low labor costs. Yet offshore 
labor often is less efficient than the more 
skilled workforce available in the United 
| States. Even so, the low labor rates in 
countries such as Hungary and the Czech 
Republic more than offset labor inefficien- 
cies, enabling these companies to com- 
~ plete in a global marketplace. 


The two labor cost variances are summarized in Exhibit 24—4. 


Actual Hours Actual Hours Standard Hours 

at Actual Rate at Standard Rate at Standard Rate 

1,080 DLH x $13 1,080 DLH x $12 900 DLH x $12 
$14,040 $12,960 $10,800 


_——————_— ee ee 
Labor Rate Variance Labor Efficiency Variance 


$1,080 Unfavorable $2,160 Unfavorable 
Total Labor Variance, $3,240 Unfavorable 


The following journal entry is made to record the cost of direct labor charged to production 
during March: 


Work in Process Inventory (at standard cost)....................-..-. 10,800 

Eabor Rate) Variancer(Unfavorable) tye rrr isi etel niet recy rare 1,080 

Labor Efficiency Variance (unfavorable)...............000000 cence 2,160 
DirectiLabor(atactualicost)| 0.6.5 esas ey cnnte wee sms mene 14,040 


To record the cost of direct labor charged to production in March. 


In similar fashion to the way direct materials costs were charged to production, the Work 
in Process Inventory account is debited for the standard labor cost allowed, and the Direct 
Labor account is credited for the actual labor cost incurred. The unfavorable labor rate and 
efficiency variances are recorded by debit entries, because they both represent costs in excess 
of the budgeted standards. 


MANUFACTURING OVERHEAD VARIANCES 


The difference between actual manufacturing overhead costs incurred and the standard over- 
head costs charged to production is called the overhead variance. Whereas direct materials 
and direct labor are variable costs, manufacturing overhead is comprised of both variable and 
fixed cost components. Therefore, the analysis of the overhead cost variance differs somewhat 
from the analysis of materials and labor variances. We will now examine two elements of the 
overhead cost variance—the spending variance and the volume variance.* 


3 “Three-way” and “four-way” analyses of the overhead variances are covered in more advanced cost 
accounting courses. 
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Exhibit 24-4 


LABOR VARIANCES AT 
BRICE IN MARCH 


Record labor costs and 
related variances 
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Learning Objective 


L04 


Compute overhead variances 
and explain the meaning 
of each. 


Exhibit 24-5 


OVERHEAD APPLIED TO 
VARIOUS VOLUMES 


Illustration of the changes 
in the volume variance at 


different levels of output 
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The Overhead Spending Variance The most important element of the overhead 
cost variance is the spending variance. This variance is the difference between the standard 
overhead allowed for a given level of output and the actual overhead costs incurred during the 
period. The overhead spending variance for Brice Mills in March may be computed as 
follows: 


Standard overhead costs allowed at 600 units of production: 


Fixedioverheadicostsea: anc cs cisco cee aie oe eee $5,600 

Variable overhead ($6 per beam X 600 beams)..............+-+.-. _3,600 $9,200 
Actual overhead costs incurred in March: 

FiXxedOVENMe ad COStSry ett eras anne a Aeterna UIE reer ace $5,000 

Variable;overheadstrarc rrr use iemce i o oe atic recreate _3,680 8,680 
Overhead spending variance (favorable) ............-0000 eee eee eaee $ 520 


The spending variance is typically the responsibility of the production manager. In many 
cases, much of the spending variance involves controllable overhead costs. For this reason, 
it sometimes is called the controllable variance. At Brice, the production manager has kept 
variable overhead costs very close to standard and has kept fixed costs well below the $5,600 
amount budgeted. 


The Overhead Volume Variance The volume variance represents the difference 
between the overhead applied to work in process (at standard cost) and the overhead expected 
at the actual level of production. We will see that the volume variance is caused simply by the 
difference between the normal volume of output (700 units per month) and the actual volume 
of output (600 units in March). 

In a standard cost system, overhead is charged to work in process using standard unit 
costs. As shown on page 1041, we determined that Brice’s standard manufacturing overhead 
cost was $14 per unit. Thus, its Work in Process Inventory account was debited with $14 in 
overhead costs for each unit produced during the month. The more units produced during the 
month, the more overhead costs are charged to production. 

In essence, a standard cost system treats all overhead as a variable cost. In reality, however, 
manufacturing overhead includes many fixed costs. Treating manufacturing overhead as a 
variable cost automatically causes a cost variance whenever the level of production varies 
from the normal volume. 

To illustrate the variances that result from applying overhead to production in a standard 
cost system, in Exhibit 24—5 we compare the overhead costs that Brice would apply to pro- 
duction of its 20-foot beams at three different levels of monthly output. 


Actual Production (in units) 


600 700 800 

Overhead applied to work in process using a 

MIVEGENCEICNELG a 4 eanaasucoogeglenaenoanconenanae $8,400 $9,800 $11,200 
Budgeted overhead: 

DGS Paeaerre erence mary rane tetera eae nee errant $5,600 $5,600 $ 5,600 

Variable ($6 pemnunit)ie. sce cerec. cee aeeeme ae aaa c 3,600 4,200 4,800 

Molt: (Gecceramertreeene ree eronte a en taccreanstr a rtene eerpee ener tte tari te $9,200 $9,800 $10,400 
Volume variances—favorable (unfavorable) $ (800) $ -O- $ 800 


Notice that at an actual level of production of 700 beams per month, the normal level of 
output, there is no volume variance. This is because our $14 standard cost figure assumes 
that 700 units will actually be produced each month. As shown on page 1041, the $14 unit 
cost includes $8 per unit in fixed costs ($5,600 of budgeted fixed overhead + 700 units). 
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Whenever actual production is less than 700 units, less than $5,600 in fixed overhead costs 
will be applied to production. In March, for example, only 600 beams were actually pro- 
duced. Thus, use of a standard cost that includes $8 in fixed costs applies only $4,800 in fixed 
overhead costs to production. The remaining $800 in fixed overhead is recorded as an unfa- 
vorable volume variance. It is viewed as an unfavorable variance because actual production 
volume (600) is below normal production volume (700) and, as a result, fixed overhead has 
been underapplied. When fixed overhead is underapplied, additional overhead costs must be 
charged to the units produced. 

The situation reverses whenever actual production exceeds the normal level. Had Brice’s 
actual output in March been 800 units, the application of overhead using a standard rate of 
$14 per unit would have applied more than $5,600 in fixed overhead costs to production ($8 
of fixed cost per unit X 800 units = $6,400). Here, the $800 volume variance is viewed as 
favorable. It is favorable because the cost standard has charged production with too much 
fixed overhead, making the actual costs look low by comparison. 

The key point is that volume variances occur automatically whenever actual output dif- 
fers from the level of output assumed in computing the standard overhead cost per unit. Over 
time, average production levels should equal the normal level used in developing the stan- 
dard cost. Thus, the favorable and unfavorable volume variances should balance out during 
the year. 

As long as the production department is producing the desired number of units, volume 
variances do not indicate either efficient or inefficient performance. Volume variances are 
simply the natural result of fluctuations in the level of production from month to month. 
These fluctuations often occur because of seasonal sales demand, efforts to increase or 
decrease inventory levels, or holidays and vacations. Thus, unless the production department 
fails to produce a scheduled number of units, no manager should be considered responsible 
for a volume variance. 


Summary of the Overhead Cost Variances The overhead spending and vol- 
ume variances experienced by Brice Mills in March are summarized in Exhibit 24-6. 


Budgeted Overhead Overhead Applied 
Actual Overhead @ 600 Units at Standard Cost 
Fixed $5,000 Fixed $5,600 600 x $14 per unit 
Variable 3,680 Variable 3,600 
Total $8,680 Total $9,200 $8,400 
—— ee 
Spending Variance Volume Variance 
$520 Favorable $800 Unfavorable 


ee eS ee ee 
Total Overhead Variance, $280 Unfavorable 


As shown, the $8,680 in overhead costs that Brice actually incurred is $520 less than the 
budgeted overhead at the 600 units level of production. Thus, Brice’s overhead spending vari- 
ance is favorable. Its $800 volume variance is a direct result of actual output being 100 units 
less than normal. 

The following journal entry is made to apply overhead costs to production during 
March: 


Work in Process Inventory (at standard cost).............-.0020+0-eaee 8,400 

Overhead Volume Variance (unfavorable)................-.--++-200-- 800 
Overhead Spending Variance (favorable).................-.--00-5 520 
Manufacturing Overhead (at actual cost) ................+-.+----- 8,680 


To apply overhead to production in March. 
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Exhibit 24-6 


OVERHEAD VARIANCES 
AT BRICE IN MARCH 


Record overhead costs 
and related variances 
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%< Transfer costs to finished 
goods 


Learning Objective 


LOS 


Discuss the causes of 
specific cost variances. 


Exhibit 24-7 


VARIANCE SUMMARY 
REPORT 
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VALUATION OF FINISHED GOODS 


We have seen that, in a standard cost system, costs are charged to the Work in Process Inven- 
tory account at standard. Thus, finished goods also are valued at standard as their costs are 
transferred to the Finished Goods Inventory account and to the Cost of Goods Sold account. 
The entry made at the end of March to record the completion of 600 beams is: 


Finished Goods Inventory: 20-FootiBeamS: sa. aa qccn. .ccane ies enone 6 58,800 
Work in Process Inventory: 20-Foot Beams .................--.- 58,800 


To record completion during March of 600 20-foot beams at standard cost 
(600 units * $98 per unit = $58,800). 


Notice that the inventory of finished goods is valued at standard cost. As beams are sold, 
their standard cost ($98 per beam) will be transferred into the Cost of Goods Sold account. 


What About the Cost Variance Accounts? The balances in the variance 
accounts represent differences between actual manufacturing costs and the standard costs used 
to value the finished goods inventory and cost of goods sold. These balances are typically 
allowed to accumulate in the variance accounts from month to month. 

Often, the favorable and the unfavorable variances will balance out during the year, leaving 
only a small amount in each variance account at year-end. In this case, the variance accounts 
are simply closed into the Cost of Goods Sold account. However, if the balances in the vari- 
ance accounts at the end of the year represent a material dollar amount, the amount should 
be apportioned among the Work in Process Inventory, Finished Goods Inventory, and Cost of 
Goods Sold accounts. 


EVALUATING COST VARIANCES FROM 
DIFFERENT PERSPECTIVES 


Early in April, Brice’s cost accountant prepared cost variance summary reports on each of the 
company’s product lines for distribution at the monthly staff meeting. Among those attending 
the meeting were (1) the director of purchasing, (2) the production manager, (3) the quality 
control inspector, (4) the employee grievance representative, and (5) the sales manager. The 
report they were given pertaining to the production of 20-foot beams is shown in Exhibit 24-7. 


BRICE MILLS 
COST VARIANCE SUMMARY REPORT 


FOR 20-FOOT LAMINATED BEAMS 
FOR THE MONTH ENDING MARCH 31 


Total Variance to Be Explained 


Standard manufacturing costs allowed (600 units x $98)................2+5. $58,800 
Actual manufacturing costs incurred in March.............-..+0-+e0 eee eaees 58,720 
Total manufacturing cost variance—favorable..............-.-+-e0e-eeeees $ 80 
Breakdown of Individual Variances 
Materials price variance—favorable.............-.....--+-+++-: $ 9,000 
Materials quantity variance—unfavorable ....................4.. (5,400) 
Totalimaterials:variance—tavorable:s...2.coac2 eae eceneneeetee ere en ene wens $ 3,600 
Labor rate variance—unfavorable .............0.:002 cee ee eee $(1,080) 
Labor efficiency variance—unfavorable.............-..-00+0000- (2,160) 
Total labor variance—unfavorable .............000 cece eee eee (3,240) 
Overhead spending variance—favorable..............-..+0-00-- $ 520 
Overhead volume variance—unfavorable ................+2-00-- (800) 
Total overhead variance—unfavorable.............--2-00 cece eee eee (280) 


Total manufacturing cost variance—favorable................---220+e-eee- $ 80 
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Let us now consider these cost variances from the perspectives of various department 
managers. 


Accou nting The cost accountant opened the meeting by announcing that she had a 
combination of “good news” and “bad news.” On the bright side, she was encouraged that 
the company’s total manufacturing cost variance for 20-foot beams was favorable for the 
first time in many months (albeit only $80). She was especially pleased about the successful 
effort to control manufacturing overhead costs associated with this product, as revealed by the 
$520 favorable overhead spending variance. However, she immediately expressed concern 
regarding several unfavorable variances experienced across the beams product line during 
the month. She displayed a PowerPoint slide containing the graphs shown in Exhibit 24—8 on 
the following page to make her point. In particular, she was troubled by the consistent pat- 
tern of unfavorable labor rate, labor efficiency, and materials quantity variances shown by the 
hatched areas in the graph. The remainder of her presentation was spent stressing the severity 
of these unfavorable variances. 


Pu rchasing The first person to respond to the cost accountant’s comments was the pur- 
chasing agent. Taking a defensive posture, he stressed that none of the unfavorable variances 
experienced during the month were under his control. In fact, he bragged that the $9,000 
favorable price variance for 20-foot beams “saved the company from financial disaster in 
March.” He pointed at the Graph for Direct Materials displayed in Exhibit 24-8 and sug- 
gested that his favorable price variance compensated for the unfavorable usage materials vari- 
ance created by the production department. He pounded the table, exclaiming that he had 
“shopped for price” in three different states, getting what he believed to be the best bargain 
possible for rough white pine lumber. 


Production The production manager stood up and confronted the purchasing agent. He 
verbally attacked the purchasing department, accusing it of acquiring materials of “grossly 
inferior quality.” He told the group that the lumber he and his crew had been issued was green 
and full of knots, warps, and cracks. In his opinion, these defects were the direct cause of the 
unfavorable materials usage variance for the laminated beams. He also believed that numer- 
ous production bottlenecks resulting from poor quality materials had caused production out- 
put in March to be significantly less than normal. 


Quality Control The quality control inspector concurred with the production manag- 
er’s assessment. She noted that many of the company’s product lines, especially its 20-foot 
beams, either failed to pass inspection or did so only marginally. Never in recent history had 
there been a month in which she rejected so many beams. 


Factory Workers The employee grievance representative is a member 
of the production crew elected to communicate grievances to management. 
His comments provided a unique perspective to what had become an emotion- 
ally heated meeting. He conveyed to the group that factory morale in March 
had hit an all-time low. He admitted that every member of the production crew 
knew productivity was way down (as reflected by the unfavorable labor effi- 
ciency variances), yet added that everyone thought the inferior materials were 
the cause of the problem. He concluded by saying that the only good thing 
about inferior materials is “the overtime pay we earn working extra hours.” 
(The $1,080 unfavorable labor rate variance for laminated beams resulted pri- 
marily from the overtime pay rates.) 


Marketing The sales manager argued that, even with overtime and extra 
shifts, demand during March still exceeded output. He told the company’s cost 
accountant that this was one of those occasions when an unfavorable volume variance had 
severe implications. To illustrate his point, he noted that the unfavorable volume variance 
associated with the production of 20-foot beams (caused by producing 600 units instead of the 
normal 700 units) translated directly into $16,000 of lost sales in March. He also worried that 
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Exhibit 24-8 


Graph for Direct Materials 
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Concluding Remarks 


the beams that were sold may not have been of the quality customers had come to expect. His 
remarks raised questions regarding the company’s legal liability should a beam fail because 
of structural defects. 


YOUR TURN You as a Plant Manager 


You are the plant manager for Brice. You have recently implemented a bonus system for 
your employees that provides a 10 percent bonus for favorable variances. What are the 
potential benefits, costs, and ethical concerns of such a bonus system? 


(See our comments on the Online Learning Center Web site.) 


A FINAL NOTE: JIT SYSTEMS AND VARIANCE ANALYSIS 


A just-in-time (JIT) approach combined with total quality management (TQM), as discussed 
in Chapter 19, can reduce or eliminate many unfavorable cost variances. For instance, long- 
term pricing agreements with a select group of suppliers can virtually eliminate materials 
price variances. Materials usage variances caused by defective materials also may be mini- 
mized. Should a batch of inferior materials be encountered, the production process is halted 
and the supplier is contacted to resolve the problem immediately. Thus, rather than discover- 
ing quality control problems after the fact, using JIT and total quality control makes it possible 
to detect and correct quality problems as they occur. 

Workers in a JIT system must be able to shift production quickly from one product to 
another. Adherence to carefully planned production schedules reduces idle time and elimi- 
nates non-value-added activities. As a consequence, labor efficiency variances often are 
improved under a JIT approach. 

Well-trained employees, working smarter and more efficiently, can minimize the need for 
overtime hours. Thus, JIT systems may reduce or eliminate unfavorable labor rate variances. 
Finally, by cutting overhead costs associated with non-value-added activities, JIT and TQM 
systems also help management avoid unfavorable overhead spending variances. 


Concluding Remarks 


We have illustrated that cost information is not just for cost accountants. Indeed, it affects 
virtually every aspect of business operations. At Brice, the savings from purchasing inexpen- 
sive materials made the purchasing department look good but created cost overruns and other 
problems throughout the organization. 

While a cost accounting system does not solve such problems, it can bring the many 
dimensions of the problem promptly to management’s attention. 
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Summary of Cost Variances For your convenience, the six cost variances dis- 
cussed in this chapter are summarized in Exhibit 24-9. 


Exhibit 24-9 SUMMARY OF VARIANCE COMPUTATIONS AND MANAGER RESPONSIBILITIES 


Variance Computation 


Manager Responsible 


Materials: 
Price variance 
Quantity variance 
Labor: 
Rate variance 


Efficiency variance 
Overhead: 


Spending variance 
Overhead 


Volume variance 


Actual Quantity x (Standard Price — Actual Price) 
Standard Price < (Standard Quantity — Actual Quantity) 


Actual Hours x (Standard Hourly Rate — Actual Hourly Rate) 


Standard Hourly Rate x (Standard Hours — Actual Hours) 


Budgeted Overhead (at Actual Production Level) — Actual 


Applied Overhead (at Standard Rate) — Budgeted 
Overhead (at Actual Production Level) 


Purchasing agent 
Production manager 


Production manager 
Human resource manager 


Production manager 


Production manager 
(to extent variance 
relates to control- 
lable costs) 


None—this variance 
results from 
scheduling production 
at any level 
other than “normal” 


Ethics, Fraud & Corporate Governance 


For companies that use standard costing systems, the accuracy 
of the inventory and cost of goods sold figures reported 
in their financial statements depends upon the reliability 
of these standard cost numbers. A company’s financial 
statements can be materially misstated when standard costs 
do not accurately represent the actual manufacturing costs 
incurred. 

The Securities and Exchange Commission (SEC) brought 
an enforcement action against NCI Building Systems, Inc., 
in regard to a material overstatement of reported income that 
was largely due to erroneous standard cost amounts assigned 
to inventory. NCI is a manufacturer and distributor of metal 
building components and engineered building systems, and its 
stock is traded on the New York Stock Exchange. 

NCI’s senior management noted an unusually high 
inventory balance in its Components Division. Even though 
senior management instructed the Components Division 
to stop purchasing steel, NCI’s inventory balance did not 
decrease by the expected amount. NCI took a physical 
inventory to compare the actual inventory on hand with 
the inventory balance per the accounting records. The 
inventory balance per the accounting records was $15-$18 
million greater than the physical inventory amount. This 


overstatement of inventory had the effect of understating cost 
of goods sold and, therefore, overstating net income. 

The overstatement of inventory was largely due to problems 
with NCI’s standard cost system. NCI’s manufacturing 
process generated a nontrivial amount of scrap, but NCI’s 
standard cost was inadequate to account for all of the scrap 
material that was generated during the manufacturing process. 
As a result, the value of scrap material was included as usable 
inventory, which had the effect of overstating the inventory 
balance. 

An interesting side note to this case is how NCI’s 
management handled these accounting problems. First, 
NCI retained its outside accounting firm to investigate the 
large difference between the book and physical inventory 
amounts. Second, NCI promptly restated its previously issued 
financial statements. Third, significant remedial measures 
were put in place to reduce the likelihood of such errors in 
the future. Fourth, a number of NCI’s accounting personnel 
were terminated. Finally, NCI cooperated fully with the SEC 
in its investigation of this matter. As a result of these factors, 
which were specifically referred to by the SEC in its written 
enforcement release, the sanction imposed on NCI for its 
violation of the securities laws was relatively mild. 


Define standard costs and explain how they assist 

LOI managers in controlling costs. Standard costs are the 

expected (or budgeted) costs per unit. When standard costs 

are used in a cost accounting system, differences between actual 

costs and standard costs are promptly brought to management’s 
attention using a schedule of differences called variances. 


Explain the difference between setting ideal stan- 

dards and setting reasonably achievable standards. 

The most widely used approach is to set budgeted 
amounts at levels that are reasonably achievable under normal 
operating conditions. The goal in this case is to make the cost 
standard a fair and reasonable basis for evaluating performance. 

An alternative is to budget an ideal level of performance. 
Under this approach, departments normally fall somewhat short 
of budgeted performance, but the variations may identify areas 
in which improvement is possible. 


Compute direct materials and direct labor variances 

403 and explain the meaning of each. Cost variances are 
computed by comparing actual costs to standard costs and 
explaining the reasons for any differences. Differences in the cost 


Key Terms Introduced or 


Emphasized in Chapter 24 


fixed manufacturing cost (p. 1041) A manufacturing cost 
that, in the short run, does not vary in response to changes in the 
level of production. 


labor efficiency variance (p. 1044) The portion of the total 
labor variance caused by a difference between the standard and 
actual number of labor hours required to complete the task. Com- 
puted as Standard Hourly Rate x (Standard Hours — Actual 
Hours). Also called labor usage variance. 


labor rate variance (p. 1044) The portion of the total 
labor variance caused by a difference between the stan- 
dard hourly wage rate and the rate actually paid to workers. 
Usually stems from overtime or using workers at a different 
pay scale than assumed in developing the standard cost. Com- 
puted as Actual Hours X (Standard Hourly Rate — Actual 
Hourly Rate). 


materials price variance (p. 1043) The portion of the total 
materials variance caused by paying a different price to purchase 
materials than was assumed in the standard cost. Computed as 
Actual Quantity < (Standard Unit Price — Actual Unit Price). 


materials quantity variance (p. 1043) The portion of the total 
materials variance caused by using more or less material in the 


END-OF-CHAPTER REVIEW 


of materials used may be caused either by variations in the price 
paid to purchase materials or in the quantity of materials used. 
Differences in the cost of direct labor may be caused by variations 
in wage rates or in the number of hours worked. 


Compute overhead variances and explain the 

104 meaning of each. To compute overhead cost variances, 

compare the actual overhead to the budgeted overhead 

and compare the budgeted overhead to the applied overhead. 

Cost variances can result from spending more than budgeted or 

from a difference between the projected volume used to create 

the overhead application rate and the actual production used to 
apply overhead. 


Discuss the causes of specific cost variances. Mate- 

105 rials variances may be caused by the quality and price 

of materials purchased and by the efficiency with which 

those materials are used. Labor variances stem from workers’ 

productivity, pay scales of workers placed on the job, and the 

quality of the materials with which they work. Overhead 

variances result both from actual spending and from differences 
between actual and normal levels of production. 


production process than is called for in the standard. Computed as 
Standard Unit Price < (Standard Quantity — Actual Quantity). 


spending variance (p. 1046) The portion of the total over- 
head variance caused by incurring more overhead costs than are 
allowed for the actual level of activity achieved. 


standard cost (p. 1038) The budgeted cost that should be 
incurred under normal, efficient conditions. 


standard cost system (p. 1038) A system that accumulates 
product, service, or process costs using standard input prices and 
quantities. 


variable manufacturing cost (p. 1041) A manufacturing cost 
that varies in approximate proportion to the number of units 
produced. 


variance (p. 1038) A difference between the actual level of 
cost incurred and the standard (budgeted) level for the cost. The 
total cost variance may be subdivided into separate cost vari- 
ances indicating the amount of variance attributable to specific 
causal factors. 


volume variance (p. 1046) The portion of the total overhead 
variance that results from a difference between the actual level 
of production and the “normal” level assumed in computing the 
standard unit cost. In effect, the volume variance is a misalloca- 
tion of fixed overhead costs and often is not relevant in evaluat- 
ing performance. 
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Demonstration Problem 


Krueger Corporation recently implemented a standard cost system. The company’s cost accountant 
has gathered the following information needed to perform a variance analysis at the end of the month: 


Standard Cost Information 


DirechMatenals x i2c.cc ceva ceviwed cane asewam ea tdci ower ae $5 per pound 
Quantity allowed per unit ............00 0000 c eee eee 100 pounds per unit 
Difect ABOF Tate as cowie goer a aged sie hubghk craw etd Bale dub ye aha ans $20.00 per hour 
Flours allowed PperUnit sivcessuiddeegavesetasdocechyertiwdd 2 hours per unit 
Fixed overhead budgeted.............. 0 0c cece eee eee eee $12,000 per month 
Nofitial lovel:Of production... sc0.2.0ceeccau seaeeneeeecas vous 1,200 units 
Variable overhead application rate................. 0. eee ee eee $ 2.00 per unit 
Fixed overhead application rate ($12,000 = 1,200 units).......... _ 10.00 per unit 
Total overhead application rate........... 0.0.2 eee eee eee $12.00 per unit 
Actual Cost Information 
Cost of materials purchased and used............-.0-00+0000- $468,000 
Pounds of materials purchased and used .............-.-+0-55 104,000 pounds 
Castor giectlabGN : c2.2c00cus6cchchecwekertacachacaekerece $46,480 
FiGtis:orgmeeh labors: ..0 chee ton dice eteerh es ciasweummda ss 2,240 hours 
Cost of variable overhead. ..... 0... cc eee eee $2,352 
Cost of fixed overhead ......... 0... c cece eee eee enn een ees $12,850 
VOIUME Of DRODUCHON ccc.wias doe bo be ew 4b e bee ews oee 1,000 units 


Instructions 


a. Compute the direct materials price variance, given an actual price of $4.50 per pound 
($468,000 + 104,000 pounds). 


b. Compute the materials quantity variance, given a standard quantity of 100,000 pounds allowed 
to produce 1,000 units (1,000 units x 100 pounds per unit). 


c. Prepare a journal entry summarizing the cost of direct materials charged to production. 


Compute the labor rate variance, given an actual labor rate of $20.75 per hour ($46,480 + 
2,240 hours). 


Compute the labor efficiency variance. 
Prepare a journal entry summarizing the cost of direct labor charged to production. 
Compute the overhead spending variance. 


Sw mp 


Compute the overhead volume variance. 


he 
. 


Prepare a journal entry summarizing the application of overhead costs to production. 


Solution to the Demonstration Problem 


a. Materials Price Variance = Actual Quantity Used x (Standard Price — Actual Price) 
= 104,000 pounds X ($5.00 — $4.50) 
= $52,000 Favorable 
b. Materials Quantity Variance = Standard Price X (Standard Quantity — Actual Quantity) 
= $5.00 per pound X (100,000 — 104,000) 
—$20,000 (or $20,000 Unfavorable) 


ll 


(Ss 
Work in Process Inventory (at standard cost)................2.-05- 500,000* 
Materials Quantity Variance (unfavorable)........................ 20,000 
Materials Price Variance (favorable)......................-.0.. 52,000 
Direct Materials Inventory (at actual cost)....................0.. 468,000 


To record the cost of direct materials charged to production. 
*1,000 actual units X 100 pounds allowed per unit X $5 per pound = $500,000. 
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d. Labor Rate Variance = Actual Labor Hours X (Standard Rate — Actual Rate) 
= 2,240 hours X ($20.00 — $20.75) 
= —$1,680 (or $1,680 Unfavorable) 
e. Labor Efficiency Variance = Standard Rate X (Standard Hours — Actual Hours) 
= $20 X (2,000 hours” — 2,240 hours) 
= —$4,800 (or $4,800 Unfavorable) 


*1,000 units X 2 hours per unit. 


f. 
Work in Process Inventory (at standard cost) ..............-0000-00- 40,000* 
Labor Rate Variance (unfavorable) ................ 0000000000000 0e 1,680 
Labor Efficiency Variance (unfavorable).................0.0.0.000-, 4,800 
Direetibabor (atactual GOSt) ciudssenrcedneeienterioaesteneeeas 46,480 
To record the cost of direct labor charged to production. 
“1,000 actual units X 2 hours allowed per unit X $20.00 per hour = $40,000. 
g. 
Standard overhead costs allowed at 1,000 units of production: 
FixediQvethiead COStS: o247<icic bated edotedeedeei oe beers dies $12,000 
Variable overhead ($2 per unit X 1,000 units) .................. 2,000 $14,000 
Actual overhead costs incurred in March: 
FIMSUIOVE O00 C0SS 22255 555a4 casual edeceseeh caeuewkmans $12,850 
Vanable ovenicad. sc wndncvlicciacewdeawadeet Hea duae tues 2,352 15,202 
Overhead spending variance (unfavorable) ...................... $(1,202) 
h. 
Overhead applied to work in process (1,000 units X $12) ........... $12,000 
Standard overhead allowed (at 1,000 units): 
FIXEO! <5 tndd Soye de sae bis GRA Sed hand Booed Gb eae dad $12,000 
Variable ($2 per unit) p2ccce ti ceroepas ea eed dudes ebademe ee be 2,000 
Total overhead allowed at standard ...................0-000-. 14,000 
Overhead volume variance (unfavorable)..................0..0.. $(2,000) 
i. 

Work in Process Inventory (at standard cost) ...............020+0005 12,000 
Overhead Spending Variance (unfavorable) ...................... 1,202 
Overhead Volume Variance (unfavorable).....................0.. 2,000 

Manufacturing Overhead (at actual cost)....................... 15,202 


To apply overhead to production. 


Self-Test Questions 


The answers to these questions appear on page 1074. c. The actual hours worked during the period. 
1. The labor rate variance is determined by multiplying the dif- d. The actual labor rate. 
ference between the actual labor rate and the standard labor —_ 2, Which of the following is not a possible cause of an unfavor- 
rate by: able direct labor efficiency variance? 
a. The standard labor hours allowed for a given level of output. a. Lack of motivation. 


b. The standard labor rate. b. Low-quality materials. 
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c. Poor supervision. 


d. All of the above could be considered possible causes of 
an unfavorable labor efficiency variance. 


. An unfavorable overhead volume variance indicates that: 


a. Total fixed overhead has exceeded the standard amount 
budgeted. 

b. Variable overhead per unit has exceeded the standard 
amount budgeted. 

ce. Actual production was less than the normal volume of 
output. 

d. Actual production was more than the normal volume of 
output. 


. A favorable overhead spending variance means that: 


a. Overhead has been overapplied. 
b. Overhead has been underapplied. 


c. Actual production was less than the normal volume of 
output. 


d. None of the above. 


Modern Art, Inc., produces handpainted foam mouse pads. The 
following budgeted and actual results are for a recent month in 
which actual production was equal to budgeted production. 


Define standard costs and briefly indicate how they may be 
used by management in planning and control. 


Identify what is wrong with the following statement: “There 
are three basic kinds of cost accounting systems: job order, 
process, and standard.” 


Once standard costs are established, what conditions would 
require that standards be revised? 


Identify the variances from standard cost that are generally 
computed for direct materials, direct labor, and manufactur- 
ing overhead. 


Would a production manager be equally responsible for an 
unfavorable materials price variance and an unfavorable 
materials quantity variance? Explain. 

What is meant by a favorable labor efficiency variance? 
How is the labor efficiency variance computed? 

Why is an unfavorable overhead volume variance usually 
not considered in evaluating the performance of the produc- 
tion department manager? 

Why do overtime hours usually result in unfavorable direct 
labor rate variances? 


Brief Exercises 


BRIEF 

EXERCISE 24.1 
Variances and Normal 
Capacity 


Chapter 24 Standard Cost Systems 


Budgeted 
Amount 


Actual 
Result 


Direct materials: Foam 


Usage 1.5 square feet 
per pad 

Price $0.15 per 
square foot 

Direct labor: 

Usage .25 hours 
per pad 

Rate $15 per hour 


1.3 square feet 
per pad 


$0.18 per 
square foot 


.30 hours 
per pad 
$13 per hour 


9. 


10. 


Which of the following are true? (There may be more than 
one response.) 


a. The materials price variance is favorable. 

b. The direct labor rate variance is favorable. 

c. The materials quantity variance is unfavorable. 
d 


The direct labor efficiency variance is unfavorable. 


SDA Discussion Questions 


How do direct materials variances and direct labor cost vari- 
ances differ from overhead cost variances? 


At the end of the year, when closing the books, what is the 
treatment for immaterial standard variance account bal- 
ances? What is the treatment for standard variance account 
balances that are material in amount? 


. How can operating at 100 percent of capacity create unfa- 


vorable variances? 


Why is it important to consider the relationships among 
cost, quality, and selling prices when establishing standards 
for direct materials? 


. Who might a plant accountant consult with when establish- 


ing direct labor quantity or rate standards? 


. Why are unfavorable variances recorded by using debit 


entries and favorable variances recorded by using credit 
entries? 


. Explain how efficiency and price or rate variances for direct 


labor can be closely interrelated. 


fa comnect” 


[ACCOUNTING 


The production manager at Bramford Industries is investigating the cause of unfavorable materials 
and labor variances that occurred in the previous month. Standards are based on normal or expected 
production of 400 units per month at Bramford. The manager has discovered that 500 units were 


Brief Exercises 
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L01 


LO3 
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LO3 


BRIEF 

EXERCISE 24.2 
Standard Cost 
Applied to Production 


BRIEF 
EXERCISE 24.3 
Expected Volume 
Variance 


BRIEF 

EXERCISE 24.4 
Volume and Spending 
Variances 


BRIEF 
EXERCISE 24.5 
Normal versus Ideal 
Standard Costs 


BRIEF 
EXERCISE 24.6 
Computing Labor 
Cost Variances 


BRIEF 
EXERCISE 24.7 
Journal Entry for 
Direct Labor 
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needed the previous month to meet shipment needs as ordered by headquarters. During the previous 
month, 100 units were spoiled, so production last month was actually 600 units. 
Use your judgment to speculate as to why the variances occurred at Bramford last month. 


At Franklis Incorporated, during the month of January, the direct labor rate variance was $2,500 
unfavorable, and the direct labor efficiency variance was $5,000 favorable. Actual direct labor 
costs during January were $87,000. What was the standard direct labor applied to production at 
Franklis during the month of January? 


Use the information in Exhibit 24-5 on page 1046 to compute the expected volume variance at 
750 units. 


Jesse is the office manager of a large firm called Law & Legal Services, Inc. At Law & Legal 
Services, overhead is allocated to client accounts using hours billed. Jesse found the following 
information related to overhead for the previous month: 


e Spending variance = $14,000 unfavorable 
¢ Volume variance = $6,000 favorable 

¢ Actual overhead = $56,000 

¢ Actual hours billed = 4,000 hours 


Are the normal or expected hours for billing each month higher or lower than the actual hours 
billed last month? Were the actual expenditures of office supplies, equipment, indirect labor, and 
so on, higher or lower than expected? 


Normal or Expected 


Standards Ideal Standards 
Direct materials quantity per unit............. 2 Ibs. per unit 1.8 lbs. per unit 
Direct materials price per pound ............. $8 per lb. $7.75 per Ib. 


Direct labor hours per unit.................. 
Direct labor rate per hour 


3 hours per unit 
$22 per hour 


2.8 hours per unit 
$21.50 per hour 


Compute the standard cost per finished unit for the normal or expected standards and for the 
ideal standards. Explain how both normal and ideal standards would be used by managers. 


A popular product of Loring Glassworks is a hand-decorated vase. The company’s standard 
cost system calls for 0.75 hours of direct labor per vase, at a standard wage rate of $8.25. During 
September, Loring produced 4,000 vases at an actual direct labor cost of $24,464 for 2,780 direct 
labor hours. 

What is the actual wage rate per hour? Compute the labor rate and efficiency variances for the 
month. Was paying workers the actual wage rather than the standard wage an efficient strategy for 
Loring? 


See Brief Exercise 24.6. Provide the journal entry for direct labor usage for the month of September 
for Loring Glassworks. 
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L038. BRIEF One of the products of Hearts & Flowers is a one-pound box of chocolate candy, packaged in a box 
EXERCISE 24.8 bearing the customer’s logo (minimum order, 100 boxes). The standard cost of the chocolate candy 
Computing Materials used is $2 per pound. During November, 20,000 of these one-pound boxes were produced, requir- 
Cost Variances ing 20,800 pounds of chocolate candy at a total direct materials cost of $42,640. 


Determine the materials price and quantity variances for November with respect to the candy 
used in producing this product. 


Lo3. BRIEF See Brief Exercise 24.8. Provide the journal entry for direct materials usage for the month of 
EXERCISE 24.9 November for Hearts & Flowers. 
Journal Entry for 
Direct Materials 


log BRIEF Ringo Corporation applied $7,200 of manufacturing overhead to production during the month. Its 
EXERCISE 24.10 actual overhead costs for the month were $8,000. The cost accountant reports that Ringo’s unfavor- 
Overhead Cost able spending variance for the month totals $1,500. 
Variances Did Ringo produce more or less than its normal output for the month? Defend your answer. 


Exercises connect" 


[ACCOUNTING 


L01 EXERCISE 24.1 The following are seven technical terms introduced in this chapter: 
through Se Spending variance Materials price variance Standard costs 
LO6 Labor rate variance Materials quantity variance Volume variance 


Labor efficiency variance 


Each of the following statements may (or may not) describe one of these technical terms. For each 
statement, indicate the accounting term discussed, or answer “None” if the statement does not cor- 
rectly describe any of the terms. 

a. The budgeted costs of producing a product under normal conditions. 

b. The dollar amount associated with the difference between the actual direct labor hours 
required and the standard number of direct labor hours allowed for a given level of production 
under normal conditions. 

c. A variance that is always favorable when actual production levels exceed normal levels. 

d. The portion of the total materials variance caused by using more or less material than allowed 
for a given level of output. 

e. The portion of the total overhead variance caused by incurring more overhead costs than 
allowed for a given level of production. 

f. The portion of the total materials variance for which a company’s purchasing agent is often 
responsible. 

g. The portion of the total labor variance that is related to the differences between the actual 
hourly wages paid and the budgeted standard wage. 


Log EXERCISE 24.2 The standard costs and variances for direct materials, direct labor, and factory overhead for the 
Relationships among month of May are as follows: 
Standard Costs, 
104 ‘Actual Costs, and Variances 
Cost Variances Standard Cost Unfavorable Favorable 
Direct materials ........ 0.0.0.0... 00 eae $ 90,000 
Price variance... 6.0... 0. cece eee $4,500 
Quantity variance ................000. $2,700 
DiT6Gt labOPs ic i060 6 odes aaesed aadeaes 180,000 
Rate variance ..............00 eee 1,800 
Efficiency variance ................... 5,400 
Manufacturing overhead................. 270,000 
Spending variance ................... 3,600 


Volume variance................20005 2,400 


Exercises 


L03. EXERCISE 24.3 
Understanding 
Materials Cost 


L05 ; 
Variances 


L083 EXERCISE 24.4 
Computing Materials 
Cost Variances and 
Lo5 «6Volume Variance 


through 


104 EXERCISE 24.5 


Manufacturing 
105 Overhead Variances 


101 EXERCISE 24.6 


Computing Labor 


103 Cost Variances 


L05 
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Determine the actual costs incurred during the month of May for direct materials, direct labor, 
and manufacturing overhead. 


The cost accountant for Blue Pharmaceuticals has informed you that the company’s materials 
quantity variance for the drug Allegro was exactly equal to its materials price variance for the 
year. The company’s normal level of production is 50 batches of Allegro per year. However, due 
to uncertainties regarding foundation funding, it produced only 25 batches during the current year. 
Other cost information regarding Allegro’s direct materials is as follows: 


Standard price per gram of material .............0 0000 e eee eee $60 
Actual kilograms purchased and used during the year .................. 100 kg 
Actual cost of materials purchased during the period ................... $6,000,000 

Number of grams per kilogram .... 2.0.0.0... 00. 1,000 grams 


a. Compute Blue’s materials price variance. 
b. Compute the standard quantity of materials allowed per batch of Allegro produced. 
c. Why would you not expect Blue to have a large materials quantity variance? 


Gumchara Corporation reported the following information with respect to the materials required to 
manufacture amalgam florostats during the current month: 


Standard price per gram of materials............................0.00.. $1.25 
Standard quantity of materials per amalgam florostat .................... 4 grams 
Actual materials purchased and used in production ..................... 2,800 grams 
Actual amalgam florostats produced during the month ................... 520 units 
Actual cost of materials purchased ............ 00 cece eee eee eae $3,920 
Normal monthly output............ 00.00.02. 550 units 


a. Determine Gumchara’s materials price variance. 
b. Determine Gumchara’s materials quantity variance. 


c. Will Gumchara’s overhead volume variance be favorable or unfavorable? Why? 


Chasman Corporation estimated overhead for the year as follows: fixed = $330,000, variable = 
$2.50 per unit. Chasman expected to produce 60,000 units for the year. 


a. Compute the rate that will be used to apply overhead costs to products. 


b. During the year, Chasman incurred actual overhead costs of $430,000 and produced 65,000 
units. Compute the overhead applied to units produced. 


c. Compute the amount of under- or overapplied overhead and the spending and volume variances. 
d. What caused the applied overhead to be different from the actual overhead? 


Marlo Enterprises produces radon mitigation pumps. Information pertaining to the company’s 
monthly direct labor usage is provided below: 


Standard labor'rate per hour 2.1. ac0evee cece dew ive bed eevee PR ka us $16 
Standard hours allowed per radon mitigation pump .....................0.. 0.5 hours 
Actual pumps produced during the current month..............00:00e sees 9,000 
Actual labor hours worked during the current month.....................0.. 3,600 
Actual labor cost for the currentmonth ..............0.0.0 0000. e eee eee eee $64,800 


a. Compute the company’s labor rate variance. 
b. Compute the company’s labor efficiency variance. 


An extremely large order of radon mitigation pumps was filled during the month for exporta- 
tion to Saudi Arabia. Filling this order resulted in extended hours for many of the company’s 
workers. Which labor variance reflects the extra hours worked by Marlo’s employees? Was 
their time well utilized? Explain. 
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The following computation of the materials variances of Weitzen Foods is incomplete. The missing 
data are labeled (a) through (d). 


Materials price variance = 3,640 pounds x 
[(a) standard price — $9.00 actual price] ................0.00000- 
Materials quantity variance = (b) x 
[3,800 pounds — (c) actual quantity] 


Supply the missing data for items (a) through (d). Prepare a caption describing the item, as well 
as indicating the dollar amount and physical quantity. Briefly explain each answer, including how 
you determined the amount. 


The manager of a manufacturing firm received the following information related to the last peri- 
od’s direct materials and direct labor variances: 


Direct materials price variance... 1.2.0.2... eee Favorable 
Direct materials quantity variance ........... 00.0... Favorable 
Direct labor rate variance .... 2.2... eee Unfavorable 
Direct labor efficiency variance ........... 0.0.0 Favorable 


a. Ignoring all other variances, what are possible reasons for a favorable direct materials price 
variance? 

b. Given that the quality of direct materials purchased was exactly as expected, how would you 
explain the above combination of the four variances? 


From the following information for Alfred Industries, compute the overhead spending variance and 
the volume variance. 


Standard manufacturing overhead based on normal 
monthly volume: 


Fixed ($300,000 + 20,000 units) ......... 0.00. cece eee eee $15.00 

Variable ($100,000 + 20,000 units) .............-0200 eee 5.00 $20.00 
Units actually produced in current month 18,000 units 
Actual overhead costs incurred (including $300,000 fixed)..............--. $383,800 


Use the information in Exercise 24.9 to prepare the journal entry to record the overhead at Alfred 
Industries. 


Zeta, Inc., produces handwoven rugs. Budgeted production is 5,000 rugs per month and the stan- 
dard direct labor required to make each rug is 2 hours. All overhead is allocated based on direct 
labor hours. Zeta’s manager is interested in what caused the recent month’s $3,000 unfavorable 
overhead variance. The following information was available to aid in the analysis: 


Budgeted Amounts Actual Results 


PFOdUCtION INVUAIIS. 2.30 a ae ok ek owe es 5,000 4,500 
Total labor hours... 1.2... ee ee 10,000 9,000 
Total variable overhead...........0.00 0 ceca $ 60,000 $55,000 
Total fixed overhead ............. 2.000 c eee eee 40,000 38,000 

Total overhead... ... 0.0.0... cc eee eee $100,000 $93,000 


a. What was the overhead spending variance for the month? 
b. What was the overhead volume variance? 


c. What corrective actions should Zeta’s manager undertake related to the unfavorable overhead 
variance? 


Problem Set A 
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McGill’s overhead spending variance is unfavorable by $600. The company’s accountant credited 
the Cost of Goods Sold account for $4,200 to close out any over- or underapplied overhead at the 
end of the current period. 

Compute McGill’s overhead volume variance. 


Nolan Mills uses a standard cost system. During May, Nolan manufactured 15,000 pillowcases, 
using 27,000 yards of fabric costing $3.05 per yard and incurring direct labor costs of $19,140 
for 3,300 hours of direct labor. The standard cost per pillowcase assumes 1.75 yards of fabric at 
$3.10 per yard, and 0.20 hours of direct labor at $5.95 per hour. 


a. Compute both the price variance and quantity variance relating to direct materials used in the 
manufacture of pillowcases in May. 


b. Compute both the rate variance and efficiency variance for direct labor costs incurred in manu- 
facturing pillowcases in May. 


For each of the following variances, briefly explain at least one probable cause and indicate the 
department manager (if any) responsible for the variance. 


a. A favorable materials price variance. 
b. An unfavorable labor rate variance. 
c. A favorable volume variance. 


d. An unfavorable materials quantity variance. 


It may be easier to think about setting standards to help manage manufacturing businesses, like the 
lumber business of Brice, Inc., discussed in this chapter, than to help manage retail establishments. 
For a company like Home Depot, main inputs (direct labor and overhead) are sales personnel 
and store space. Home Depot’s main outputs are sales of retail items. Look at the Home Depot 
financial information in Appendix A. Locate the “10-Year Summary of Financial and Operating 
Results” that includes a section titled: “Store Sales and Other Data” with six categories of informa- 
tion. Identify at least two of these categories that could be used to create standards per employee 
for direct labor (sales personnel) in a typical Home Depot store. Explain how the direct labor 
standards you are considering would help a store manager control costs. 


@ comect" 


Problem Set A Lane 
Wilson’s materials quantity variance for the current month was exactly one-half of its materials 
price variance. Both variances were unfavorable. The company’s cost accountant has supplied the 
following standard cost information: 


Standard price per pound of materials.................. 0... ...0.0-000. $15 
Actual pounds purchased and used during the month................... 600 pounds 
Actual cost per pound of materials purchased and used ...............-. $16 
Actual units manufactured during the month .......................0.0. 500 units 
Normal productive output per month ............... 0.00.00. -0 000000. 550 units 


Instructions 
a. Compute Wilson’s materials price variance. 
b. Compute the standard quantity of materials allowed for producing 550 units of product. 


c. Record the journal entry to charge Work in Process for the cost of materials used during the 
month. 


d. Assume Wilson’s overhead volume variance is twice the amount of its materials quantity vari- 
ance. Is the volume variance favorable or unfavorable? How do you know? 


AgriChem Industries manufactures fertilizer concentrate and uses cost standards. The fertilizer 
is produced in 500-pound batches; the normal level of production is 250 batches of fertilizer per 
month. The standard costs per batch are as follows: 
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Standard 
Costs per 
Batch 
Direct materials: 
Various chemicals (500 pounds per batch at $0.60/pound).......... $300 
Direct labor: 
Preparation and blending (25 hours per batch at $7.00/hour)........ 175 
Manufacturing overhead: 
Fixed ($50,000 per month + 250 batches) ..............00+00005 $200 
Variable (per batch)... 05 cece neie deca ieee eee wee ee ees 25 _ 225 
Total standard cost per batch of fertilizer... ............ 000020200 eee eee $700 


During January, the company temporarily reduced the level of production to 200 batches of 
fertilizer. Actual costs incurred in January were as follows: 


Direct materials (102,500 pounds at $0.57/pound) ............-00 eee eee $ 58,425 
Direct labor (4,750 hours at $6.80/hour) ....... 0.0.0.0 cece eee 32,300 
Manufacturing overhead ..........0 000 ete 54,525 
Total actual costs (200 batches) ............. 00000 cece eee eee $145,250 
Standard cost of 200 batches (200 batches x $700 per batch) ............... 140,000 
Net unfavorable cost variance .. 0... 0. eee eee $ 5,250 


Instructions 

You have been engaged to explain in detail the elements of the $5,250 net unfavorable cost vari- 
ance and to record the manufacturing costs for January in the company’s standard cost accounting 
system. 


a. Asa first step, compute the materials price and quantity variances, the labor rate and efficiency 
variances, and the overhead spending and volume variances for the month. 


b. Prepare journal entries to record the flow of manufacturing costs through the standard cost 
system and the related cost variances. Make separate entries to record the costs of direct 
materials used, direct labor, and manufacturing overhead. Work in Process Inventory is to be 
debited only with standard costs. 


American Hardwood Products uses standard costs in a process cost system. At the end of the cur- 
rent month, the following information is prepared by the company’s cost accountant: 


Direct Direct Manufacturing 

Materials — Labor Overhead 
Actual costs incurred .............000 eee eee $96,000 $82,500 $123,240 
Standard Costs: ...cicciv see ria cae nas has 90,000 84,000 115,500 
Materials price variance (favorable) ............ 2,400 
Materials quantity variance (unfavorable) ........ 8,400 
Labor rate variance (favorable) ................ 3,000 
Labor efficiency variance (unfavorable).......... 1,500 
Overhead spending variance (unfavorable)....... 3,240 
Overhead volume variance (unfavorable) ........ 4,500 


The total standard cost per unit of finished product is $30. During the current month, 9,000 units 
were completed and transferred to the finished goods inventory and 8,800 units were sold. The 
inventory of work in process at the end of the month consists of 1,000 units that are 65 percent com- 
plete. There was no inventory in process at the beginning of the month. 


Problem Set A 
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Instructions 

a. Prepare journal entries to record all variances and the costs incurred (at standard) in the Work 
in Process account as separate compound entries for (1) direct materials, (2) direct labor, and 
(3) manufacturing overhead. 


b. Prepare journal entries to record (1) the transfer of units finished to the Finished Goods Inven- 
tory account and (2) the Cost of Goods Sold (at standard) for the month. 


c. Assuming that the company operated at 90 percent of its normal capacity during the current 
month, what is the amount of the budgeted fixed manufacturing overhead per month? 


Sven Enterprises is a large producer of gourmet pet food. During April, it produced 147 batches of 
puppy meal. Each batch weighs 1,000 pounds. To produce this quantity of output, the company pur- 
chased and used 148,450 pounds of direct materials at a cost of $593,800. It also incurred direct labor 
costs of $17,600 for the 2,200 hours worked by employees on the puppy meal crew. Manufacturing 
overhead incurred at the puppy meal plant during April totaled $3,625, of which $2,450 was consid- 
ered fixed. Sven’s standard cost information for 1,000-pound batches of puppy meal is as follows: 


Direct materials standard price ......... 0.0.00 eee eee $4.20 per pound 
Standard quantity allowed per batch .....................0... 1,020 pounds 
Direct labor standard rate... 1... eee $8.50 per hour 
Standard hours allowed per batch .................-...-.00.0. 14 direct labor hours 
Fixed overhead! budgeted .wisic sue via eee iera tees as eee ae $2,800 per month 
Normal level of production ................00. 000002 e eee aes 140 batches per month 
Variable overhead application rate....................000000. $ 9.00 per batch 
Fixed overhead application rate 

($2,800 + 140 batches) ....... 0.0... 20.00 per batch 
Total overhead application rate... 0.2.0.2. eee eee $29.00 per batch 


Instructions 

a. Compute the materials price and quantity variances. 

Compute the labor rate and efficiency variances. 

Compute the manufacturing overhead spending and volume variances. 

Record the journal entry to charge materials (at standard) to Work in Process. 

Record the journal entry to charge direct labor (at standard) to Work in Process. 

Record the journal entry to charge manufacturing overhead (at standard) to Work in Process. 


mcmre ean 


Record the journal entry to transfer the 147 batches of puppy meal produced in April to Fin- 
ished Goods. 


h. Record the journal entry to close any over- or underapplied overhead to Cost of Goods Sold. 


Slick Corporation is a small producer of synthetic motor oil. During May, the company produced 
5,000 cases of lubricant. Each case contains twelve quarts of synthetic oil. To achieve this level of 
production, Slick purchased and used 16,500 gallons of direct materials at a cost of $20,625. It also 
incurred average direct labor costs of $15 per hour for the 4,200 hours worked in May by its pro- 
duction personnel. Manufacturing overhead for the month totaled $9,950, of which $2,200 was con- 
sidered fixed. Slick’s standard cost information for each case of synthetic motor oil is as follows: 


Direct materials standard price ..........-.. 0.0: eee eee eee $1.30 per gallon 
Standard quantity allowed percase.....................000.0. 3.25 gallons 
Direct labor standard rate... 1... eee $16 per hour 
Standard hours allowed percase..................-0.-00-000-5 0.75 direct labor hours 
Fixed overhead budgeted............... 0.02 cece eee eee $2,600 per month 
Normal level of production ................0 00.00 e eee eee 5,200 cases per month 
Variable overhead application rate......... 0... eee $1.50 per case 
Fixed overhead application rate 

($2,600 + 5,200 cases) .... 00.0... cece ees 0.50 per case 


Total overhead application rate... 2... 2... eee 2.00 per case 
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Instructions 
a. Compute the materials price and quantity variances. 
b. Compute the labor rate and efficiency variances. 
c. Compute the manufacturing overhead spending and volume variances. 
d. Prepare the journal entries to: 
1. Charge materials (at standard) to Work in Process. 
2. Charge direct labor (at standard) to Work in Process. 
3. Charge manufacturing overhead (at standard) to Work in Process. 
4 


Transfer the cost of the 5,000 cases of synthetic motor oil produced in May to Finished 
Goods. 


5. Close any over- or underapplied overhead to Cost of Goods Sold. 


L083 PROBLEM 24.6A The accountants for Polyglaze, Inc., have developed the following information regarding the stan- 
Computing and dard cost and the actual cost of a product manufactured in June: 
104 Journalizing Cost 
panimiece Standard Actual 
Cost Cost 
Direct materials: 
Standard: 10 ounces at $0.15 per ounce ............00-:e ee eee $1.50 
Actual: 11 ounces at $0.16 per ounce ......... 0.0.00 eee eee eee $1.76 
Direct labor: 
Standard: 0.50 hours at $10.00 per hour .............0-00 eee eee 5.00 
Actual: 0.45 hours at $10.40 per hour .............0-.0 eee eee 4.68 
Manufacturing overhead: 
Standard: $5,000 fixed cost and $5,000 variable cost for 
10,000 units normal monthly volume ...................-00.. 1.00 
Actual: $5,000 fixed cost and $4,600 variable cost for 8,000 
units actually produced in June........ 00.0.0... 0. eee eee a 1.20 
TOtAMUNINCOSE 2 wiioce a Lhe Geeta oawee Air dobd Ate eared ae ach 2 oud $7.50 $7.64 


Instructions 

a. Compute the materials price variance and the materials quantity variance, indicating whether 
each is favorable or unfavorable. Prepare the journal entry to record the cost of direct materials 
used during June in the Work in Process account (at standard). 


b. Compute the labor rate variance and the labor efficiency variance, indicating whether each is 
favorable or unfavorable. Prepare the journal entry to record the cost of direct labor used dur- 
ing June in the Work in Process account (at standard). 


c. Compute the overhead spending variance and the overhead volume variance, indicating 


whether each is favorable or unfavorable. Prepare the journal entry to assign overhead cost to 
production in June. 


03 PROBLEM 24.7A Heritage Furniture Co. uses a standard cost system. One of the company’s most popular products 
Computing, is an oak entertainment center that looks like an old icebox but houses a television, stereo, or 
ee Journ alizing, and other electronic components. The per-unit standard costs of the entertainment center, assuming a 
Lo5 Analyzing Cost “normal” volume of 1,000 units per month, are as follows: 
Variances 
eXcel Direct materials, 100 board-feet of wood at $1.30 per foot ............ $130.00 
Direct labor, 5 hours at $8.00 per hour .......... 00.0000 cece e cease 40.00 
Manufacturing overhead (applied at $22 per unit) 
Fixed ($15,000 + 1,000 units of normal production) ............... $15.00 
VoNiAble ws hon dtded Reactemiaed eae Daneman dy ate Peds ea seedy os 7.00 22.00 


Total standard unit cost... 6... ee eee nee ee $192.00 
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During July, 800 entertainment centers were scheduled and produced at the following actual 


unit costs: 
Direct materials, 110 feet at $1.20 per foot..... 2.0... 0... eee eee $132.00 
Direct labor, 512 hours at $7.80 per hour... 1... 0... ccc eee eee 42.90 
Manufacturing overhead, $18,480 + 800 units ............ 00.0002 eee eee eee 23.10 
Totalactuall Umit COST. :¢ 4:a5 55-4. echaiee vod. dee acaba detach aoe dw Geahavy 2. acid adele Adee Ratton $198.00 
Instructions 


a. Compute the following cost variances for the month of July: 
Materials price variance 

Materials quantity variance 

Labor rate variance 

Labor efficiency variance 


Overhead spending variance 


Oe ee er 


Volume variance 

b. Prepare journal entries to assign manufacturing costs to the Work in Process Inventory account 
and to record cost variances for July. Use separate entries for (1) direct materials, (2) direct 
labor, and (3) overhead costs. 

c. Comment on any significant problems or areas of cost savings revealed by your computa- 
tion of cost variances. Also comment on any possible causal relationships between significant 
favorable and unfavorable cost variances. 


01 PROBLEM 24.8A Ripley Corporation has supplied the following information obtained from its standard cost system 
Understanding Cost in June: 
103 Variances: Solving for 
Missing Data Standard price of direct materials... .. 06... 0c cece eee nee ene $6 per pound 
104 eXcel Actual price of direct materials ............. 0.0... e eee eee eee $5 per pound 
Standard direct labor rate >... .ecdii0 ciee chee aa Pewee 4 awe $9 per hour 
> Actual direct labor hours in June.... 22.2.2... 0.2 ee 9,500 hours 


The following journal entries were made during June with respect to Ripley’s standard cost 


system: 
Work in Process Inventory (at standard cost) ....................0.. 48,000 
Materials Quantity Variance. ... 0.0... 0.00.0 1,200 
Direct Materials Inventory (at actual cost) .................-000. 41,000 
Materials Price Variance... 2.0.0... eee 8,200 


To record the cost of direct materials used in June. 


Work in Process Inventory (at standard cost) ....................0.. 81,000 
Labor Rate: VarlanCe cis cscacetenee eek bi bee acd eae ee ee oe 950 
Labor Efficiency Vanance 2 iccics iain cae esa we eae ae wanes ae 4,500 
Direct Labor (at actual cost)................... 00.0.0 0000000. 86,450 


To record the cost of direct labor charged to production in June. 


Work in Process Inventory (at standard cost) ....................0.. 25,000 

Overhead Spending Variance ....... 00.0.0... cece eee 2,000 
Overhead Volume Variance ....... 00.0... 0000 5,000 
Manufacturing Overhead (at actual cost)....................... 22,000 


To apply overhead to production in June. 
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Instructions 
a. Determine the actual quantity of materials purchased and used in production during June. 


b. Determine the standard quantity of materials allowed for the productive output achieved dur- 
ing June. 


c. Determine the actual average direct labor rate in June. 


Determine the standard direct labor hours allowed for the production output achieved during 
June. 


e. Determine the total overhead costs allowed for the production output achieved during June. 


f. Prepare a journal entry to record the transfer of all work in process to finished goods at the end 


of June. 
g. Close all cost variances directly to the Cost of Goods Sold account at the end of June. 
h. Was Ripley’s production output in June more or less than its normal level of output? How can 
you tell? 
L038 PROBLEM 24.9A Anton Company manufactures wooden magazine stands. An accountant for Anton just completed 
Understanding the variance report for the current month. After printing the report, his computer’s hard drive 


Variance Calculations crashed, effectively destroying most of the actual results for the month. All that the accountant 
Lo4 : : : : 
remembers is that actual production was 220 stands and that all materials purchased were used in 
production. The following information is also available: 


Current Month: Budgeted Amounts 


Budgeted production: 200 magazine stands 
Direct materials: Wood 


WSaAG6: oi vase triieiie cera hidereda shea ae go Pe eda 3 square feet per stand 

PHICG: cesta ti ase tad een da eas pees Peewee rR ERS $0.25 per square foot 
Direct labor: 

USAGE? sictadie pA eel de ce eee raked booed de eee emo 0.5 hours per stand 

Rate: svcd ah iii ti ad a ena aan ete ge eae $10 per hour 
Variable overhead (allocated based on direct labor hours): 

Rate perlabor hour ... 1.0... .. cece cette eee $4 

Rate per stand)... ica e mene baeie Seiden dd boned ene eects $2 
Fixed overhead (allocated based on direct labor hours): 

Rate perlabor hour ........ 0.0 cece eee eee $6 

Rateiper Stand ci ic eg cnc e ga wack genie gis eocw mars pon gre eee Beane $3 
Current Month: Variances 
Direct materials price variance ...............-..000-0-0000. $ 33 Unfavorable 
Direct materials quantity variance ....................0.0.0.0. -0- 
Direct labor rate variance .......... 0.0.0... eee eee eee 231 Favorable 
Direct labor efficiency variance ................. 00000002 eee 550 Unfavorable 
Overhead volume variance ............... 0000. 60 Favorable 
Overhead spending variance ..................0 0000002 e ee 210 Unfavorable 


Instructions 
Using the budget for the current month and the variance report, construct the items below. 
a. What was the actual purchase price per square foot of wood? 

How many labor hours did it actually take to produce each stand? 


b. 
c. What was the actual wage rate paid per hour? 
d 


What was actual total overhead for the month? 
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through 


LOS 
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PROBLEM 24.1B Denton’s materials quantity variance for the current month was exactly one-half of its materials 

Understanding price variance. Both variances were unfavorable. The company’s cost accountant has supplied the 

Materials Cost following standard cost information: 

Variances and Volume 

Variance Standard price per pound of materials .........0.0 0.0.0 c cece eee cena ee $12 
Actual pounds purchased and used during the month ................... 800 pounds 
Actual cost per pound of materials purchased and used ................. $15 
Actual units manufactured during the month.......................0005 600 units 
Normal productive output per month ...............0 0.00000. c eee 700 units 


Instructions 

a. Compute Denton’s materials price variance. 

b. Compute the standard quantity of materials allowed for producing 700 units of product. 

c. Record the journal entry to charge work in process for the cost of materials used during the 
month. 

d. Assume Denton’s overhead volume variance is twice the amount of its materials quantity vari- 
ance. Is the volume variance favorable or unfavorable? How do you know? 


PROBLEM 24.2B Dyelot Industries manufactures dyes and uses cost standards. The dye is produced in 1,000 pound 
Computing and batches; the normal level of production is 500 batches of dye per month. The standard costs per 
Journalizing Cost batch are as follows: 
Variances 
Standard 
Costs per 
Batch 


Direct materials: 
Various chemicals (1,000 pounds 


per batch at $0.80/pound) .......... 0.0.0. c eee eee eee $ 800 
Direct labor: 
Preparation and blending (20 hours 
per batch at $8.00/hour).... 0.0... cee eee 160 
Manufacturing overhead: 
Fixed ($150,000 per month + 500 batches) .............-.2-000- $300 
Variable (per batch) oi icici ev ise ie ia ae er or nears _ 20 320 
Total standard cost per batch of fertilizer...................000000. $1,280 


During January, the company temporarily reduced the level of production to 400 batches of dye. 
Actual costs incurred in January were as follows: 


Direct materials (410,000 pounds at $0.75)... 2... eee $307,500 
Direct labor (7,950 hours at $7.80/hour) .. 1.2.0... c cee 62,010 
Manufacturing overhead... 2.0... eee 150,490 
Total actual costs (400 batches) ........ 0.0... cece ects $520,000 
Standard cost of 400 batches 

(400 batches x $1,280 per batch) ........ 0... cece eee eee eee _ 512,000 
Net unfavorable cost variance .......... 0.0... $ 8,000 


Instructions 


You have been engaged to explain in detail the elements of the $8,000 net unfavorable cost variance 
and to record the manufacturing costs for January in the company’s standard cost accounting system. 
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a. Asa first step, compute the materials price and quantity variances, the labor rate and efficiency 
variances, and the overhead spending and volume variances for the month. 


b. Prepare journal entries to record the flow of manufacturing costs through the standard cost 
system and the related cost variances. Make separate entries to record the costs of direct 
materials used, direct labor, and manufacturing overhead. Work in Process Inventory is to be 
debited only with standard costs. 


LO3 PROBLEM 24.3B Latin Silk Products uses standard costs in a process cost system. At the end of the current month, 
Computing and the following information is prepared by the company’s cost accountant: 
104 Journalizing Cost 
Variances 
Direct Direct Manufacturing 
Materials — Labor Overhead 
Actual costs incurred ...............0.000000- $108,000 $96,000 $120,000 
Standard CostS: ./..00% 440004 pie atadewianas 100,000 94,000 112,800 
Materials price variance (favorable)............. 2,000 
Materials quantity variance (unfavorable) ........ 10,000 
Labor rate variance (favorable) ................ 6,000 
Labor efficiency variance (unfavorable) .......... 8,000 
Overhead spending variance (unfavorable)....... 1,200 
Overhead volume variance (unfavorable) ........ 6,000 


The total standard cost per unit of finished product is $15. During the current month, 20,000 units 
were completed and transferred to the finished goods inventory and 18,000 units were sold. The 
inventory of work in process at the end of the month consists of 3,000 units that are 70 percent 
complete. There was no inventory in process at the beginning of the month. 


Instructions 

a. Prepare journal entries to record all variances and the costs incurred (at standard) in the Work 
in Process account as separate compound entries for (1) direct materials, (2) direct labor, and 
(3) manufacturing overhead. 

b. Prepare journal entries to record (1) the transfer of units finished to the Finished Goods Inven- 
tory account and (2) the Cost of Goods Sold (at standard) for the month. 

c. Assuming that the company operated at 80 percent of its normal capacity during the current 
month, what is the amount of the budgeted fixed manufacturing overhead per month? 


08 PROBLEM 24.4B Hans Enterprises is a large producer of birdseed. During June, the company produced 160 batches 
Computing and of crow bait. Each batch weighs 1,000 pounds. To produce this quantity of output, the company 
194. Journalizing Cost purchased and used 170,000 pounds of direct materials at a cost of $816,000. It also incurred direct 
Variances labor costs of $20,000 for the 2,500 hours worked by employees on the crow bait crew. Manufac- 


turing overhead incurred at the crow bait plant during June totaled $4,200, of which $3,100 was 
considered fixed. Hans’s standard cost information for each 1,000-pound batch of crow bait is as 


follows: 

Direct materials standard price ............. 000 c eee eee $5.00 per pound 
Standard quantity allowed per batch ....................-.0.. 1,025 pounds 
Direct labor standard rate .... 0.2... 0. eee $8.25 per hour 
Standard hours allowed per batch..................0.0.0005. 15 direct labor hours 
Fixed overhead budgeted ............... 0.000000 cece eee eee $3,200 per month 
Normal level of production................. 0.000000. 0 02 150 batches per month 
Variable overhead application rate ..................000.000.. $10.00 per batch 
Fixed overhead application rate 

($3,300 + 150 batches) ........... 0.0. e eee eee _22.00 per batch 


Total overhead application rate .................. 0.2 eee $32.00 per batch 
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Instructions 
a. Compute the materials price and quantity variances. 


Compute the labor rate and efficiency variances. 

Compute the manufacturing overhead spending and volume variances. 

Record the journal entry to charge materials (at standard) to Work in Process. 
Record the journal entry to charge direct labor (at standard) to Work in Process. 


Record the journal entry to charge manufacturing overhead (at standard) to Work in Process. 


Veh cleo i te 


Record the journal entry to transfer the 160 batches of crow bait produced in June to Finished 
Goods. 


h. Record the journal entry to close any over- or underapplied overhead to Cost of Goods Sold. 


L083. PROBLEM 24.5B Smooth Corporation is a small producer of paint. During June, the company produced 10,000 
Computing and cases of paint. Each case contains twelve quarts of paint. To achieve this level of production, 
194 Journalizing Cost Smooth purchased and used 34,000 gallons of direct materials at a cost of $43,520. It also 
Variances incurred average direct labor costs of $14 per hour for the 8,300 hours worked in June by 


its production personnel. Manufacturing overhead for the month totaled $21,000, of which 
$4,500 was considered fixed. Smooth’s standard cost information for each case of paint is as 


follows: 

Direct materials standard price ...... 0.0.0... cee $1.32 per gallon 
Standard quantity allowed per case ..................0.0.00. 3.00 gallons 
Direct labor standard rate ..... 0... eee ee $15 per hour 
Standard hours allowed per case ...............0.. 00000000. 0.80 direct labor hours 
Fixed overhead budgeted ............ 02.0.2 eee ee eee ee eee $5,252 per month 
Normal level of production. os .c.ccscacce okie eae eee eae 10,100 cases per month 
Variable overhead application rate ..................0000000. $1.60 per case 
Fixed overhead application rate 

($5,252 + 10,100 cases)... 1.2... 00... cece eee _0.52 per case 
Total overhead application rate..... 2.2.6.2 eee eee eee $2.12 per case 


Instructions 
a. Compute the materials price and quantity variances. 
b. Compute the labor rate and efficiency variances. 
c. Compute the manufacturing overhead spending and volume variances. 
d. Prepare the journal entries to: 
1. Charge materials (at standard) to Work in Process. 
Charge direct labor (at standard) to Work in Process. 
Charge manufacturing overhead (at standard) to Work in Process. 
Transfer the cost of the 10,000 cases of paint produced in June to Finished Goods. 


eso GS 


Close any over- or underapplied overhead to Cost of Goods Sold. 


1070 Chapter 24 Standard Cost Systems 


L083 PROBLEM 24.6B The accountants for Monoglut, Inc., have developed the following information regarding the stan- 
Computing and dard cost and the actual cost of a product manufactured in March: 
104 Journalizing Cost 


Variances Standard Actual 


Cost Cost 
Direct materials: 
Standard: 12 ounces at $0.20 per ounce...........00-0e eee eee $ 2.40 
Actual: 13 ounces at $0.22 per ounce ........ 0.0.0 e eee eee eee $ 2.86 
Direct labor: 
Standard: 0.60 hours at $12.00 perhour..............00eeee eee 7.20 
Actual: 0.50 hours at $13.00 per hour ............00 cece ee eee 6.50 


Manufacturing overhead: 
Standard: $6,000 fixed cost and $4,000 
variable cost for 10,000 units normal 
monthly VOIUMG 4.2. ic0asdureecdeddeddes otek ode dobeddes 1.00 
Actual: $6,000 fixed cost and $2,540 
variable cost for 7,000 units actually 
produced if March! vi cci-2.0 deseo Si ewea ea eae hares 1.22 


TMOLA UA COSTS ogc isk dae andasecarg se wanda de detiedeaen nd ence detent deans $10.60 $10.58 


Instructions 

a. Compute the materials price variance and the materials quantity variance, indicating whether 
each is favorable or unfavorable. Prepare the journal entry to record the cost of direct materials 
used during March in the Work in Process account (at standard). 


b. Compute the labor rate variance and the labor efficiency variance, indicating whether each is 
favorable or unfavorable. Prepare the journal entry to record the cost of direct labor used dur- 
ing March in the Work in Process account (at standard). 

c. Compute the overhead spending variance and the overhead volume variance, indicating 
whether each is favorable or unfavorable. Prepare the journal entry to assign overhead cost to 
production in March. 


L038 PROBLEM 24.7B Colonial Furniture Co. uses a standard cost system. One of the company’s most popular products is 
Computing, a cherrywood desk. The per-unit standard costs of the desk, assuming a “normal” volume of 2,000 
pe Journalizing, and units per month, are as follows: 
Lo5 Analyzing Cost 
Variances Direct materials, 100 board-feet of wood at $1.50 per foot .................005- $150.00 
Direct labor, 4 hours at $10.00 per hour ....... 0.00. cc cece eee eee eee nee 40.00 
Manufacturing overhead (applied at $18 per unit) 
Fixed ($20,000 + 2,000 units of normal production) ............... $10.00 
Variable: sciic ceria cena dene eRe he eee ae eee ee 8.00 18.00 
Total'standard Unit: COSt 25.24) 2iaphiem pele geeaed an ddsthen Geateatgin “Ween Hees $208.00 


Direct materials, 105 feet at $1.40 per foot........... 2.00.0 c cece eee eee $147.00 
Direct labor, 41/2 hours at $9.00 per hour .......... 00.00 cece eee ee eee ee 40.50 
Manufacturing overhead, $34,200 + 1,800 units .......... 0. cee eee eee eee 19.00 

Total actual UNI COSE«, «sca e-csBiale ie ok oa, Aohacee ekvadeieukid we. beled ao dyqua ished nh bales Hs $206.50 


Instructions 
a. Compute the following cost variances for the month of May: 
1. Materials price variance 


2. Materials quantity variance 


3. Labor rate variance 
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4. Labor efficiency variance 
5. Overhead spending variance 
6. Volume variance 


b. Prepare journal entries to assign manufacturing costs to the Work in Process Inventory account 
and to record cost variances for May. Use separate entries for (1) direct materials, (2) direct 
labor, and (3) overhead costs. 


c. Comment on any significant problems or areas of cost savings revealed by your computa- 
tion of cost variances. Also comment on any possible causal relationships between significant 
favorable and unfavorable cost variances. 


101 PROBLEM 24.8B Foding Corporation has supplied the following information obtained from its standard cost system 


Understanding Cost in May: 
103 Variances: Solving for 


Missing Data Standard price of direct materials .........000 0c ccc cece cece eae ee $7 per pound 

104 Actual price of direct materials ..........0 0.0.0 cece eee $6 per pound 
Standard direct labor rate... 2... ee $10 per pound 

Actual direct labor hours in May ............. 0.000000 cece eee eee 4,000 hours 


The following journal entries were made during May with respect to Foding’s standard cost system: 


Work in Process Inventory (at standard cost) ....................04. 9,500 

Materials Quantity Variance ............... 0.0.00. e eee eee eee 1,000 
Direct Materials Inventory (at actual cost) ...............0.-00-. 9,000 
Materials Price Variance ........ 0.0.0... eee ee 1,500 


To record the cost of direct materials used in May. 


Work in Process Inventory (at standard cost) ....................0.. 35,000 
Labor Rate Variance ........ 0.0.0... e eee eet 8,000 
Labor Efficiency Variance ........... 0... eee eee eee 5,000 
Direct Labor (at actual cost)........ 0.00.0... 00. 00002 e eee ee 48,000 


To record the cost of direct labor charged to production in May. 


Work in Process Inventory (at standard cost) ....................0.-. 28,000 

Overhead Spending Variance ........... 0.0... 2c eee eee 3,000 
Overhead Volume Variance ........... 00.0000: c eee eee 6,000 
Manufacturing Overhead (at actual cost)......................0. 25,000 


To apply overhead to production in May. 


Instructions 

a. Determine the actual quantity of materials purchased and used in production during May. 

b. Determine the standard quantity of materials allowed for the production output achieved dur- 
ing May. 

c. Determine the actual average direct labor rate in May. 

d. Determine the standard direct labor hours allowed for the production output achieved during 
May. 

e. Determine the total overhead costs allowed for the production output achieved during May. 


Prepare a journal entry to record the transfer of all work in process to finished goods at the end 
of May. 


g. Close all cost variances directly to the Cost of Goods Sold account at the end of May. 


h. Was Foding’s production output in May more or less than its normal level of output? How can 
you tell? 


1072 Chapter 24 Standard Cost Systems 


08 PROBLEM 24.9B Ninna Company manufactures wooden shelves. An accountant for Ninna just completed the vari- 

Understanding ance report for the current month. After printing the report, his computer’s hard drive crashed, 

Variance Calculations effectively destroying most of the actual results for the month. The accountant remembers that 
actual production was 250 shelves and that all materials purchased were used in production. The 
following information is also available: 


Lo4 


Current Month: Budgeted Amounts 


Budgeted production: 225 shelves 
Direct materials: Wood 


LUISE: (0 [= ea ao ee ae ec ee 4 square feet per shelf 

PCO? se ese sg scoce,  wierdac @ odhev charts uaeepin Gi Sn ae adam, Metaapadevetemein ge $0.20 per square foot 
Direct labor: 

USAGE fit bsasn Keene tagKt Geet thea ge Sener neve Gas 0.4 hours per shelf 

Rate iascai eas te kawoGe odaehbhwhe ddan kde eee eee dhe $12 per hour 
Variable overhead (allocated based on direct labor hours): 

Rate:per labor hour 4..::4..4¢ o2bebonbeiaeiddaaa paces pede $5 

Rate: per shelf ..406 ace tad dar ctneetaceen taeded eewdaten $2 
Fixed overhead (allocated based on direct labor hours): 

Rate perlabor hour ... 1.0... . cece ect eee $10 

Rate pershelf .... 0... .. eect eens $4 
Current Month: Variances 
Direct materials price variance ................... 0000-0000. $ 40 Unfavorable 
Direct materials quantity variance ....................0.0.0.0. -0- 
Direct labor rate variance .......... 0.0.0.0 eee eee eee 200 Favorable 
Direct labor efficiency variance ..................000 00-2 300 Unfavorable 
Overhead volume variance ............ 0.000000 0 cece eee 50 Favorable 
Overhead spending variance .............. 00.0002 e eee eee 100 Unfavorable 


Instructions 

Using the budget for the current month and the variance report, construct the items below: 
a. What was the actual purchase price per square foot of wood? 

b. How many labor hours did it actually take to produce each shelf? 

c. What was the actual wage rate paid per hour? 

d. What was the actual total overhead for the month? 


Critical Thinking Cases 


Loi CASE 24.1 Cabinets, Inc., is a large manufacturer of modular kitchen cabinets, sold primarily to builders and 

It’s Not My Fault developers. The company uses a standard cost system. Standard production costs have been devel- 
oped for each type of cabinet; these costs, and any cost variances, are charged to the production 
department. A budget also has been developed for the sales department. The sales department 
is credited with the gross profit on sales (measured at standard cost) and is charged with selling 
expenses and any variations between budgeted and actual selling expenses. 

LO5 In early April, the manager of the sales department asked the production department to fill a 
rush order of kitchen cabinets for a tract of 120 homes. The sales manager stated that the entire 
order must be completed by May 31. The manager of the production department argued that an 
order of this size would take 12 weeks to produce. The sales manager answered, “The customer 
needs it on May 31, or we don’t get the business. Do you want to be responsible for our losing a 
customer who makes orders of this size?” 

Of course, the production manager did not want to take that responsibility. Therefore, he gave 
in and processed the rush order by having production personnel work overtime through April and 
May. As a result of the overtime, the performance reports for the production department in those 
months showed large, unfavorable labor rate variances. The production manager, who in the past 
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had prided himself on coming in under budget, now has very ill feelings toward the sales manager. 
He also has stated that the production department will never again accept a rush order. 


Instructions 
a. Identify any problem that you see in the company’s standard cost system or in the manner in 
which cost variances are assigned to the responsible managers. 


b. Make recommendations for changing the cost accounting system to reduce or eliminate any 
problems that you have identified. 


Armstrong Chemical began operations in January. The company manufactures an acrylic car wax 
called Tough-Coat. The following standard cost estimates were developed several months before 
the company began operations, based on an estimated production of 1,000,000 units (pints): 


Material.X-1 (U:OUNCE) pscceeniy tae ad eemrs hee tae ed cee Ree te aA el ee we $1.00 
Material X-2:(1 pound) 0s ccccce hie bed Gwie th Gee bee die GSS Ee deen BR ne 0.50 
Direct, |AbOr «.i.d0uxeadoe view vies Lhe di Bh desis Qa Re bk eae dees 0.80 
Manufacturing overhead ($1,400,000 + 1,000,000 units)..................000.. _1.40 

Total estimated standard cost per pint.............. 00.00.02 cee eee eee $3.70 


During the year, 1,000,000 pints of Tough-Coat were actually produced, of which 900,000 were 
sold. Actual costs incurred during the year were: 


Material X-1 purchased, 1,200,000 ounces @ $0.70 ........... 00 eee eee eee $ 840,000 
Material X-2 purchased, 1,150,000 pounds @ $0.50............0.-0 eee eee 575,000 
Direct labor 5.03 csAveseva cote Seri aceiwaw ae ua maahes nae Seandes 880,000 
Manutfacturing:overhead ou. 2 .cors cea ee she Ge odies Sew ndd base eee Sake 1,400,000 

Total production cost incurred during the year ......................00. $3,695,000 


The company’s inventories at the end of the year consisted of the following, with the Finished 
Goods inventory stated at standard cost: 


Direct materials: 


Material X-1: 200,000 ounces @ $0.70 ...........02 0c ee eee $140,000 

Material X-2: 100,000 pounds @ $0.50 ..................004. 50,000 $190,000 
Finished Goods: 

Tough-Coat: 100,000 pints @ $3.70 standard cost ............. 370,000 
Total inventory at December 31........................-.00-. $560,000 


The independent certified public accountant who has been engaged to audit the company’s 
financial statements wants to adjust the valuation of Finished Goods inventory to “a revised stan- 
dard cost” that would take into account the favorable price variance on material X-1 ($0.30 per 
ounce) and the 10 percent wage increase early in the year. (An unfavorable quantity variance on 
material X-2 was caused by spoilage in production; the CPA feels no adjustment to the standard 
should be made for this type of item.) 

The president of the company objects on the following grounds: “Such a revision is not neces- 
sary because the cost of material X-1 already shows signs of going up and the wage increase was 
not warranted because the productivity of workers did not increase one bit. Furthermore, if we 
revise our inventory figure of $560,000, our operating income will be reduced from the current 
level of $50,000.” You are called in by the president to help resolve the controversy. 


Instructions 
a. Do you agree with the president that revision of the $3.70 standard cost figure is not necessary? 


b. Assume that you conclude that the standards for this first year of operations should be revised. 
Compute a “revised standard cost per unit” and determine the value to be assigned to the end- 
ing inventory of finished units using this revised standard cost. 
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c. What effect would this revaluation of Finished Goods inventory have on the company’s 
operating income? 
d. Using the original standards, compute the following: 
1. Materials price variance and quantity variance for material X-1. 
2. Materials price variance and quantity variance for material X-2. 
3. Total direct labor variance (do not separate into rate variance and usage variance). 
4 


Total manufacturing overhead variance. 


Each year, a large clothing store in New York City sends its top five salespersons on a five-day 
retreat in Orlando, Florida. The retreat begins on the first Monday in February and ends the follow- 
ing Friday afternoon. The company must purchase five coach-class airline tickets from New York 
City to Orlando, Florida. The total budgeted airfare for the trip is $1,400 for five tickets. 

As the assistant in charge of purchasing the tickets, visit the following Web address: 


www.travelocity.com 


Find the lowest fare between the two airlines for a round-trip flight leaving the first Monday morn- 
ing in February and returning Friday evening. 


Instructions 


a. On the basis of the lowest fare, calculate the total spending variance related to the ticket pur- 
chase. Is it favorable or unfavorable? 


b. Does the standard seem reasonable given current ticket prices? What factors might determine 
whether the price variance is favorable or unfavorable? 


Jams and Jellies, Inc., uses a standard cost system to track inventories and cost of goods sold. The 
blueberry factory that produces blueberry jams and jellies increased its standard product costs at 
the beginning of the fourth quarter of its operations for the current year. At the end of the year, the 
blueberry factory had a large favorable standard cost variance account balance. Buck, the manager 
of the blueberry factory, receives a large bonus based on the annual factory profits. 

Buck has told Sheila, the factory accountant, to close the favorable variance account to Cost 
of Goods Sold. Sheila remembers that materials variance account balances should be allocated 
between the Inventory accounts and the Cost of Goods Sold account. However, Buck says that, 
although the total variance might seem material for the factory, in the grand scheme of the entire 
company the blueberry factory total variance is not material and Sheila should do as he has 
suggested. 


Instructions 

a. Why do you think Buck wants to close the entire variance balance to Cost of Goods Sold? If 
the variance account balance is closed to Cost of Goods Sold, will the ending finished goods 
inventory be overstated or understated? 


b. Consult the Institute of Management Accountants’s (IMA) Web site at http://www.imanet. 
org and select “About IMA” to search the “Ethics Center.’ Find the IMA “Statement of Ethical 
Professional Practice” and read the Resolution of Professional Conflict. Based on your read- 
ing, what do you think Sheila should do? 


Internet sites are time and date sensitive. It is the purpose of these exercises to have you explore 


the Internet. You may need to use the Yahoo! search engine http://www.yahoo.com (or another 
favorite search engine) to find a company’s current Web address. 


Answers to Self-Test Questions 
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Performance 


AFTER STUDYING THIS CHAPTER, YOU SHOULD BE ABLE TO: 


L01 


L02 


LO3 


LO4 


LOS 


LOG 


Explain the importance of incentive systems for motivating performance. 
Use the DuPont system to evaluate business performance. 


Identify and explain the criticisms of using return on investment (ROI) as the only 
performance measure. 


Calculate and explain residual income (RI) and economic value added (EVA). 
Use the balanced scorecard to identify, evaluate, and reward business performance. 


Identify and explain the components of management compensation and the trade-offs 
that compensation designers make. 


Two computer science graduate students, Larry Page and Sergey Brin, met 
in 1995 and went on to create a formula for rank ordering random Internet 
search results by relevancy. In 1997, the two graduate students adopted the 
name for their findings, and by 1999, the two students had raised 
almost $30 million in funding to launch the Web site. To generate 
revenue and increase profitability, launched and : 
two search-based advertising services, in 2001 and 2002, respectively. By 
2004, Page and Brin realized the company’s business performance was 
sufficient to go public for capital. The once highly secretive company became 
a public company by launching one of the most highly anticipated initial 
public offerings (IPO) of stock ever, raising $1.6 billion in capital on the NYSE. 
One of the challenges faced by both the founders and its existing 
and potential investors is evaluating the business performance of the 
company and its management. This chapter focuses on measuring and 


rewarding business performance. = 
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Motivation and Aligning Goals and Objectives 


Your goals and objectives for this course might be to get a high grade and learn important 
accounting tools that will help you in the future. Alternatively, you or other students might 
view this as a required course and you may not be interested in accounting. In such a case, a 
goal might be to simply pass the course with the least amount of effort. Your instructor also 
has goals and objectives for this course. The instructor’s goals for you and the other students 
are that you master the subject matter and understand its importance for business. The instruc- 
tor’s goals may or may not be consistent with any individual student’s goals. 

Even when your goals are consistent with your instructor’s goals, it can be difficult for 
you to determine how to achieve the goals. For example, students encounter many demands 
that compete for their time, such as working at a job, reading a good novel, bowling, other 
course work, or snowboarding. You and your fellow students must determine how to allo- 
cate your resources (time and effort in this instance) among competing activities to achieve 
your goals. 


COMMUNICATING GOALS AND OBJECTIVES 


An instructor’s goals are communicated to students by the course syllabus and through 
assignments, class discussions, and periodic examinations. The course syllabus directs your 
attention to the topics that the instructor decides are important. Periodic feedback also pro- 
vides a mechanism that helps align students’ goals with those of the instructor. For example, 
to measure progress toward the instructor’s goals, you receive periodic grades for exercises, 
class participation, and/or examinations. This feedback is both an attempt to steer you toward 
the goals that the instructor has for the course and an indication of whether you are making 
progress in achieving those goals. 

This periodic feedback is an attention-getting device that helps students allocate their 
valuable resources—time and effort. If the feedback suggests you are not allocating 
enough time and effort to accounting to learn the material and/or earn the grade that is one 
of your goals for the course, you will be likely to allocate more time and effort to studying 
accounting. 


ACCOUNTING INFORMATION AND FEEDBACK 
ABOUT GOAL ACHIEVEMENT 


Just as you have objectives and goals you are trying to achieve by studying accounting, most 
organizations have objectives and goals they are trying to achieve in their operations. Just as 
you make choices about what to do with the resources under your control, an organization’s 
employees must make choices about the resources for which they are responsible. Accounting 
information can align employees’ goals with the organization’s and provide feedback and 
incentives that guide employees in using the resources under their control to achieve the 
organization’s goals. 

Consider, for example, that your course syllabus is similar to an organization’s annual bud- 
get (see Chapter 23) because both provide guidance about important goals. Such goals could 
include which chapters to study for your course and production quota figures for employees 
in an organization. Further, similar to the grading feedback that helps direct your attention 
and resources, periodically comparing accounting results of actual outcomes against bud- 
geted accounting information helps employees understand how well they have allocated their 
resources and suggests how to reallocate resources in the future. 


REWARDING GOAL ACHIEVEMENT 


This chapter focuses on motivating business employees, customers, suppliers, and others 
in and outside of the company to help the organization achieve its goals and objectives. 
Exhibit 25-1 shows how accounting information plays an important role in aligning 
employee and organizational goals and in motivating employees to achieve those goals. 


The DuPont System 


Exhibit 25-1 THE ROLE OF THE ACCOUNTING SYSTEM IN GOAL ACHIEVEMENT 


Rewards 


Employees <#—— 


for goal 
achievement 


—_ 


Actual 


Employee resources 


Generating motivation requires three actions from accounting systems. First, the account- 
ing system helps create and set goals and objectives through planning information such 
as budgeting. Second, the accounting system measures progress toward the goals and pro- 
vides feedback about that progress. And third, accounting-based information is instru- 
mental in allocating rewards for progress toward goal achievement. Exhibit 25-1 shows 
the role of the accounting system in motivating employees to achieve the organization’s 
goals. Accounting systems are an important management tool for generating and focusing 
employee motivation. 


The DuPont System 


One of the first systems to focus on business performance measurement was created dur- 
ing the early 1900s by managers at the DuPont de Nemours Powder Company. Man- 
agers at DuPont wanted a method to help them set goals and measure progress toward 
achieving objectives. These managers began by experimenting with a performance evalu- 
ation system that still has many advocates around the world. Because DuPont’s own- 
ers received significant bank loans for their business, the owners and their managers 
needed a system to control and evaluate their operations that would ensure repayment of 
the loans. 


RETURN ON INVESTMENT 


After tracing the costs and revenue associated with their products, DuPont’s managers soon 
realized that product line profits were an incomplete performance measure. The profit com- 
putations included no measure of the amount of invested capital for each product line. Two 
product lines could be returning the same profit, for example, $250,000, but one product 
line might require twice as many assets (say, $4 million versus $2 million) to produce the 
same profit. Thus, the DuPont managers created the idea of return on investment or ROI. 
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ROL, also often referred to as return on assets (ROA), was introduced in Chapter 14 and is 
calculated as shown in Exhibit 25—2. 


ROI = Operating Income 


~ Average Total Assets 


Although ROI is usually discussed as a percent, it basically tells managers the amount of 
earnings expected for the average invested dollar. In the example discussed at the bottom of 
the previous page, the ROI of the two product lines is: 


Product line 1 ROI = 6.25% = $250,000 + $4,000,000 
Product line 2 ROI = 12.5% = $250,000 + $2,000,000 


For the first product line, managers earned $.0625 on the average invested dollar. For the 
second product line, however, they earned $.125 per average invested dollar. If a company 
financed its assets with bank loans carrying an interest rate of 8 percent, then the first product 
line would not provide a large enough return on invested capital to repay the interest on 
the loans. 

The DuPont managers wanted to assess ROI for different segments of their business as 
well as for different product lines. This broader use of ROI requires careful measures of the 
invested capital for each segment and/or product line. Invested capital in a segment or product 
line refers to expenditures made to purchase plant assets, develop new product lines, acquire 
subsidiary companies, purchase equipment, pay for significant training costs, etc. These 
investments commit financial resources to projects, products, buildings, equipment, and so on, 
with the expectation that the investment will benefit the firm by producing income over long 
periods of time. Firms want invested capital to produce income by increasing sales and/or 
reducing costs. Thus, firms want to predict (before committing financial resources) and mea- 
sure (after committing those resources) return on investment. Please note that ROI is used for 
both planning and control purposes. Tracking plant, properties, and inventories to each seg- 
ment and product line is challenging work. 

Not satisfied with knowing only the ROI, the DuPont managers developed a system to 
help them understand the component parts of ROI so that they could determine what causes 
ROI to change. Exhibit 25-3 shows the definitions of the two component parts of ROI, capital 
turnover (CT = Sales + Total Investment) and return on sales (ROS = Earnings + Sales): 


ROI = CT x ROS 


Exhibit 25-3 DUPONT SYSTEM OF PERFORMANCE MEASUREMENT 


‘Sim 


RETURN ON INVESTMENT 
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THE COMPONENTS OF RETURN ON INVESTMENT 


The component parts of ROI, capital turnover and return on sales, give managers a way to com- Learning Objective 
pare product line ROIs and a way to evaluate changes in ROI over time. Capital turnover (CT) Use the DuPont system 
tells managers about how the invested capital is generating (or “turning over”) sales dollars, that _t@ evaluate business L02 


is, the amount of monetary sales that can be expected from a dollar of invested capital. Return on performance: 


sales (ROS) indicates the operating earnings or profitability that can be expected from one dollar 
of sales. Operating earnings rather than net income is used to compute return on sales because 
operating earnings better reflect the resources that managers can control. Thus, the DuPont 
system of performance measurement analyzes business performance by considering both 
the earnings per sales dollar and the investment in assets used to generate those sales dollars. 

To better understand how the components of ROI can help evaluate and assess business 
processes, we will use the information for two product lines of Bastille Company, a producer 
of fine French dining products, shown in Exhibit 25-4 on the following page. 

Although the ROT is significantly higher for the Cookware product line, additional 
analysis will clarify the role of the components of ROI. To explain their roles, we 
analyze the ROI component information computed for Bastille Company. 


RETURN ON SALES 


In Exhibit 254 results for the Fine China Division in Year | show that the return 
on sales was 30 percent or, alternatively, each sales dollar generated $0.30 of earn- 
ings. For the Cookware Division, however, each sales dollar generated $0.525 
of earnings. To have an impact on return on sales in Year 2, a division manager 
would need to reduce cost of goods sold or operating expenses without any 
impact on revenue or increase revenue without a proportional impact on expenses. 

In Year 2, the manager of the Fine China Division was able to increase revenue 
from $1,500,000 to $1,700,000 without a proportional increase in cost of goods 
sold. Although cost of goods sold did increase, the percentage increase was smaller than the 
percentage increase in revenue, as shown below. 


Revenue increase = 13.3% = ($1,700,000 — $1,500,000) + $1,500,000 
Cost of goods sold increase = 12% = ($840,000 — $750,000) + $750,000 


© Getty Images/Stockbyte/DAL 


In addition, the manager of the Fine China Division kept the percentage increase in other 
operating expenses below the 13.3 percent increase in revenue [($330,000 — $300,000) + 
$300,000 = 10%]. The return on sales increase of 1 percent from Year 1 to Year 2 shows that 
the combination of efforts to increase revenue and have a smaller increase in cost resulted in 
increased earnings of more than $.01 for each dollar of sales revenue. 

The Cookware Division manager did not fare as well with return on sales between Years | 
and 2 as the manager of the Fine China Division. By comparing return on sales in Year | and 
Year 2 from Exhibit 25-4, you can see that the Cookware Division showed a drop of $.01 of 
earnings (52.5% — 51.5% = 1%) for each sales dollar. Using our DuPont method to analyze 
the Cookware Division shows that revenue remained constant while cost of goods sold and 
operating expenses increased. 


Constant revenue = 0% = ($400,000 — $400,000) 
Cost of goods sold increase = 2.5% = [($100,000 — $102,500) + $100,000] 
Operating expenses increase = 1.7% = [($90,000 — $91,500) + $90,000] 


YOUR TURN You as Cookware Division Manager 


Assume you are the manager of the Cookware Division at Bastille Company. Your boss 
has criticized your division’s performance in Year 2, specifically targeting the return on 
sales. When planning your operating budget for Year 3, what strategies might you consider 
that could improve your division’s return on sales? 


(See our comments on the Online Learning Center Web site.) 
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Exhibit 25-4 ACCOUNTING INFORMATION IN YEARS 1 & 2 FOR BASTILLE COMPANY 


Year 1 
Fine China Cookware 
SALOS is Peres earee ae eee ceed au er eee near beys de deuatci euiane Mugu aeees $1,500,000 $ 400,000 
Cost-ofiqgoods Soldiyen. vane rarer ree peer: 750,000 100,000 
OperatinglexpenSeSirss sera arn entre ieee chessbrneney sate 300,000 90,000 
OperatingiearniNngs: see eye eee eerie cece eaeyeier sees $ 450,000 $ 210,000 
Average invested capital ........................ $6,000,000 $1,400,000 
Ro] poo dooaadanonodaAnoDoGaoammoonnoaaanaoed (450,000 + 6,000,000) = 7.5% (210,000 = 1,400,000) = 15% 
ANCHE ¢ondgaonoeapaneooncdunes onmonan (450,000 + 1,500,000) = 30%  (210,000= 400,000) = 52.5% 
Capitalhturmoveticneyerceancie srevorenctatentciienvencaticnensrenen ele (1,500,000 + 6,000,000) = 25% (400,000 = 1,400,000) = 28.57% 
Year 2 

Fine China Cookware 
SalOSiy ee icctntaeo yaaa Guam ete geoomnoueesna ene eae $1,700,000 $ 400,000 
Costofigoodsisoldis nen an nase Soe ene eee 840,000 102,500 
OperatingiexpenSesrya.ce q cisreiars cas seseaecesnisy ease eeenees 330,000 91,500 
©peratingieannings® s-.4 ye ss sey setae $ 530,000 $ 206,000 
Average invested capital .................-.00-5 $6,200,000 $1,300,000 
PROM yon cnain ce crciece wyevats arenes Wale) eyu lena oe a eiaatalels pm ie (530,000 + 6,200,000) = 8.55% (206,000 = 1,300,000) = 15.85% 
ReturmoniSaleSerr cuore etersiercrettenierauversiendetrst errs (530,000 = 1,700,000) = 31.18% (206,000 = 400,000) = 51.5% 
Capitaliturmnovetianas .ctoceurreciie cee serieeie ce (1,700,000 + 6,200,000) = 27.42% (400,000 = 1,300,000) = 30.77% 


CAPITAL TURNOVER 


The capital turnover ratio in Exhibit 25-4 for the Cookware Division in Year 1 shows $0.286 
of sales for each dollar of invested capital. The Cookware Division’s capital turnover increased 
in Year 2 to $0.308 of sales per dollar of capital. How was the Cookware manager able to 
increase capital turnover despite total sales revenue that remained flat from Year 1 to Year 2? 
The manager reduced the average amount of invested capital by $100,000 ($1,400,000 — 
$1,300,000). Managers can reduce invested capital by selling equipment, warehouse space, 
and such. Generating constant sales using a smaller amount of invested capital is one method 
that managers can use to improve capital turnover. 

The turnover ratio for Fine China in Year | tells us that this division is creating $0.25 of 
sales for each dollar of invested capital. The turnover ratio improved significantly in Year 2 to 
$0.274 per dollar of invested capital. How was the manager of Fine China able to achieve this 
increase? By increasing sales without a proportional increase in average invested capital, as 
shown below. Evidently the additional capital expenditures made by the manager of the Fine 
China Division significantly improved sales revenue. 


Sales increase = 13.3% = [($1,700,000 — $1,500,000) + $1,500,000] 
Capital increase = 3.3% = [($6,200,000 — $6,000,000) + $6,000,000] 


INTERNATIONAL 


Surveys comparing Australian and Japanese companies’ use of divisional performance 
measures show that fewer Japanese companies use ROI compared to Australian and 
U.S. companies. In contrast, many more Japanese companies use return on sales (ROS) 
compared to U.S. and Australian companies. The Japanese emphasis on ROS is charac- 
teristic of a strong focus on growing market share. The Australian and U.S. emphasis on 
ROI is more consistent with a focus on pleasing stockholders. 


Criticisms of ROI 


Criticisms of ROI 


The primary reason for using any performance measurement criteria such as ROI is to moti- 
vate employees to make decisions consistent with the goals and objectives of the organiza- 
tion. ROI motivates managers to earn the highest possible profits while using the minimum 
amount of average invested capital. Thus, managers who are measured and rewarded only 
on their divisions’ ROI may decide to increase profits and decrease capital in their divisions 
in ways that are inconsistent with the best interests of the whole company. There are three 
primary criticisms of using ROI and the DuPont system as the only business performance 
measurement. 


THE SHORT HORIZON PROBLEM 


The first criticism is the short horizon problem that occurs because managers frequently 
move from one job to another. As a result, many people believe ROI encourages a short-term 
orientation to the detriment of longer-term planning. For example, the Cookware Division 
manager in the example discussed above might know that he will soon be transferred to 
another job assignment. By selling assets to reduce the average invested capital, he can 
improve his ROI now. Even though those assets may be critical for the long-term success of 
the division, he is not concerned about long-run issues because he will not be managing the 
division in the long run. 

Alternatively, the same manager might reduce cost of goods sold expenses by purchasing 
inferior-quality merchandise from suppliers at a lower price. The reduction in cost of goods 
sold expense increases the annual operating earnings for this period. However, the long-run 
impact of the poor-quality inputs could be reflected in the firm’s overall reputation. Poor- 
quality cookware could have serious reputation repercussions for the entire Bastille Company, 
including the Fine China Division. 


FAILING TO UNDERTAKE PROFITABLE INVESTMENTS 


A second problem with using ROI as the only business performance measure is that, under 
some circumstances, it presents an incentive for a manager to reject a good project that 
would increase the ROI for the firm as a whole. The project rejection occurs when invest- 
ing in the project would reduce the division’s ROI. Reconsider the information for Bastille 
Company in Year |. Notice that the average ROI for Bastille Company is 8.9 percent, as 
shown below: 


Division—Year 1 Operating Earnings Average Capital ROI 
Fine China sennn cracwsenectiace © anni $450,000 $6,000,000 7.5% 
Cookwarerr.eauurcee ee aa nee 210,000 1,400,000 HS) 

Bastille Company—Total.............. $660,000 $7,400,000 8.9% 


If an opportunity arose in Year 2 for the Cookware Division to undertake an investment of 
$500,000 with expected annual operating earnings of $55,000 (an ROI of 11 percent for the 
project), the division manager would likely choose not to undertake the investment. As shown 
below, the proposed investment would lower the Cookware Division’s ROI to 13.95 percent, 
but it would improve Bastille Company’s average ROI to 9.05 percent. 


Cookware ROI 13.95% = ($210,000 + $55,000) + ($1,400,000 + $500,000) 
Bastille Company ROI 9.05% = ($660,000 + $55,000) + ($500,000 + $7,400,000) 


Because it would lower the division’s ROI even though it would improve the company’s ROI, 
a division manager who is evaluated on the division’s ROI would not undertake the project. 
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MEASUREMENT PROBLEMS 


A third criticism of ROI is the inherent difficulty in measuring both the average invested 
capital and the actual operating earnings associated with that capital. Many units within an 
organization share invested capital and often the allocation of capital between those units 
is arbitrary. For example, if both the Cookware and Fine China divisions share costs asso- 
ciated with a research and development facility and administrative headquarters, how will 
the invested capital of those activities be allocated between the two divisions? Managers 
frequently complain that those allocations are arbitrary and should not be included in the 
evaluation of their business units. Yet if these units were stand-alone businesses, they would 
have some invested capital in administration and research and development. Organizations 
constantly struggle with how to make capital allocations in their attempt to evaluate business 
performance. 


CASE IN POINT 


Measurement problems also occur when managers do not follow the account- 
ing rules. For example, an SEC enforcement action, settled in 2010, against Lucent 
Technologies, Inc., stated that nine former officers, executives, and employees were 
involved in improper revenue recognition. In part, the SEC complaint states: “In their drive 
to realize revenue, meet internal sales targets and/or obtain sales bonuses,” these defen- 
dants “violated and circumvented Luceni’s internal accounting controls, falsified docu- 
ments and hid side agreements with customers.” 

Inflating revenues via improper revenue recognition clearly increases ROI meas- 
ures, misleading anyone relying on those measures to assess performance. The lesson 
from Lucent's case is that care must be taken in designing employee reward systems 
that do not encourage overly aggressive accounting measurement by employees. 


Residual Income and Economic Value Added 


In response to the criticisms leveled at ROI, other financially based business performance 
measures have been created. Two of these measures, residual income (RI) and economic value 
added (EVA), are described here. These measures also help managers evaluate the profitability 
of particular parts of the business related to a specific investment base. But these measures do 
not suffer from some of the horizon and underinvestment criticisms attributed to ROI. 


RESIDUAL INCOME 


The amount by which operating earnings exceed a minimum acceptable return on average 
invested capital is referred to as residual income. It is calculated as shown in Exhibit 25-5. 


Residual _ Operating _ ba Invested 


= : Acceptable x ‘ 
I Earnings 
ncome ing Retin Capital 


To understand how residual income avoids some of the criticisms associated with ROI, 
consider the previous example where the manager of the Cookware Division had the oppor- 
tunity to undertake a new project. The expected operating earnings for the project were 
$55,000 on invested capital of $500,000 (project ROI = 11%). If the minimum acceptable 
return for the Cookware Division is set at 10 percent and residual income is the performance 


The Balanced Scorecard 


measure, then the division manager would be motivated to undertake the investment opportunity. 
Consider the following computations: 


Residual Income for Cookware Division 


Without the project = ($210,000) — .10 ($1,400,000) = $70,000 
With the project = ($210,000 + $55,000) — .10 ($1,400,000 + $500,000) = $75,000 


Although the concept of residual income was developed by General Motors Corporation 
in the 1920s and later refined by General Electric Company in the 1950s, historically it 
has not been widely used in performance measurement plans. Recently, however, consultants 
have repackaged the residual income concept into economic value added. 


ECONOMIC VALUE ADDED 


Referred to in the popular press as EVA,' economic value added is a refinement of the resid- 
ual income measure. EVA has gained significant popularity as a component of compensation 
plans. Companies such as Quaker Oats, Herman Miller, Eli Lilly, and Coca-Cola have 
used EVA to measure business performance. EVA is computed as shown in Exhibit 25-6. 


EVA = Fearon __) Division’s Total _ Division’s Current | , Weighted-Average 
aaa Assets Liabilities Cost of Capital 


This formula can apply to a division or a total company. The weighted-average cost of capital 
is a more refined measure of the acceptable minimum return discussed above. It encompasses 
the average after-tax cost of long-term borrowing and the cost of equity. It is typically mea- 
sured by the treasurer of the firm. Modifying the EVA computations to fit specific divisions 
and companies is an art. One consulting firm that measures EVA has more than 150 possible 
adjustments to reported accounting measures that it uses in determining EVA. Using EVA and 
residual income concepts in incentive plans motivates managers to eliminate assets that earn 
less than the minimum required return and invest in those projects that earn more than the 
minimum required return. 


The Balanced Scorecard 


A major criticism of ROI, RI, and EVA as performance evaluation tools is that they focus 
on only one component of the business, financial outcomes. Focusing on financial numbers 
rather than on supplier quality might motivate the manager of the Cookware Division to unin- 
tentionally change to a poor-quality supplier. As discussed in Chapter 19, total quality man- 
agement includes careful consideration of quality across the entire value chain. Exhibit 25—7 
shows the value chain for the Cookware Division’s product line. 
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Exhibit 25-7 VALUE CHAIN FOR BASTILLE COMPANY’S COOKWARE DIVISION 
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' Stern Stewart & Co., a consulting firm, has a trademark on economic value added. 
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For Bastille Company’s cookware line to be successful, all parts of the value chain must 
add value. Thus, performance measurement systems that ignore the links in the value chain 
run the risk of a failure somewhere on the chain. That failure could result in the failure of the 
cookware product. An approach for setting strategic goals and measuring progress toward 
those goals across the entire value chain has been developed. This approach is referred to as 
the balanced scorecard. 

Developed in the early 1990s by two Harvard Business School professors, the balanced 
scorecard is a system for performance measurement that links a company’s strategy to spe- 
cific goals and objectives, provides measures for assessing progress toward those goals, and 
indicates specific initiatives to achieve those goals. It is a systematic attempt to create a 
business performance measurement process that integrates objectives across the span of the 
value chain. The main objective of the balanced scorecard is achieving the organization’s 
strategic goals. 

Unlike the DuPont system, which focuses only on the financial measure of ROI, the bal- 
anced scorecard looks at firm performance through four lenses, only one of which focuses on 
financial performance. As identified in Exhibit 25-8, the four lenses include: (1) the tradi- 
tional financial perspective discussed previously in this chapter; (2) a customer perspective; 
(3) a business process perspective; and (4) a learning and growth perspective. In Exhibit 25-8 
we show the links between the lenses and the firm’s strategy. Below we describe each of these 


THE PERFORMANCE LENSES OF THE BALANCED SCORECARD 


Financial 
Perspective 


Customer Vision aad Business 
Perspective Strategy . Ae 
erspective 


- & 


Learning and 
Growth 
Perspective 


Source: R. S. Kaplan and D. Norton, The Balanced Scorecard: Translating Strategy into Action. (Boston: HBS Press, 1997). 


The Balanced Scorecard 


lenses, including their associated performance measures. Those related performance mea- 


sures are shown in Exhibit 25-9. 


Exhibit 25-9 BALANCED SCORECARD STRATEGIES AND MATCHING 
PERFORMANCE MEASURES 


Balanced Scorecard Lens 


Strategies 


Measures 


Financial Perspective 


¢ 


—_ > 


1. Improve shareholder perceptions 


. Improve credit rating—reduce risk 


Customer Perspective 


Improve customer relations— 
wholesalers and retailers 


. Increase orders from profitable 
customers 


Business Process 
Perspective 


Learning and Growth 
Perspective 


Improve supplier relations 


2. Improve quality of manufacturing 
processes 


. Improve delivery 


Improve retention of employees 


2. Improve employee productivity 


3. Increase new product 
development 


THE FINANCIAL PERSPECTIVE 


Managers use the financial perspective lens of the balanced scorecard to view the company 
through the eyes of creditors and shareholders. This lens helps employees consider the impact 
of strategic decisions on the traditional financial measures by which shareholders and credi- 
tors evaluate business performance. The balance sheet, income statement, and statement of 
cash flows are the underlying financial measures associated with the financial perspective. 
As shown in Exhibit 25-9, return on investment, return on sales, capital turnover, residual 
income, and economic value added are performance measures described earlier in this chapter 
that are used to evaluate progress toward goals established for the financial perspective. 


Net income 

ROI 

CT 

ROS 

EVA 

Residual income 


Bond ratings 


Customer retention 
— Wholesale 

— Retail 

Number of returns 
Customer satisfaction 


Market share 
Customer profitability 


Number quality-certified 
Number of vendors 
% of on-time deliveries 


% machine downtime 
Velocity/cycle time 

% of orders filled 

Scrap as a % of raw materials 
Standard cost variances 


Number of on-time deliveries 


Turnover 
Employee satisfaction 


Number and cost savings from 
process improvements 
Hours of employee training 


Number of new patents 
% of sales from new products 
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THE CUSTOMER PERSPECTIVE 


The customer perspective lens of the balanced scorecard provides a means for employees to 
consider their customers’ needs and the markets in which their products sell. Through the 
customer perspective lens employees examine how the organization’s strategies, products, 
and services add value for the customer. As shown in Exhibit 25—9, customer retention, cus- 
tomer satisfaction, customer quality perceptions, market share growth, and customer prof- 
itability are business performance measures relevant to goals established for the customer 
perspective. 


THE BUSINESS PROCESS PERSPECTIVE 


Standard cost variance analyses, just-in-time inventory, and total quality management ideas 
are embodied in the business process perspective lens. This balanced scorecard lens focuses 
on internal business processes and external business relations with suppliers and distributors. 
Quality measures such as amounts of scrap, downtime, number of defects, costs of rework, 
and the number of warranty claims enable assessment of the quality of internal processes. 
Exhibit 25-9 shows that other internal processes are monitored with measures such as stan- 
dard cost variances, manufacturing cycle time, percent of on-time deliveries, and percent of 
orders filled. Finally, relations with suppliers and distributors are assessed with both quality 
measures (on-time delivery, parts defects per million from suppliers) and profitability mea- 
sures (profitability per distributor arrangement). 


THE LEARNING AND GROWTH PERSPECTIVE 


The balanced scorecard also recognizes the importance of intangibles to the strategic 
goals of organizations by using the learning and growth perspective lens. This lens 
focuses on the people, information systems, and organizational procedures in place for 
organizational learning and growth. Employee satisfaction, retention, skill, development, 
and the hours invested in employee training are measures focused on people. This lens 
also measures the reliability, accuracy, and consistency of the information provided by the 
organizations’ information systems. Without reliability and accuracy, measuring progress 
toward organizational goal achievement becomes dubious. Exhibit 25—9 shows that the 
number of patents awarded, the amount of sales from new products, and the money saved 
from process improvements reflect organizational outcomes showing enhanced learning 
and growth. 


DIFFICULTIES WITH THE BALANCED SCORECARD 


Companies using the balanced scorecard have identified several difficulties in using the 
four lenses described above. First, organizations have difficulty assessing the importance 
or weights attached to the various perspectives that are part of the scorecard. Second, mea- 
suring, quantifying, and evaluating some of the qualitative components that are part of the 
balanced scorecard present significant technical hurdles. A third difficulty arises from a lack 
of clarity and sense of direction because of the large number of performance measures used 
in the four perspectives. Finally, scorecard users suggest that the time and expense required 
to maintain and operate a fully designed and functioning balanced scorecard system can be 
significant. 

Organizations can avoid some of these difficulties by limiting the number of measures 
used in each perspective and focusing on critical business issues. In particular, in choos- 
ing the measures to be used with the balanced scorecard, management should select those 
measures that present the best evidence for cause and effect linkages and those that can 
have a significant impact on achieving the organization’s strategy. At any point in time 
trade-offs are likely to exist between the various strategic goals identified in the balanced 
scorecard. 
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YOUR TURN You as a Purchasing Manager 


Assume that as the manager of purchasing for the BCD Company you have been asked 
to participate in the design of a balanced scorecard. In particular you have been asked to 
suggest measures that could be used to evaluate purchasing activities. Having seen the 
consultants’ report, you realize that the measures you suggest will be tied to your bonus 
each year. Your department has been collecting benchmark information about the suppli- 
ers used by other purchasing departments in similar companies. You are aware that your 
department has been choosing higher-priced suppliers because you believe that the quality 
of materials provided by these suppliers is superior. Which measures should you suggest? 


(See our comments on the Online Learning Center Web site.) 


Management Compensation 


Early recognition of the importance of incentive systems for employee motivation occurred 
when General Motors Corporation started its bonus plan in 1918. Its specific objectives were 
to align the managers’ goals and objectives with the goals of the corporation. Because General 
Motors decentralized its operating decisions, it had to create a method to let the operating man- 
agers know whether their decisions were consistent with those of the overall corporation. Since 
that time, incentive compensation design has become an art. Multiple consulting companies 
now provide boards of directors and management with information about how to create and 
operate incentive compensation plans. We discuss the major compensation design features next. 


COMPONENTS OF MANAGEMENT COMPENSATION 


Fixed Salary Nearly all companies pay fixed salaries to employees. Sometimes union | earning Objective 


contracts guarantee a minimum fixed salary with an opportunity to earn more through over- Identify and explain 

time. In addition, many employees are paid a fixed hourly pay rate for a fixed number of hours the components LOG 
per week or per month. Most managers receive a fixed salary component as part of their com- alike ees d the 
pensation. Guaranteeing a fixed level of compensation that will not be affected by uncontrol- _ trade-offs that compensation 
lable forces reduces employee uncertainty and risk. designers make. 


Bonuses _Incontrast to fixed pay, bonuses are typically awarded for meeting or achieving 
specific goals. Corporations use bonus systems for managers across the organization, not just 
at the highest levels. At lower levels these bonus plans are designed to let all employees share 
in company profits during a good year. Many automobile companies give employees bonuses 
based on profit-sharing results. 

Profit center managers receive bonuses typically ranging from 25 percent to 50 percent of 
their base salaries. These bonus plans take on many forms with different characteristics: Some 
rely heavily on awards of company stock and others use cash. Some compensation systems 
provide the bonus in the current period and some provide a bonus that is harvested in future 
periods. For example, many companies use stock options as part of the bonus compensation. 
Stock options give an employee the right to purchase a prespecified number of company 
shares at a prespecified price within a certain future time period. Options provide incentives 
for managers to work toward a stronger market position resulting in increased stock prices. 
Then the employee can exercise the option and make money on the stock. 


Other Types of Incentives In addition to fixed salaries and bonuses of cash and 
stock options, other types of incentives have become fashionable. For example, many com- 
panies pay for life insurance policies for their employees. Automobiles are purchased for key 
employees. The use of company aircraft for personal use is sometimes awarded. Apartments 
are sometimes purchased and furnished for high-level executives. Companies pay for finan- 
cial and tax consulting for employees. 
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As discussed in this chapter, companies sometimes compen- 
sate senior management by providing perquisites (e.g., use of 
company-owned planes, apartments, luxury stadium boxes, 
etc.). Perquisites received by senior management must be: 
(1) authorized by the board of directors (typically via approval 
by the board’s compensation committee), (2) properly dis- 
closed in the proxy statement filed by the company with the 
Securities and Exchange Commission (SEC), and (3) included 
in the taxable compensation received by the senior officer. 
The Securities and Exchange Commission (SEC) brought 
an enforcement action against Tyson Foods and its former 
chairman and CEO (Don Tyson). Tyson Foods is a processor 
and marketer of chicken, beef, and pork, and its stock is listed 
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The SEC alleged that Tyson Foods made misleading 
disclosures of perquisites and personal benefits provided to 
Don Tyson in proxy statements filed with the Commission. 
The SEC alleged that Tyson Foods provided over $3 
million of perquisites and personal benefits to Mr. Tyson, 
his wife, his daughters, and three individuals with whom 
he had close personal relationships. Approximately half of 
the $3 million in perquisites was not approved by Tyson 
Foods’s compensation committee, nor was the compensation 
committee even informed as to the nature and amount of 
these perquisites. 

The $3 million in perquisites received by Mr. Tyson and 
his family and friends included: 


on the New York Stock Exchange. 


Nature of Perquisite Amount 
Personal expenses, including purchases of oriental rugs, antiques, vacations, a horse, clothing, jewelry, 

artwork; and theater tickets). 2.2020 60008 6 dhedecn eed d & aoe oa edd & hgd wel dewded dc ea ede bebe $ 689,016 
Personal use of company-owned homes in the English countryside and Cabo San Lucas .................... $ 464,132 
Personal iuse of. company-owned aircrafts... 0.3 ¢20rge Scie be bea pete eid eee MINERS Ra eee eee ees $ 426,086 
Housekeeping services at five differenthomes ........... 00.0... c cece eee eee eens $ 203,675 
Lawn maintenance services at five differenthomes ........... 0.0.0.0 cece eee $ 84,000 
Maintenance of nine different automobileS .........00 0000 eee eee eee eens $ 46,110 
Telephone SGrvices: s.503-s<.acsced toe. ded 34 hae dae Opa as aed eee eee a we Pew dwaled as Red ee Ree ae es $ 36,554 
Purchase of Christmas gifticertificateS: 222 ccacncsaseedioitewdane vad SO de wee RE REG e Obamas bee dees $ 15,000 
Company payments to cover Mr. Tyson’s income tax liability on the above perquisites ....................0.. $1,072,699 


These types of incentives are called perquisites (perks) and have been very 
controversial because they occasionally invite abuse by employees. However, 
companies generally have good reasons for creating and using perks. Those rea- 
sons involve hiring and retaining the right type of employee. Large companies 
compete for the talents of a small pool of top management. In order to attract 
that talent, they sometimes include “perks” as part of their compensation offers. 

The awarding of incentive contracts to employees is typically based on 
accounting information. The objective of this chapter is to help you to under- 
stand the role accounting plays in performance evaluation and employee moti- 
vation. To be able to understand this role, you must become familiar with 
the many design choices that are available when constructing incentive and 
business performance evaluation systems. 


INTERNATIONAL FINANCIAL REPORTING 
STANDARDS AND MANAGEMENT COMPENSATION 


Employee incentive contracts are typically based on accounting information 
generated from external financial reporting standards. For example, a recent 
Home Depot SEC filing included the following earnings accounting—based 
performance measures: return on equity, return on capital, return on assets, 
return on investment, earnings per share, total earnings, and earnings growth. 


Mary L. Schapiro, the 29th Chairman of the U.S. Securities 
and Exchange Commission © AP Photo/Haraz N. Ghanbari 


Management Compensation 


Convergence with or adoption of IFRS will ultimately require companies to restructure 
their management incentive contracts. This is because studies have shown that IFRS account- 
ing numbers differ from U.S. GAAP accounting numbers. For example, IFRS-based earnings 
are, on average, higher than U.S. GAAP earnings and are more variable. Thus, management 
compensation plans that use IFRS earnings numbers would present a higher risk-return pro- 
file than U.S. GAAP-based compensation plans. Managers may be unwilling to undertake the 
higher risk, or the firm may not want to pay out additional compensation for the higher return. 
An additional complication is that significant changes to management incentive plans typically 
require shareholder approval. Thus, adoption of IFRS will be costly for companies by requir- 
ing reconsideration of management compensation agreements. 


DESIGN CHOICES FOR MANAGEMENT COMPENSATION 


Several important design choices must be made when creating incentive compensation systems 
for managers. Managerial jobs involve multiple tasks and varying degrees of risk. Boards of 
directors try to design compensation plans that both reward performance across multiple dimen- 
sions and reduce the impact on compensation of the various risks that managers face. Compen- 
sation designers can choose from a variety of design criteria to develop individual compensation 
arrangements for managers. We present a few of the more common design choices here. 


Choice of Time Horizon The Aorizon choice denotes the emphasis management 
should place on current performance versus future performance. An important consider- 
ation is how to reward managers for doing a good job now while also encouraging them to 
think about future performance. For an example of this type of choice, consider the contrast 
between a current cash bonus versus a current bonus of restricted stock options. Both of these 
bonuses can be based on current performance, but the cash bonus does not encourage a future 
orientation. The restricted stock option typically is structured so that employees can obtain 
cash for the options in the future only if they stay with the company during the option strike 
period and the company’s stock price increases. In this case, managers are less likely to trade 
off increasing current performance at the expense of future performance. 


Choice of Fixed versus Variable Bonus Another important concern for compen- 
sation designers is whether to use a fixed or variable bonus computation approach. In choos- 
ing how to award a bonus, many companies choose either a fixed bonus formula or a variable 
or more subjective approach. Some firms award a fixed dollar bonus for each percent of ROI 
above the minimum. This means managers know that if their ROI increases above the mini- 
mum, they will earn a fixed dollar amount for each | percent. However, one drawback to fixed 
bonus arrangements is that sometimes unexpected and uncontrollable events occur and these 
compensation plans are not flexible. In addition, fixed plans do not usually accommodate a 
complex system like a balanced scorecard. 


Choice of Stock- versus Accounting-Based Performance Evaluation 
Compensation designers also choose to base performance evaluation on accounting infor- 
mation and/or on stock market information. By using stock price information, the manag- 
ers’ incentives are aligned with those of the shareholders. However, one argument against an 
overemphasis on stock-based compensation is that this approach creates too much risk for 
managers. Because managers’ jobs are tied into the same company as the stock, managers 
could be more risk averse in their decision making than shareholders would want them to be. 
Thus, most companies tie incentives not only to stock market information but also to account- 
ing information. 


Choice of Rewarding Local versus Companywide Performance The 
choice of how much emphasis to put on rewarding local performance over rewarding com- 
panywide performance is especially controversial. Some companies want their divisions to 
operate as independent businesses. Other companies want the divisions to cooperate and 
integrate to maximize total companywide profitability. Under some incentive compensa- 
tion plans, employees could be motivated to make decisions that improve the performance 
of their department or division, but might not help the company achieve its overall objectives 
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and goals. Balancing employees’ attention on both local goals and companywide goals is a 
challenging task. Many companies attempt to achieve this balance by combining fixed salary 
for local performance and bonuses for companywide performance. 


Choice of Cooperative versus Competitive Incentive Plans Incentive 
plans can be designed to allow teams of employees to share equally in performance out- 
comes or to reward individual performance. A cooperative incentive motivates employees to 
work together to achieve the best result as a group. These types of incentives are designed to 
reward everyone for a good outcome regardless of each individual’s actual contribution to that 
outcome. Herman Miller, a furniture maker, provides an example of cooperative incentives. 
At Herman Miller all employees are given stock as part of their compensation. When the 
company as a whole performs well, the stock price increases and employees benefit from the 
group’s efforts. 

A competitive incentive, on the other hand, motivates employees to do better jobs than 
their coworkers. You may be familiar with competitive incentives because scholarships are 
frequently awarded competitively. Other examples of competitive incentives include promo- 
tions. Although many employees may want to be promoted to a better position, when only 
one position exists only one employee can receive the reward. Likewise, accounting firms can 
make job offers to only a fixed number of applicants. 


GOALS AND REWARDS IN LIFE 


As you can see, setting goals, measuring progress toward goal achievement, and designing 
reward plans that recognize goal achievement are some of the most difficult tasks faced by man- 
agers. All of us struggle when determining our goals, both current and future. In deciding on 
these goals, we keep in mind the rewards we are likely to get as we progress toward goal achieve- 
ment. Some of these rewards are monetary and are current. Other rewards will occur in the 
future. Measuring and rewarding goal achievement helps motivate all of us in our daily pursuits. 


Concluding Remarks 


The focus of this chapter is rewarding business performance using incentive compensation 
systems to motivate decision makers to align their goals and objectives with those of the orga- 
nization. We discussed how the DuPont ROI system measures financial performance and why 
some critics think ROI is flawed. We saw how RI and EVA can correct some of the criticisms 
of ROI. The balanced scorecard is a broader means for directing, measuring, and reward- 
ing business performance. Finally, we described the components of and design choices for 
management compensation. In the remaining chapter we will discuss capital budgeting tools. 
These are financial tools that managers use to decide which major investments to undertake. 


END-OF-CHAPTER REVIEW 


Explain the importance of incentive systems for 
L01_ motivating performance. Employees may have goals 
and objectives that differ from those of the organization. 
Incentive systems provide a tool that helps align employee goals 
with those of the organization by drawing attention to the 
organization’s goals, by choosing to measure particular components 
of performance, and by rewarding employees for the actual outcomes 
associated with those components of performance being measured. 


Use the DuPont system to evaluate business 
102 performance. The DuPont system measures return on 
investment (ROI) by dividing the operating earnings of a 
product line or division by the average invested capital used in that 
product line or division. ROI can be broken into two components, 
return on sales and capital turnover. Return on sales is computed 
by dividing the operating income by the total sales for the particular 
business segment or product line. It tells managers the amount of 
earnings generated from one dollar of sales. Capital turnover is a 
measure created by dividing sales by the average invested capital 
to generate those sales. The capital turnover ratio tells managers 
the amount of sales generated by a dollar of invested capital. 


Identify and explain the criticisms of using return 

L083 on investment (ROI) as the only performance 
measure. Return on investment provides a systematic 

method for evaluating a product line or business segment. It is a 
percent that can be used to compare financial performance 
across products and/or business segments. ROI can be broken 
into its component parts to further analyze business performance. 
Criticisms of ROI include that it motivates short-term decision 
making, that managers choose to underinvest in projects with 
acceptable ROIs from the firm’s perspective, that it is difficult to 


Key Terms Introduced or 


Emphasized in Chapter 25 


balanced scorecard (p. 1086) A system for performance 
measurement that links a company’s strategy to specific goals, 
measures that assess progress toward those goals, and specific 
initiatives to achieve those goals. This systematic business per- 
formance measurement process integrates objectives across 
four business lenses to achieve the organization’s strategic goals. 


business process perspective (p. 1088) The balanced score- 
card lens through which internal business processes, supplier 
relations, and distributor relations are strategically analyzed and 
evaluated. 


capital turnover (CT) (p. 1081) A measure created by divid- 
ing sales by the average invested capital to generate those sales. 
Capital turnover tells managers the amount of sales generated by 
a dollar of invested capital. 


customer perspective (p. 1088) The balanced scorecard 
lens through which organizations analyze and measure their 


match invested capital with related sales and operating earnings, 
and that ROI focuses only on financial measures and ignores 
other important components of the value chain. 


Calculate and explain residual income (RI) and 
104. economic value added (EVA). Residual income is the 
amount by which operating earnings exceed a minimum 
acceptable return on the average invested capital. Economic 
value added is a refinement of the residual income measure that 
makes many adjustments for items such as taxes, interest, and 
amortization. Like RI, EVA does not motivate managers to turn 
down investments expected to earn a return below their current 
ROL but above the minimum acceptable return to the firm. 


Use the balanced scorecard to identify, evaluate, 

LOS and reward business performance. The balanced 

scorecard uses four lenses to consider business per- 

formance. These lenses provide financial, business process, 

customer, and learning and growth perspectives. Each of these 

perspectives helps to identify goals, strategies to achieve the 
goals, and measures to assess goal achievement. 


Identify and explain the components of manage- 
LO6 ~=ment compensation and the trade-offs that com- 
pensation designers make. In creating management 
compensation plans, designers consider multiple characteristics 
such as fixed salary versus bonuses and the types of bonuses 
(cash, stock, or stock options). In addition, there are numerous 
design trade-offs that include choosing the time horizon over 
which compensation is available, choosing to emphasize local 
versus global performance, or choosing a cooperative or a 
competitive incentive scheme. 


customers’ needs, expectations, and outcomes that will lead to 
business success. 


DuPont system of performance measurement (p. 1081) A 
method that analyzes business performance by considering both 
the earnings per sales dollar and the investment used to generate 
those sales dollars. 

economic value added (EVA) (p. 1085) A specific type of resid- 
ual income that is computed by multiplying the after-tax weighted- 
average cost of capital by total assets minus current liabilities 
and subtracting that product from the after-tax operating income. 
financial perspective (p. 1087) The balanced scorecard lens 
that managers and shareholders (or other financial stakeholders) 
use to view the organization’s business performance. 

learning and growth perspective (p. 1088) The balanced scorecard 
lens that focuses on the people, information systems, and organiza- 
tional procedures in place for organizational learning and growth. 
residual income (RI) (p. 1084) The amount by which operat- 
ing earnings exceed a minimum acceptable return on the aver- 
age invested capital. The minimum rate of return represents the 
opportunity cost of using the invested capital. 
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return on investment (ROD (p. 1079) The operating income 
divided by the average invested capital associated with the gen- 
eration of that income. 

return on sales (ROS) (p. 1081) Computed by dividing the 
operating income by the total sales for the particular business 
segment or product line. It tells managers the amount of earn- 
ings generated from one dollar of sales. 
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stock options (p. 1089) An employee receives the right to 
purchase a prespecified number of shares at a prespecified price 
within a certain future time period. Options provide incentives 
for managers to make decisions that help increase stock prices. 


value chain (p. 1085) The set of activities necessary to create 
and distribute a desirable product or service to a customer. 


Demonstration Problem 


Bergly Automart is a full-service auto dealer with three divisions: the New Car, Used Car, and 
Service divisions. Budget information for the coming year for these three divisions is shown below. 
Each division manager’s annual evaluation and bonus is based on divisional ROI. 

The manager of the New Car Division complains that one reason the sales and resulting earn- 
ings for the New Car Division are not higher is the reputation of the Service Division. Because the 
Service Division does not have the most recent equipment (e.g., a new hydraulic lift) customers 
buy their new cars from a competitor on the other side of town that has a service department with 
new equipment, including new lifts that make its service quicker and better. The manager of the 
New Car Division has requested that other evaluation techniques be considered (such as residual 
income or a balanced scorecard approach) in an attempt to resolve this problem. 


Bergly Automart 


New Car Used Car Service 
Average investment .........-. 000: c eee eee eee $ 5,000,000 $1,000,000 $500,000 
Sales revenue ..... 00... eee eee eee $10,000,000 $5,000,000 $600,000 
Cost of goods sold ............. 0c cece eee 8,750,000 4,000,000 300,000 
Operating expenses............ 000 0e cee eee 750,000 800,000 175,000 
Operating earnings ..............2-00 ee eae $ 500,000 $ 200,000 $125,000 


Instructions 


a. Compute the ROI for each of the divisions and the entire company. Use the DuPont method to 
analyze its return on sales and capital turnover. Comment on the results 


b. Assume the Service Division is considering installing a new hydraulic lift. Upon investigating, the 
manager of the division finds that the lift would add $100,000 to the division’s average invested 
capital and that the Service Division’s operating earnings would increase by $20,000 per year. 
1. What is the ROI of the new hydraulic lift? 

2. What impact does the investment in the hydraulic lift have on the Service Division’s ROI? 


3. What is the impact on Bergly Automart’s overall ROI? (Assume no change in car sales.) 


4. Would the manager of the Service Division be motivated to undertake such an investment? 


c. Compute the residual income for each division if the minimum required rate of return for 
Bergly Automart is 15 percent. Would the Service Division purchase the hydraulic lift if the 
performance evaluation were based on the division’s residual income and a 10 percent bonus 
of residual income were awarded? Show calculations to support your answer. 


d. What measures might be appropriate for Bergly Automart to use for its divisions if it uses a 
balanced scorecard to evaluate and reward the division managers? 


Solution to the Demonstration Problem 


a. 
Bergly Automart 
Divisions ROI Return on Sales Capital Turnover 
New Car...... $500,000 + $5,000,000 = 10% $500,000 + $10,000,000 = 5% $10,000,000 + $5,000,000 = 200% 
Used Car ..... $200,000 + $1,000,000 = 20% $200,000 + $5,000,000 = 4% $5,000,000 + $1,000,000 = 500% 
Service ....... $125,000 + $500,000 = 25% $125,000 + $600,000 = 20.8% $600,000 + $500,000 = 120% 


$825,000 + $6,500,000 = 12.7% 


$825,000 + $15,600,000 = 5.3% 


$15,600,000 + $6,500,000 = 240% 
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Return on sales is much lower for the New Car and Used Car divisions than for the Service 
Division, reflecting the small markups typical for new and used car sales. To offset the 
lower return on sales, the capital turnover for both new and used cars is higher. The Service 
Division has a high profit margin with a low turnover. Despite its old equipment, the invest- 
ment base of the Service Division is still relatively larger than showroom assets for new and 
used cars. 


b. 1. ROI of the hydraulic lift = $20,000 + $100,000 = 20% 


2. Impact of the lift on the Service Division’s ROI: ($125,000 + $20,000) + ($500,000 + 
$100,000) = 24% 


3. Impact on the Bergly Automart ROI: 
($500,000 + $200,000 + $125,000 + $20,000) + 
($5,000,000 + $1,000,000 + $500,000 + $100,000) = 12.8% 


4. Because adding the new lift will lower the Service Division’s ROI and presumably 
lower the bonus received by the Service Division manager, the division manager will not 
purchase the new lift even though it improves Bergly Automart’s ROI. 


Gs 
Divisions Residual Income without Lift Bonus 
New Car............00000 00 ee $500,000 — (0.15 x $5,000,000) = ($250,000) —0- 
WSE6d Galosns sciences caetaad dan $200,000 — (0.15 X $1,000,000) = $50,000 $5,000 
SGIVICE « ce eben ee eee $125,000 — (0.15 x $500,000) = $50,000 $5,000 


Service Division residual income after purchasing the lift: 
$145,000 — (0.15 x $600,00) = $55,000 


The Service Division manager’s bonus would increase to $5,500 and thus, the manager would 
purchase the lift. 


d. Many answers are possible, for example: 


Customer 


Division Financial Business Process Learning and Growth 


Sales seminars 
attended. 

¢ Accessibility and 
use of knowledge of 
new car models. 


Customer satisfaction. 
e¢ Number of retained 
customers. 


Number of customers 
processed. 


Residual income of both 
division and company. 


New Car 


Used Car Residual income of both Number of used cars Customer satisfaction. Sales seminars 
division and company. acquired. Number of retained attended. 

Number of customers customers. ¢ Information on used 

processed. car market gathered. 


Service Residual income of both Efficiency of services Number of complaints. ¢ Service training time. 
division and company. performed. Customer satisfaction. 

Number of cars to be Lost customers. 

serviced in process. 

Number of reworks. 
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Self-Test Questions 


The answers to these questions appear on page 1111. There may 
be more than one response per question. 


1. 


Which of the following are not part of the components of 
the DuPont system for measuring and evaluating business 
performance? 


a. Return on sales. 

b. Residual income. 

c. Return on investment. 
d. Capital turnover. 

e. Number of patents. 


Premo Pens is a division of InCommunicato, Inc. Premo 
generates annual revenue of $162,000, operating earnings of 
$55,000, and has average assets of $400,000. InCommuni- 
cato expects its divisions to earn a minimum required return 
of 12 percent. Which of the following does not represent 
either return on sales, residual income, or return on investment 
for Premo Pens? 

a. 13.75%. 

$7,000. 

34%. 

40.5%. 


$9,000. 


c Ros 


Identify three ways that accounting systems help align the 
goals of employees and the goals of the organization. 


. Suppose you are interested in opening a new restaurant in 


your area. What specific activities would you identify as 
goals for your restaurant? 


. What activities would make up the learning and growth 


component of the balanced scorecard for a large public 
accounting firm? 


. Distinguish between the four lenses of the balanced 


scorecard and provide an example of a business measure for 
each category for a family-owned grocery store. 


. Assume you are the manager of the finished goods warehouse 


of a computer manufacturer. Which warehouse-related busi- 
ness measures might help the company achieve its balanced 
scorecard goals? 


. What are some problems that companies have encountered 


in using the balanced scorecard? 


. Why is residual income suggested as an improvement over 


ROI for business measurement? 


. In designing a compensation plan for the manager of the 


international operations of Tootsie Roll Industries, what 
trade-offs should the company’s board of directors consider? 


. How would you expect the components of return on invest- 
ment to be different for a mostly Internet-based retailer 


8b 


5. 


10. 


11. 


12. 


13. 


14. 


15. 


Criticisms of return on investment as the only performance 
measure include: 


a. ROI focuses on short-term decisions. 
b. ROT is focused on only one component of the value chain. 


c. Managers evaluated based only on ROI are sometimes 
motivated not to make an investment that is in the best 
interest of the organization as a whole. 


d. All of the above. 


. Which of the following is not represented in the balanced 


scorecard? 

a. A learning and growth perspective. 

b. The internal business process perspective. 
c. The government’s perspective. 

d. The customers’ perspective. 

e. The financial perspective. 


Which of the following is not likely to be included in the 
typical components of management compensation? 


a. Company stock options. 
Cash bonuses. 
Free meals. 


Fixed salary. 


Co eS: 


Company stock. 


Te Discussion Questions 


1. 


compared to a more traditional bricks-and-mortar retailer 
(e.g., Amazon.com versus Barnes & Noble)? 


Under which circumstances is a fixed salary preferable to a 
pure bonus compensation system? 


Exhibit 25-9 identifies balanced scorecard performance 
measures. Review this exhibit and identify two measures 
from the customer perspective category that in the short run 
might be in conflict with some of the measures listed in the 
financial perspective category. Explain why they might be in 
conflict. 


For which perspective of the balanced scorecard would 
the output from a standard cost system (e.g., variances) 
provide useful performance measurement information? 
Explain. 


Assume sales remain constant from Year 1 to Year 2 and 
return on sales (ROS) increases from Year | to Year 2. 
Identify two reasons why the return on sales ratio might 
increase from Year | to Year 2. 


Identify the costs and benefits of a cooperative incentive plan 
in which a team of individuals equally shares a bonus pool if 
the team achieves a predetermined goal. 


Identify the costs and benefits of a competitive incentive 
plan in which only one individual out of a group receives the 
bonus if he or she outperforms the others in the group. 
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Marsha’s Pet Store employs six employees. Their duties are to sell pets, replenish the stock, keep 
the pets’ cages clean, feed the pets, and maintain good records. Marsha pays a fixed hourly rate 
and a commission on sales of pets. Lately, Marsha has been finding that the records have not been 
well maintained and the stock has not been replenished. However, pet sales are good and the pets’ 
cages are clean. 


How might Marsha’s current reward structure be motivating the employees to pay more atten- 


tion to the pets than to their other duties? 


Zylex Corporation has multiple factories across the United States. The upper management at Zylex 
evaluates each factory based on the capital turnover ratio from the DuPont system. Below is infor- 
mation for the factory in Pennsylvania for the past year. 


Year 2 
SdleSiiod ddan hee ed Aided ee daonbeda Wee ned dls cake bh $1,000,000 
Operating CxHeNSeS: . accede taped eae adele do ei Raw al ed aduaba geass 640,000 
Total:assets.. ovo he ah he dae POROGEE CL Gee eee eed dr a eek heed aed 2,200,000 
Accumulated depreciation ........... 0.0000. 220,000 


Compute the capital turnover ratio using (1) total assets and (2) assets net of depreciation. 


Which investment base will the Pennsylvania factory manager prefer and why? 


Use the information in Brief Exercise 25.2 to compute the ROI for the Pennsylvania factory using 
total assets and assets net of depreciation. Now find residual income if the company expects an 
18 percent return on total assets. Is the Pennsylvania factory performing up to management’s 
expectations? 


Ricoh Company Ltd., the 74-year-old leading supplier of office automation equipment and elec- 
tronics, has implemented a balanced scorecard. Match each of the performance indicators from 
their scorecard below to the four balanced scorecard perspectives (Financial, Customer, Internal 
Processes, and Learning and Growth). 


PR mean sp 


Number of Customer Relationships Managed 
Hours of Employee Training 

Customer Service Quality Ratings 

Revenue Growth 

Customer’s Total Cost of Ownership 

Asset Utilization 

Employee’s Competitor Knowledge Increased 
Pounds of Recycled Waste Products 


Saxwell Corporation has many divisions and evaluates them using ROI. The corporation’s expected 
ROI for each division is 12 percent or above. 


Division 1 Division 2 
EAMINGS adic ccd dosee bby negated ein by eagwdaew body oe $ 750,000 $ 2,000,000 
Investment base... 0... ee eee 5,000,000 20,000,000 


Compute the ROI for Divisions 1 and 2. Are the divisions meeting the expected ROI? What 


other information would you want to know about the investment base before comparing Division 1 
and 2 performance? 


Consider the information in Brief Exercise 25.5. Assume that the manager of Division | has the 
opportunity to purchase a new piece of equipment for $1,000,000 that would increase earnings by 
$130,000 per year. Show the impact of this purchase on Division 1’s ROI. Would the manager of 
Division | undertake the investment? Why or why not? 
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L02 BRIEF Wellinghouse Industries has established a 10 percent target ROI for its divisions. The following 
EXERCISE 25.7 data have been gathered for the Ionia Division’s operations for the previous year: Revenues = 
Calculate Residual $30,000,000; Expenses = $28,000,000; Invested capital = $11,200,000. Did the Ionia Division 

Los Income meet the ROI target? What is the Ionia Division’s residual income? 

104 BRIEF The weighted-average cost of capital for Forstone Corporation is 12 percent. Last year one of the 
EXERCISE 25.8 divisions of Forstone generated an EVA of $3,720,000, while the division’s assets less its current 
Calculate EVA liabilities were $25,600,000. How much after-tax operating income did the division generate? 

L066 BRIEF Compensation for top executives (e.g., CEOs and CFOs) has become more variable over time. 
EXERCISE 25.9 For example, recent data show that in large corporations only 20 percent of CFO pay is fixed and 
Variable versus Fixed 80 percent is variable, based on companywide performance. Explain why you believe this type of 
Compensation reward plan has been chosen for CFOs of large companies. 

02. BRIEF Boris Jasper is the manager of an auto parts division for a large auto parts supplier. The division 
EXERCISE 25.10 makes dampers and oil pumps. Identify three things Boris could do to increase the division’s ROI 
Components of ROI in the coming year. 
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02 EXERCISE 25.1 Listed below are eight terms introduced or emphasized in this chapter: 
Pro Accounting Residual income Balanced scorecard 
Peroninels ey Management compensation Return on investment 
LO6 Return on sales Stock options 
Business process lens Capital turnover 


Each of the following statements may (or may not) describe one of these terms. For each statement, 
indicate the term described, or answer “none” if the statement does not correctly describe any of 
these terms. 


a. Tells managers the incremental operating earnings for each additional sales dollar. 


b. The focus of this business performance measurement is the sales dollars earned from each 
invested dollar. 


c. A tool used by managers and owners of organizations to align managers’ goals with those of 
the organization. 


d. This method considers all costs borne by the consumer from purchase to disposal of a product. 
A business performance measurement that takes into account the minimum required return on 
the assets employed. 

f. Measures for this category of business performance are associated with eliminating non-value- 
added costs from the value chain. 

g. A method in which a product’s selling price is determined by adding a fixed amount to the 
product’s current production cost. 

h. This performance evaluation method is criticized for motivating managers, in some instances, 
to ignore investments that are in the best interest of the company as a whole. 

i. An important aspect of this method is the consideration of the many perspectives of the mul- 
tiple stakeholders in an organization. 


01 EXERCISE 25.2 Assume you have just been hired as the management accountant in charge of providing your firm’s 
Balanced Scorecard managers with product information. What activities might you undertake if you were participating 

106 Activities in the design of a balanced scorecard? 

01 EXERCISE 25.3 In a Wall Street Journal quiz about the impact of technology at the office,” quiz respondents were 
Employee Motivation requested to say whether a specific activity was unethical. Forty-nine percent of respondents said 


that using office technology for playing games at work is unethical and 54 percent said that shop- 
ping on the Internet at work is unethical. Which performance evaluation and incentive systems 
would encourage or discourage these behaviors? 


> Source: The Wall Street Journal, October 21, 1999, page B1. 
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Sapsora Company uses ROI to measure the performance of its operating divisions and to reward 
division managers. A summary of the annual reports from two divisions is shown below. The com- 
pany’s weighted-average cost of capital is 15 percent. 


Division A _ Division B 
MOAI ASSES) vaste tes anial eee haters lacie dey mele aad alada doe en ahees $5,600,000 $9,200,000 
Current liabiliti€s:..s.2¢.< 20004 o o2cacae eee soe Eee easier ees 800,000 1,200,000 
After-tax operating income ................ 00s eee eee ee eee 960,000 1,440,000 
PROM weseArecace ar aveetbes SA alee Raroan 4 5444s wy Raa one a a aa ale Sa 20% 18% 


a. Which division is more profitable? 


b. Would EVA more clearly show the relative contribution of the two divisions to the company as 
a whole? Show the computations. 


c. Suppose the manager of Division A was offered a one-year project that would increase his 
investment base by $100,000 and show a profit of $17,000. Would the manager choose to 
invest in the new project? 


An investment center in Shellforth Corporation was asked to identify three proposals for its capital 
budget. Details of those proposals are: 


Capital Budget Proposals 


A B Cc 
Capital required .......... 0.0... cece cece eee eee $95,000 $40,000 $75,000 
Annual operating return... 22.2.2... 0.2 eee eee eee ee 23,000 10,000 10,500 


Shellforth uses residual income to evaluate all capital budgeting projects. Its minimum required 
return is 15 percent. 


a. Assume you are the investment center manager. Which project do you prefer? Why? 


b. Assume your investment center’s current ROI is 20 percent and that the president of Shellforth 
is thinking about using ROI for the investment center’s evaluation. Would your preferences for 
the projects listed above change? Why? 


Jennifer Baskiter is president and CEO of Plants&More.com, an Internet company that sells plants 
and flowers. The success of her startup Internet company has motivated her to expand and cre- 
ate two divisions. One division focuses on sales to the general public and the other focuses on 
business-to-business sales to hotels, restaurants, and other firms that want plants and flowers for 
their businesses. She is considering using return on investment as a means of evaluating her divi- 
sions and their managers. She has hired you as a compensation consultant. What issues or concerns 
would you raise regarding the use of ROI for evaluating the divisions and their managers? 


You are the manager of the Midwest Region, a 27-restaurant division that is part of the chain “Bites 
and Bits.” The restaurants offer casual dining and compete with such chains in your region as 
Olive Garden and Outback Steakhouse. You receive an annual cash bonus of 5 percent of sales 
when residual income in your region exceeds the required minimum return on invested capital of 
15 percent. You are using a similar performance evaluation plan to reward each of the managers in 
your 27 restaurants. 

You are concerned that important performance variables are being overlooked. For example, 
you have heard complaints from other regions and in your own region that the quality of the food is 
bad, it is difficult to retain serving staff in the restaurants, and finding a good chef is very difficult. 
At an upcoming planning meeting for all regional directors, the agenda includes considering the 
business performance evaluation and compensation plan. What could you say about the current 
compensation plan and what would you propose to remedy the problems? 
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Consider the different responsibilities involved in the following three positions at Vortnoy Corpo- 
ration: (1) supervisor of the second shift at the Fairfield, Rhode Island, plant, (2) manager for the 
Northeastern Division, and (3) corporatewide chief financial officer. Use the five design categories 
for compensation described in this chapter and identify how you would design a compensation 
arrangement for each of these three positions at Vortnoy Corporation. 


Match each of the following performance measures with one of the four perspectives of the bal- 
anced scorecard (Financial—F, Customer—C, Business Process—B, or Learning and Growth—L). 
Direct labor efficiency variance. h. Residual income. 


After-tax profits. i. On-time deliveries. 


Customer turnover per sales dollar. Employee satisfaction. 
Parts per million defects. Sales per employee. 


Employee turnover. Percent of customer leads turned into sales. 


Bere 


Overhead spending variance. Returns and warranty work. 


temper hop PS 


Scrap and rework. 


Emily Adams is the manager of City Wide Door, a company specializing in installing and main- 
taining garage doors of many types. Her associate, Alyssa, has provided Emily with three propos- 
als for different investments in machinery to help expand the business. The minimum required 
return on investments for City Wide Door is 12 percent. 


Proposal A ProposalB_ Proposal C 


$58,600 $75,000 $50,000 
10,000 16,500 13,100 


Initial investMent ic 4.003 snes Chae eaems tw eek 
Annual operating return 


If Emily uses ROI to evaluate investments: 

a. Which proposal would be most profitable for the firm? 

b. How would the answer change if the company used residual income to evaluate investments? 

The Meikle Division has assets of $600,000, current liabilities of $60,000, and net operating 

income of $180,000. 

a. What is the division’s ROI? 

b. If the weighted-average cost of capital is 12 percent, what is the division’s EVA? 

c. How might management behavior be different if EVA were used to evaluate performance 
rather than ROI? 


The following information for companies X, Y, and Z is incomplete. Supply the missing data for 
items (a) through (1). 


Company X Company Y Company Z 


Operating income ................0-0 eee $220,000 e.? i.? 
SaleS circ cnet Miwa he awa esas oh a.? f.? j-? 
Invested capital ......................0.- b.? $6,000,000 $32,000,000 
Return on sales ................-..-0.-000. 32% 40% k.? 
Capital turnover...............0...0.000. 20% g.? 30% 
Return on investment .................... c.? 20% 15% 
Minimum acceptable return ................ 10% 12% 1.? 
Residual income ............ 00 eee eee eee d.? h.? $960,000 


In Appendix A, you will find a table titled “10-Year Summary of Financial and Operating Results” 
for Home Depot. Review the various performance measures listed in the table. Choose at least one 
measure for each category of the balanced scorecard. Explain why you believe the measure you 
chose would help Home Depot evaluate its performance in the matching category of the balanced 
scorecard. 
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Salsa Grocery has two divisions. One division, STORES, sells groceries through traditional grocery 
stores. The second division, CYBER, was formed two years ago and sells groceries through an 
online grocery ordering service. Data for the past year for the two divisions are as follows: 


STORES CYBER 
TOtal ASSets ig 2. ects aides tuaaniee Wea eres @ vanadate ha Giga $120,000,000 $15,000,000 
Current liabilities ............ 00.0... eee eee eee 4,500,000 2,500,000 
Net income (loss) .......... 02.20 e eee eee eee es 10,000,000 1,000,000 
Weighted-average cost of capital ...................... 8% 10% 


a. Evaluate the two divisions in terms of EVA. 


b. Explain why it might be better to evaluate the CYBER division in terms of a balanced score- 
card rather than just focusing on EVA. 


c. Identify at least one measure from each of the business process and customer perspectives of 
the balanced scorecard that could be used to evaluate the performance of CYBER. 


Use Home Depot’s financial information in Appendix A to compute the ROI and EVA for 2008 
and 2009. Use Net Earnings from page A-4 to measure earnings or returns and Net Property and 
Equipment from page A-S as the invested capital base. Assume the weighted-average cost of capital 
is 10 percent. Interpret the EVA and ROI numbers for Home Depot between 2008 and 2009. Are 
they improving or declining? Why? 


# comect” 


Problem Set A NET 
The Empire Hotel is a full-service hotel in a large city. Empire is organized into three departments 
that are treated as investment centers. Budget information for the coming year for these three 
departments is shown below. The managers of each of the departments are evaluated and bonuses 
are awarded each year based on ROI. 


Empire Hotel 


Hotel Rooms’ Restaurants Health Club—Spa 


Average investment............... $ 8,000,000 $5,000,000 $1,000,000 
Sales revenue ...............2--. $10,000,000 $2,000,000 $ 600,000 
Operating expenses .............. 8,500,000 1,250,000 450,000 
Operating earnings ............... $ 1,500,000 $ 750,000 $ 150,000 


Instructions 


a. Compute the ROI for each department. Use the DuPont method to analyze the return on sales 
and capital turnover. 


b. Assume the Health Club—Spa is considering installing new exercise equipment. Upon inves- 
tigating, the manager of the division finds that the equipment would cost $50,000 and that 
sales revenue would increase by $8,000 per year as a result of the new equipment. What is the 
ROI of the investment in the new exercise equipment? What impact does the investment in the 
exercise equipment have on the Health Club—Spa’s ROI? Would the manager of the Health 
Club—Spa be motivated to undertake such an investment? 


c. Compute the residual income for each department if the minimum required return for the 
Empire Hotel is 17 percent. What would be the impact of the investment in (b) on the Health 
Club—Spa’s residual income? 


Consider the Empire Hotel discussed in Problem 25.1A. The manager of the Restaurants Depart- 
ment complains that sales and resulting earnings for the restaurants are not higher due to the poor 
reputation of the Hotel Rooms Department. Because the Hotel Rooms Department does not have 
the best housekeeping staff, the overall reputation of the hotel is slipping. The manager of the Hotel 
Rooms Department counters that, to keep operating expenses under control and improve ROI, 
wages for housekeeping have been cut. The manager of the Restaurant Department has requested 
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that other evaluation techniques such as residual income or a balanced scorecard approach be 
considered in an effort to resolve this problem. 


Instructions 


Consider which balanced scorecard measures might be useful to the Empire Hotel in evaluating the 
Hotel Rooms Department. In doing so, identify: 


a. The organizational goal that the measure is designed to support. 
b. The employee resources and efforts that will be affected by the measurement. 


c. How the employees should receive feedback and be rewarded for progress toward achieving 
the goals. 


The manager of Healthy Snack Division of Fairfax Industries is evaluated on her division’s return 
on investment and residual income. The company requires that all divisions generate a minimum 
return on invested assets of 8 percent. Consistent failure to achieve this minimum target is grounds 
for the dismissal of a division manager. The annual cash bonus paid to division managers is | per- 
cent of residual income in excess of $100,000. The Snack Division’s operating margin for the year 
was $6.5 million, during which time its average invested capital was $50 million. 


Instructions 
a. Compute the Snack Division’s return on investment and residual income. 


b. Will the manager of the Snack Division receive a bonus for her performance? If so, how much 
will it be? 

c. In reporting her investment center’s performance for the past 10 years, the manager of the 
Snack Division accounted for the depreciation of her division’s assets by using an accelerated 
depreciation method allowed for tax purposes. As a result, virtually all of the assets under 
her control are fully depreciated. Given that the company’s other division managers use 
straight-line depreciation, is her use of an accelerated method ethical? Defend your answer. 


Tootsie Roll Industries has two business segments, one for operations in the U.S. and one for 
operations in Mexico and Canada. The information below (in thousands) comes from a recent 
annual report. Find the ROI for each segment for each year. 


Year 2 Year 1 
United Mexico and United Mexico and 
States Canada States Canada 
AST: | (=o a $365,920 $27,265 $362,290 $29,465 
Net assets ................00000. 511,743 14,997 489,552 18,909 
Net earnings .................... 65,413 975 65,370 317 


Instructions 

Find and analyze segment ROI by using the DuPont method described in this chapter. Explain the 
performance difference between the two segments across the two years by using the information 
from the DuPont breakdown of ROI. 


Bob Banker is the manager of one location of the Fastwhere Inc. chain, which is a delivery ser- 
vice. Banker’s location is currently earning an ROI of 14 percent on existing average capital of 
$750,000. The minimum required return for Fastwhere Inc. is 12 percent. Banker is considering 
several additional investment projects, which are independent of existing operations and are inde- 
pendent of each other. The following table lists the projects: 


Project Required Capital ROI 
A-1 $150,000 14.1% 
A-2 300,000 20 
A-3 250,000 13.5 
A-4 400,000 12.5 


A-5 500,000 9.8 
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Instructions 


a. Which of the projects would Banker choose for investment if his objective were to maximize 
his location’s ROI? 


b. Which projects increase the value of Fastwhere Inc.? 
c. Which projects have a negative residual income? 


d. Create two rankings for the projects in order of acceptability if Banker is evaluated (1) on ROI 
and (2) on residual income. 


e. On the basis of the projects in the list explain why underinvestment is a problem when using 
ROI for evaluation purposes. 


Lo5 PROBLEM 25.6A Joyce Biginskor manages the Assembly Department at Valance Autoparts, a parts supplier to large 
Balanced Scorecard auto companies. Valance has recently adopted a balanced scorecard for the entire company. As a 
in the Assembly result, the plant manager for each production facility has a set of strategic goals, measurements, 
Department and rewards designed to motivate employees to achieve the company’s overall goals. 


The plant manager has implemented the balanced scorecard throughout each department. The 
balanced scorecard measures that specifically apply to the Assembly Department are primarily 
related to business process measures and learning and growth measures. In particular, the assembly 
line and related employees supervised by Biginskor are evaluated on efficiency measures and learn- 
ing and growth measures. The learning and growth measures are employee absenteeism, retention, 
and satisfaction. Operating efficiencies are measured by cycle time, amount of work-in-process 
inventory, hours of machine downtime, number of defects, cost of rework, and productivity per 
employee. Biginskor obtains a monthly cash bonus if she can increase the learning and growth 
measures and reduce inefficiencies in the operations. 

During the first year that the balanced scorecard was used at Valance, Biginskor did not earn 
a bonus. She has been particularly frustrated because whenever she reduces the work-in-process 
inventory on the shop floor, cycle time increases. When she reduces the hours of machine 
downtime, the defects increase and employee satisfaction decreases. 

The plant manager decides to hire your consulting firm, Consultants Incorporated, to help eval- 
uate the new balanced scorecard performance measurement and compensation scheme. 


Instructions 


Choose a partner to round out your consulting team and write a memo to the plant manager that 
explains the problems the manager is encountering in the Assembly Department. In the report 
identify with bullet points the problems that she is having with the balanced scorecard system and 
provide suggestions to the plant manager to help remedy the problems. 


loi PROBLEM 25.7A In Schedule 14A recently filed with the SEC, the Leadership Development and Compensation 
Management Committee of the Home Depot board of directors furnished the information below on executive 
i Compensation at compensation. 
Home Depot Base Salaries: We provide competitive base salaries that allow us to attract and retain a high 
: SS performing leadership team. 


ws Annual Bonus: All executive officers participate in our Company’s Management Incentive 
Plan (“MIP”). The MIP is designed to motivate and reward executives by aligning pay with 
annual performance. The MIP is a cash-based bonus plan that rewards executives for the 
achievement of financial and nonfinancial performance objectives that are established at the 
beginning of each fiscal year. 


Long-Term Incentives: To better align the interests of management with long-term stockholder 
interests, we provide long-term incentives to executive officers. We deliver long-term incentives 
typically in the form of stock options, a performance shares/cash plan, shares of restricted stock, 
and deferred shares or deferred stock units. The long-term incentives are designed to reward 
executives for increasing long-term stockholder value and to retain them at the Company. 


Stock Options: We provide annual nonqualified stock option grants as part of our long-term 
incentive compensation under the Omnibus Plan. 


Performance Shares/Units: Executive officers are eligible to participate in the Company’s 
Long-Term Incentive Plan (“LTIP”). For performance periods beginning before Fiscal 2007, 
the program rewards management for stockholder returns over a three-year period. Perfor- 
mance is relative to a peer group, offsetting stock appreciation as a result of bear and bull 
market periods. 
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Restricted Stock: In Fiscal 2002, we began to grant restricted stock to executive officers to 
(i) serve as a retention mechanism; (ii) align management and stockholder interests by deliv- 
ering ownership; and (111) in some instances offset the less than competitive supplemental 
executive retirement benefits offered to our executives. 


Deferred Shares or Deferred Stock Units: From time to time the Company uses deferred 
shares or deferred stock units to provide equity compensation to an executive officer that 
permits such officer to defer receipt of and taxation on such compensation until a future date 
elected by such officer. 


Instructions 


In this chapter, five design choice categories for management compensation were described (long ver- 
sus short horizon; fixed versus variable bonus; stock- versus accounting-based evaluation; local versus 
companywide orientation; and cooperative versus competitive schemes). For each of Home Depot’s 
executive compensation categories listed above, identify the design choices made by Home Depot’s 
board of directors in constructing that component of the company’s management compensation plan. 


In the following list, assume each transaction is independent of the others. Each of these transactions 
occurs in a single division of Hopenstat Incorporated, a multidivision company. Each transaction 
may impact capital turnover, ROI, and/or residual income. For each transaction, explain how capi- 
tal turnover, ROI, and/or residual income are affected (increase, decrease, or no effect). 


a. During the month of January, management decided to discontinue a research and develop- 
ment project that was scheduled to run throughout the year. The project was not producing the 
hoped-for results that would lead to a new product. 


b. Changes in the production process to a team-based approach during the latter half of the year 
decreased variable costs per unit of production without the need to purchase new equipment. 


c. A large amount of obsolete inventory was written off in the month of April. 


d. Newly purchased equipment in June increased the quality of the units produced but had no 
immediate effect on sales. 


e. In August, corporate headquarters lowered the division’s target rate of return from 15 percent 
to 12 percent because of the decreasing cost of debt. 


f. The division hired a new chief financial officer to replace its retiring CFO. In order to receive 
some training for the new job, the newly hired CFO overlapped for six months with the retir- 
ing CFO. 


Marfar Industries produces metal stamping equipment. The company expanded vertically several 
years ago by acquiring Bent Press Company, one of its suppliers. Marfar decided to maintain Bent’s 
separate identity and therefore established the Bent Press Division as one of its investment centers. 

Marfar evaluates its divisions on the basis of ROI. Management bonuses are also based on ROI. All 
investments in operating assets are expected to earn a minimum required rate of return of 11 percent. 

Bent’s ROI has ranged from 14 percent to 17 percent since it was acquired by Marfar. During 
the past year, Bent had an investment opportunity that would have yielded an estimated rate of 
return of 13 percent. Bent’s management decided against the investment because it believed the 
investment would decrease the division’s overall ROI. 

Last year’s income statement for the Bent Press Division is given below. The division’s operat- 
ing assets employed were $12,600,000 at the end of the year, which represents a 5 percent increase 
over the previous year-end balance. 


BENT PRESS DIVISION 


DIVISIONAL INCOME STATEMENT 
FOR THE YEAR ENDED DECEMBER 31 


Sal€S.. ccc cieker ete Serer dewatedwakeeede phage d yawures $31,200,000 
Cost of goods sold ......... 0.0.0... 16,500,000 
GOSS MAIGINiwci eer ii ise Poet iwegea eewe Gas eee 14,700,000 
Less: Operating expenses: 

Selling CxXpenSeS.<.sanieadeee deeds es Ah eae $5,620,000 

Administrative expenses ............... 020 ee eee eee 7,208,000 12,828,000 


Net operating income ............. 0.0... e eee eee $ 1,872,000 
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Instructions 
1. Compute the following performance measures for the Bent Press Division: 


a. ROI where the investment base is the average operating assets (based on the beginning 
of the year plus the end of the year assets) divided by two. Break ROI into both capital 


turnover and return on sales. 


b. 


Residual income. 


2. Would management of the Bent Press Division have been more likely to accept the investment 


opportunity it had last year if residual income were used as a performance measure instead of 
ROI? Explain your answer. 

The Bent Press Division is a separate investment center within Marfar Industries. Identify the 
items Bent must be free to control if it is to be evaluated fairly by either the ROI or the residual 
income performance measures. 


(CMA, adapted) 


Problem Set B 


i92 PROBLEM 25.1B 


Triple Creek Golf 
through Complex 


The Triple Creek Golf Complex is a three-course complex where each course has its own restaurant 
and pro shop. Thus, the complex is organized into three departments that are treated as investment 
centers. Budget information for the coming year for these three departments is shown below. The 


managers of each of the departments are evaluated and bonuses are awarded each year based on ROI. 


Triple Creek Golf Complex 


Golf Courses Restaurants Pro Shops 
Average investment..............00000- $10,000,000 $6,000,000 $1,200,000 
Sales revenue ...............00 eee eee 14,000,000 2,500,000 700,000 
Operating expenses ................... 10,000,000 1,100,000 500,000 
Operating earnings .............-.00005 $ 4,000,000 $1,400,000 $ 200,000 


Instructions 


Compute the ROI for each department. Use the DuPont method to analyze the return on sales 
and capital turnover. 


Assume the Pro Shops are considering installing new display cases. Upon investigating, the 
manager of the division finds that the cases would cost $60,000 and that sales revenue would 
increase by $10,000 per year as a result of the new cases. What is the ROI of the new cases? 
What impact does the investment in the display cases have on the Pro Shops’ ROI? Would the 
manager of the Pro Shops be motivated to undertake such an investment? 

Compute the residual income for each department if the minimum required return for the 
Triple Creek Golf Complex is 18 percent. What would be the impact of the investment in b on 
the Pro Shops’ residual income? 


Consider the Triple Creek Golf Complex discussed in Problem 25.1B. The manager of the 
Restaurants Department complains that sales and resulting earnings for the restaurants are not 
higher due to the poor reputation of the Pro Shops. Because the Pro Shops’ staff is apparently rude 
and uninviting and because the Pro Shops seem shabby and are not tidy, the overall reputation of 


the total complex is slipping. The manager of the Pro Shops Department counters that, to keep 
operating expenses under control and improve ROI, staff wages have been cut. The manager of the 


L04 
a. 
b. 
c. 
to1 PROBLEM 25.2B 
Triple Creek Golf 
Complex and 
405 Balanced Scorecard 
LO6 


Restaurant Department has requested that other evaluation techniques such as residual income or a 


balanced scorecard approach be considered in an effort to resolve this problem. 


Instructions 


Consider which balanced scorecard measures might be useful to the Triple Creek Golf Complex in 
evaluating the Pro Shops Department. In doing so, identify: 


a. 
b. 
c. 


The organizational goal that the measure is designed to support. 
The employee resources and efforts that will be affected by the measurement. 


How the employees should receive feedback and be rewarded for progress toward achieving 
goals. 
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The manager of Wilson’s Toy Division is evaluated on her division’s return on investment and 
residual income. The company requires that all divisions generate a minimum return on invested 
assets of 10 percent. Consistent failure to achieve this minimum target is grounds for the dis- 
missal of a division manager. The annual bonus paid to division managers is 1.5 percent of residual 
income in excess of $200,000. The Toy Division’s operating margin for the year was $10 million, 
during which time its average invested capital was $75 million. 


Instructions 

a. Compute the Toy Division’s return on investment and residual income. 

b. Will the manager of the Toy Division receive a bonus for her performance? If so, how much 
will it be? 


c. What are some advantages and disadvantages of using ROI as a performance measurement 
criterion? 


Tootsie Roll Industries has two business segments, one for operations in the U.S. and one for 
operations in Mexico and Canada. The information below (in thousands) comes from a recent 
annual report. Find the ROI for each segment for each year. 


Year 2 Year 1 
United Mexico and United Mexico and 
States Canada States Canada 
AS: | [= $387,280 $32,830 $362,373 $30,283 
Net assets .............000 cee eae 293,618 58,098 283,362 5,013 
Netearnings .................... 69,230 1,174 65,385 325 


Instructions 

Find and analyze segment ROI using the DuPont method described in this chapter. Explain the 
performance difference between the two segments across the two years by using the information 
from the DuPont breakdown of ROI. How does the fact that Tootsie Roll acquired a foreign-based 
company in August of Year 2 affect your analysis? 


Jan Franks is the manager of one location of the Save Some Inc. chain. Frank’s location is currently 
earning an ROI of 15 percent on existing average capital of $800,000. The minimum required 
return for Save Some Inc. is 12 percent. Frank is considering several additional investment proj- 
ects, which are independent of existing operations and are independent of each other. The follow- 
ing table lists the projects: 


Project Required Capital ROI 
A $200,000 16.2% 
B 400,000 15.0 
Cc 300,000 14.0 
D 200,000 13.0 
E 600,000 10.0 


Instructions 


a. Which of the above projects would Frank choose for investment if his objective were to maxi- 
mize his location’s ROI? 


b. Which projects increase the value of Save Some Inc.? 
c. Which projects have a negative residual income? 


Create two rankings for the projects in the order of acceptability if Frank is evaluated (1) on 
ROI and (2) on residual income. 


e. What are the components of ROI? Explain how the combination of components is useful in 
evaluating the success of business processes within a firm. 
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405 PROBLEM 25.6B Sandra Olson manages a restaurant that is part of the Eatwell Chain of restaurants popular in the 
Balanced Scorecard Southwest. Eatwell has recently adopted a balanced scorecard for the entire company. As a result, 
in a Restaurant Chain _ the restaurant managers for each individual restaurant have a set of strategic goals, measurements, 

LOG and rewards designed to motivate their employees to achieve the company’s overall goals. 


Sandra Olson has implemented the balanced scorecard throughout each part of the restaurant she 
manages. The balanced scorecard measures that specifically apply to the Kitchen are primarily related 
to business process measures and learning and growth measures. In particular, the Kitchen employees 
supervised by Olson are evaluated on efficiency measures and learning and growth measures. The 
learning and growth measures are employee absenteeism, retention, and satisfaction. Operating effi- 
ciencies are measured by time from order placement to order completion, amount of waste and spoiled 
dinners, number of returned dinners, and productivity per employee. Olson obtains a monthly cash 
bonus if she can increase the learning and growth measures and reduce inefficiencies in the operations. 

During the first year that the balanced scorecard was used at Eatwell, Olson did not earn a 
bonus for her restaurant. She has been particularly frustrated because whenever she reduces the 
time from order placement to order completion, spoiled dinners and returned dinners increase and 
employee satisfaction decreases. 

Olson decides to hire your consulting firm, Knowitall Incorporated, to help evaluate the new 
balanced scorecard performance measurement and compensation scheme. 


Instructions 


Choose a partner to round out your consulting team and write a memo to Sandra Olson that explains 
the problems she is encountering in the restaurant and, in particular, in the kitchen. In the report 
identify with bullet points the problems that she is having with the balanced scorecard system and 
provide suggestions to help remedy those problems. 


In a recent Schedule 14A filed with the SEC, the Compensation Committee of the Tootsie Roll 


ep OBtEM 25.78 board of directors furnished the information below on executive compensation. 


Management 
Compensation 
at Tootsie Roll 
Industries 


Executive Compensation Policy: The program is comprised of base salary, annual cash 
incentive bonuses, annual awards under the Company’s CAP, split-dollar insurance plans, 
and pension, profit-sharing, and excess benefit plans generally available to employees of the 
Company. The Board of Directors believes that this program will lead to increased share- 
holder value on a long-term basis. 


LOG 


Base Salary: The Board of Directors annually reviews each executive officer’s salary. The 
Board considers the following with respect to the determination of an individual executive 
officer’s base... . The Board of Directors believes that the Company’s primary competitors 
for executive talent are companies with a similar market capitalization and, accordingly, 
relies on a broad array of companies in various industries for comparative analyses. 


Annual Incentives and Other Awards: The annual CAP award and split-dollar life insur- 
ance program are principally designed to provide an incentive to executive officers to achieve 
both short-term and long-term financial and other goals, including strategic objectives. 
These programs are also designed to provide an incentive for the executive to remain with 
the Company on a long-term basis. These awards are determined by the Board of Directors 
based on the performance of the Company and the executive’s contribution to the growth and 
success of the Company. 


The Board of Directors considers both achievement of strategic objectives and finan- 
cial performance measures in determining compensation levels. The following measures of 
Company performance were considered in the determination of bonuses and awards: 

e Earnings per share 

e Increase in sales of core brands and total sales 

¢ Return on assets 

e Return on equity 

e Net earnings as a percentage of sales 

e Performance in accomplishing successful acquisitions 


¢ Compliance with the requirements of the Sarbanes-Oxley Act, including the documenta- 
tion and assessment of internal controls 


e Other strategic objectives that may be determined from time to time 


The Company has no stock options or other stock-based compensation. 
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Instructions 

In this chapter, five design choice categories for management compensation were described (long 
versus short horizon; fixed versus variable bonus; stock- versus accounting-based evaluation; 
local versus companywide orientation; and cooperative versus competitive schemes). For each of 
Tootsie Roll’s executive compensation categories listed above, identify the design choices made 
by Tootsie Roll’s board of directors in constructing that component of the company’s management 
compensation plan. 


L022 PROBLEM 25.8B In the following list, assume each transaction is independent of the others. Each of these transac- 

Performance tions occurs in a single division of Frangling International, a multidivision company. Each transac- 

SEEN eae lresrancl tion may impact capital turnover, ROI, and/or residual income. For each transaction, explain how 
ie Transaction Effects capital turnover, ROI, and/or residual income are affected (increase, decrease, or no effect). 


a. During the month of October, management decided to discontinue an advertising campaign 
that was scheduled to run throughout the holiday season because it was not affecting sales. 


b. Additional bad debts were discovered due to poor economic conditions and they were written 
off during July. 


c. During May, the division replaced the CFO at a higher salary than the predecessor. 

d. Newly purchased equipment in August increased productive capacity but had no effect on sales. 

e. During February the division raised the target rate of return from 10 percent to 12 percent 
because of an increase in the price of debt. 

f. The division’s chief information officer left the organization in March and was not replaced at 
the same salary until September. 


02 PROBLEM 25.9B Warthers Corporation produces auto parts. The company acquires other companies when they are 

ROI, Residual Income, Considered a good strategic fit. Several years ago Warthers acquired Landis Company, a supplier of 

through and Performance dashboards. Warthers decided to maintain Landis’s separate identity and therefore established the 
104 Evaluation Landis Division as one of its investment centers. 


Warthers evaluates its divisions on the basis of ROI. Management bonuses are also based on 
ROL All investments in operating assets are expected to earn a minimum required rate of return of 
15 percent. 

Landis’s ROI has ranged from 15 percent to 22 percent since it was acquired by Warthers. Dur- 
ing the past year, Landis had an investment opportunity that would have yielded an estimated rate 
of return of 18 percent. Landis’s management decided against the investment because it believed 
the investment would decrease the division’s overall ROI. 

Last year’s income statement for the Landis Division is given below. The division’s operating 
assets employed were $11,220,000 at the end of the year, which represents a 6 percent increase 
over the previous year-end balance. 


LOG 


LANDIS DIVISION 


DIVISIONAL INCOME STATEMENT 
FOR THE YEAR ENDED DECEMBER 31 


SAIES fee eee take be ee etie Hd be ede ened be eed $26,200,000 
Costolqoods'sold) 2.52.5 ee esancien aula a Ade causa Saeed 12,500,000 
GOSS: MANGIN:. bcs Re we keke be leas dade 2 Pee Hed eed 13,700,000 
Less: Operating expenses: 

Selling expenses s..¢ic..8 sre aiiaw alee bet eiiawiad vee $5,422,000 

Administrative expenses ............000 0c eee eee eee 6,278,000 11,700,000 
Net operating income .............. 00.2.2 c eee eee eee $ 2,000,000 


Instructions 
1. Compute the following performance measures for the Landis Division: 


a. ROI where the investment base is the average operating assets (based on the beginning 
of the year plus the end of the year assets) divided by two. Break ROI into both capital 
turnover and return on sales. 


b. Residual income. 
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2. Would management of the Landis Division have been more likely to accept the investment 
opportunity it had last year if residual income were used as a performance measure instead of 
ROI? Explain your answer. 

3. Warthers corporate management is reconsidering the design of its division management com- 
pensation package. Consider the five compensation design characteristics discussed in this 
chapter. Which of those design characteristics are consistent with Warthers’s current compen- 
sation arrangement (1.e., based on ROI)? How do you think the compensation package should 
be restructured? 


(CMA, adapted) 


Critical Thinking Cases 


02. CASE 25.1 Wolfe Computer manufactures computers and peripheral equipment. The following data relate to 
Business Wolfe’s Printer Division for the year just ended: 
‘res Berformance and 
104 Transfer Prices Contribution MAMGIN vse Reese ee eee eae eee ee $11,000,000 
Operating Margin: .cn040 sete eek es Seed se he Heda Bead ae ee wd ede eee 6,000,000 
108 Average total. assets <i05 sccm cdanetsaa ie sade dens ind beanies ee 50,000,000 


The Printer Division is evaluated as an investment center. Wolfe expects all of its investment cen- 
ters to earn a minimum annual return of 10 percent on average invested capital. Division managers 
receive a bonus equal to | percent of their division’s residual income. 

The Printer Division’s most popular product is a color printer called the XLC. The division has 
the capacity to manufacture 30,000 XLCs per year, at a manufacturing cost of $100 per unit. Last 
year it produced XLCs at full capacity; 25,000 of these printers were sold to independent computer 
stores for $250 per unit, and the other 5,000 were transferred to Wolfe’s Mail-Order Division, 
which sells them for $300 per unit. Transfers of inventory among units of Wolfe Computer are 
recorded in the company’s accounting records at cost. 

As Wolfe’s new controller, you are attending a planning meeting of division managers. Kay 
Green, manager of the Mail-Order Division, has asked for 15,000 XLCs in the coming year. She 
states, “Net income will increase if the Mail-Order Division sells more XLCs. After all, we get the 
highest sales price.” 

David Lee, manager of the Printer Division, replies, “Sorry, Kay, we can’t do that. Just look at 
last year—if we’d supplied you with 15,000 XLCs, we wouldn’t have made minimum ROI.” 


Instructions 

a. Compute the Printer Division’s ROI and residual income based on last year’s data. 

b. Evaluate the statements made by Green and Lee. (Show how supplying 15,000 XLCs to Mail- 
Order would have affected the Printer Division’s ROI for last year.) 

c. Offer suggestions to resolve this situation. Show how your suggestions would have affected 
the Printer Division’s results last year if they had been in effect then. 

d. Do you think that your comments in part c might raise an ethical dilemma to be resolved by 
Wolfe’s top management? If so, explain the nature of this potential problem and your per- 
sonal recommendations about how to resolve it. (Hint: Expect to hear from Lee before the 
day is over.) 


L01. CASE 25.2 Big Bertha Sub Shops has more than 150 locations in the Midwest with approximately 70 percent 

through ExPansion of Big owner operated through franchise agreements. Big Bertha evaluates its shop managers based on 

Benha cub ROI each year and those managers have the right to make menu-related decisions. Big Bertha is 
offering its locations the opportunity to add toasted sub sandwiches to their menus. 

104 The Indianapolis and Cleveland shops are among the best-managed shops among the Big Bertha 


locations. Both locations are considering adding toasted sub sandwiches to their menus. Purchase 
and installation of the necessary equipment to toast subs is $195,000 per sub shop. Additional 
profit from adding toasted subs to the menu is expected to be $33,600. The current investment 
bases in the Cleveland and Indianapolis shops are $900,000 and $1,370,000, respectively. Last 
year, the Cleveland shops’ annual revenue and expenses were $880,400 and $739,536, respec- 
tively, and the Indianapolis shops’ were $1,443,856 and $1,197,344, respectively. 
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Instructions 

a. Find the ROI for both the Cleveland and Indianapolis location for (1) last year’s results, (2) the 
toasted sub addition to the menu, and (3) assuming similar operating profit results next year 
but adding in proposed menu change. 


b. Assume that the cost of capital is 15 percent. Calculate the residual income for both the Cleve- 
land and Indianapolis locations for (1) last year’s results, (2) the toasted sub addition to the 
menu, and (3) assuming similar operating profit results next year but adding in the proposed 
menu change. 


c. Assuming the Cleveland and Indianapolis shops are owned by Big Bertha, will the managers 
choose to expand the menu to include the toasted subs? Explain. Would your answer change if 
the two shops were independently franchised units with independent owners? 


To obtain a better understanding of economic value added, visit the Web site that outlines the EVA 
philosophy of Stern Stewart & Company at: 


www.valuebasedmanagement.net/methods_eva.html 


In the center of the page find information about usage of the EVA method. List at least four uses of 
EVA in a company and explain each one. 


To understand Tootsie Roll Industries’s incentive compensation design, access Tootsie Roll 
Industries’s SEC filings at: 


http://sec.gov/edgar/searchadgar/companysearch.html 


Type Tootsie Roll (or its ticker symbol TR) in the company name search space. When the list of 
SEC filings comes into view, access: form DEF 14A, the proxy statement dated 3/26/2010. 


Instructions 

a. From the “Summary Compensation Table” on page 16 of the proxy statement, identify the 
company positions that are eligible for management incentive compensation. What is the ratio 
of the bonus to the actual salary for each management position in 2009? 


b. Pages 11 through 14 of the proxy statement provide detailed information about the incentive 
compensation program. What are the overall objectives of the program? 


c. What type of compensation does the program cover? 


What measures of company performance were considered in the determination of 2009 
bonuses and awards? 


Internet sites are time and date sensitive. It is the purpose of these exercises to have you explore 
the Internet. You may need to use the Yahoo! search engine http://www.yahoo.com (or another 
favorite search engine) to find a company’s current Web address. 


Unions and other shareholder groups will blast boardrooms with pay proposals during coming 
years, hoping to support the Securities and Exchange Commission’s push to unmask executive 
pay, perks, and pension benefits. In particular, some individuals like Henry McKinnell, chairman 
and CEO of Pfizer Company, are front and center. Recent pay studies say he has the fattest retire- 
ment package among sitting CEOs of companies in the Standard & Poor’s 500 stock list. Estimates 
suggest that McKinnell, who retired in 2008, gets $6.5 million a year for life. Contrast that with 
McKinnell’s 2006 salary of $2.3 million and Pfizer’s simultaneous sluggish performance, and 
some labor activists see a problem. Other big investors are restless, too. As of early 2006, Pfizer’s 
stock is down 46 percent since McKinnell became CEO several years ago, compared with the 
27 percent slide in the Amex drug index. That has led several investors to question the $4 million 
cash bonus McKinnell got in 2005. Is this really merit pay for performance? 


3 Based on Amy Borrus and Amy Barrett, “Not Your Ordinary Gold Watch,” BusinessWeek 3970 (February 6, 
2006), p. 40. 
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Instructions 

a. Why do you think the Pfizer board awarded a $4 million cash bonus to the company’s 
chairman, Henry McKinnell, even though Pfizer’s performance, a 46 percent stock price 
decline, was below the industry average decline of 27 percent? 


b. Do you believe performance-based executive compensation can create ethically inappropriate 
incentives for managers? Explain why or why not. 


Answers to Self-Test Questions 
bse Me Che 3. d 4. c Sec 


Utease Corporation 


Utease Corporation has many production plants across the midwestern United States. A newly 
opened plant, the Bellingham plant, produces and sells one product. The plant is treated, for 
responsibility accounting purposes, as a profit center. The unit standard costs for a production 
unit, with overhead applied based on direct labor hours, are as follows: 


Manufacturing costs (per unit based on expected activity of 24,000 units or 36,000 direct labor 


hours): 
Direct materials (2 pounds at $20) ...... 0... cece ee eee $ 40.00 
Direct labor (1.5 hours at $90)... 0.0... cece eee ees 135.00 
Variable overhead (1.5 hours at $20)... 0.2... c cece eee 30.00 
Fixed overhead (1.5 hours at $30)... 2.0... cece 45.00 
standard :cost peruUnit....cceveuspedes een ach es eedd ane ave nee ee eG $250.00 


Budgeted selling and administrative costs: 
Valiable ints ct etd tide bbe eemd eae lad hb Rete t ete da dhe $5 per unit 
FNC oe cise eadae te Gh stecanene stad sateonpalendidte ile atmceateacad ar dane bd upplen dane Sbcete take ant eompachts $1,800,000 


Expected sales activity: 20,000 units at $425.00 per unit 
Desired ending inventories: 10% of sales 


Assume this is the first year of operations for the Bellingham plant. During the year, the 
company had the following activity: 


MD MIES*PROGUCOC 2.2.5 v5 sen crak dS ele cancuistengcey ann, erm Soa) aut a aig aeadde caaes ghee as 23,000 
UnitsSOld 2.22ceee WS Gears Sees Gee OO Arto lee. Be Bea edeapaneew fo hee Guarda Bee dbs 21,500 
Mit S\MIAG PCO i erg usce wise wena og 2 eet adeg nessa S)Slfene, Aoi elds weatabiesbood sm anette $420 
Direct labor hours worked. ......... 0.00 cece eee eee ene eee 34,000 
Direct labor CostS 2... 0... eee nent e eee ene $3,094,000 
Direct materials purchased.............0 000: c cece eee eee 50,000 pounds 
Direct materials:costs:. 20.606. 2c ecsndek dah oe deena ana dad daa eee $1,000,000 
Direct materials USed .. 1.6... 2. eee eee 50,000 pounds 
Actual fixed overhead... 1... ccc ene n ee neens $1,080,000 
Actual variable overhead ........ 0... $620,000 


Actual selling and administrative costs....................0.0.00000. $2,000,000 


In addition, all over- or underapplied overhead and all product cost variances are adjusted to 
cost of goods sold. 


Instructions 


a. Prepare a production budget for the coming year based on the available standards, 
expected sales, and desired ending inventories. 


b. Prepare a budgeted responsibility income statement for the Bellingham plant for 
the coming year. 


c. Find the direct labor variances. Indicate if they are favorable or unfavorable and why 
they would be considered as such. 


Find the direct materials variances (materials price variance and quantity variance). 


Comprehensive Problem 6 
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Find the total over- or underapplied (both fixed and variable) overhead. Would cost of goods 
sold be a larger or smaller expense item after the adjustment for over- or underapplied overhead? 
Calculate the actual plant operating profit for the year. 

Use a flexible budget to explain the difference between the budgeted operating profit and the 
actual operating profit for the Bellingham plant for its first year of operations. What part of the 
difference do you believe is the plant manager’s responsibility? 

Assume Utease Corporation is planning to change its evaluation of business operations in all 
plants from the profit center format to the investment center format. If the average invested 
capital at the Bellingham plant is $8,950,000, compute the return on investment (ROI) for the 
first year of operations. Use the DuPont method of evaluation to compute the return on sales 
(ROS) and capital turnover (CT) for the plant. 

Assume that under the investment center evaluation plan the plant manager will be awarded 
a bonus based on ROI. If the manager has the opportunity in the coming year to invest in 
new equipment for $500,000 that will generate incremental earnings of $75,000 per year, 
would the manager undertake the project? Why or why not? What other evaluation tools could 
Utease use for its plants that might be better? 


The chief financial officer of Utease Corporation wants to include a charge in each investment 
center’s income statement for corporatewide administrative expenses. Should the Bellingham 
plant manager’s annual bonus be based on plant ROI after deducting the corporatewide admin- 
istrative fee? Why or why not? 
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AFTER STUDYING THIS CHAPTER, YOU 
SHOULD BE ABLE TO: 


Explain the nature of capital investment 
decisions. 


Identify nonfinancial factors in capital 
investment decisions. 


Evaluate capital investment proposals using 
(a) payback period, (b) return on investment, 
and (c) discounted cash flows. 


Discuss the relationship between net present 
value and an investor’s required rate of 
return. 


Explain the behavioral issues involved in 
Capital budgeting and identify how companies 
try to control the capital budgeting process. 


GENERAL ELECTRIC COMPANY 


traces its beginnings to Thomas A. Edison, who established 
in 1878. In 1892, amanager of 

and created 

currently operates in more than 100 countries, employs about 
300,000 people worldwide, and is one of the most admired companies in the 
world for its innovativeness, sustainability leadership, and ethical reputation. 
Currently, has new initiatives under way focused on developing 
countries. The idea is to take the needs of consumers in developing countries 
as a starting point for innovation and work backward. The initiatives have 
been dubbed “reverse innovation.” Other terms are “frugal” or “constraint- 
based” innovation. Frugal innovation is not just about redesigning products; 
it involves rethinking entire production processes and business models. 
Companies need to squeeze costs so they can reach many more customers, 
and accept thin profit margins to gain volume. In order to bring these frugal 
innovations to market, companies like use a process of careful planning 


called capital budgeting. = 
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Capital Investment Decisions 


One of the greatest challenges managers face is making capital investment decisions. The 
term capital investment refers broadly to large expenditures made to purchase plant assets, 
develop new product lines, or acquire subsidiary companies. Such decisions commit financial 
resources for large periods of time and are difficult, if not impossible, to reverse once the 
funds are invested. Thus, companies stand to benefit from good capital investments (or suffer 
from poor ones) for many years. 

The process of evaluating and prioritizing capital investment opportunities is called capi- 
tal budgeting. Capital budgeting relies heavily on estimates of future operating results. These 
estimates often involve a considerable degree of uncertainty and should be evaluated accord- 
ingly. In addition, many nonfinancial factors are taken into consideration. 


FINANCIAL AND NONFINANCIAL CONSIDERATIONS 


Perhaps the most important financial consideration in capital budgeting is the expected effects 
on future cash flows and future profitability. But in some cases, nonfinancial considerations 
are the deciding factor. 

Exhibit 26-1 provides a few examples of capital investment proposals in which nonfinan- 
cial factors may be the primary consideration. 


Pollution control system s Environmental concerns 
Corporate image 


New factory lighting > \ Better working conditions 
: gets Product quality 


Employee health club | Gabe pote: 
| Healthier employees 


We will now address three widely used methods of evaluating the financial aspects of 
capital investment proposals: payback period, return on average investment, and discounting 
future cash flows. 


EVALUATING CAPITAL INVESTMENT 
PROPOSALS: AN ILLUSTRATION 


To illustrate the application of capital budgeting techniques, we will evaluate two investments 
being considered by the Maine LobStars (commonly referred to as the Stars), a minor league 
baseball team from Portland, Maine. The first involves the purchase of 10 vending machines 
for the team’s Portland stadium. The second involves the purchase of a new bus to replace the 
one currently in use. 

The Stars’ stadium currently has no concession stand for preparing and selling food during 
games. Steve Wilson, the team’s owner, has received several bids for constructing a conces- 
sion stand under the stadium bleachers. The low bid of $150,000 includes a 1,000-square-foot 
cement block building, equipped with cash registers, deep fryers, a grill, soda machines, and a 
walk-in freezer and cooler. Unfortunately, the most that the struggling organization is willing 
to invest for this purpose is $75,000. 


Capital Investment Decisions 


Wilson recently received an alternative proposal from VendiCorp International. Vendi- 
Corp sells vending machines that dispense hot and cold sandwiches and drinks. The company 
has offered to sell 10 vending machines to the Stars for $75,000 ($7,500 each). While the 
machines are in use, VendiCorp is responsible for keeping them stocked with sandwiches and 
drinks. At the end of a five-year estimated life, VendiCorp will repurchase the machines for 
$5,000 ($500 each). VendiCorp will also provide the Stars with an insurance and maintenance 
contract costing $3,000 per year. 

Estimates provided by VendiCorp indicate that the 10 machines will take in $1,875 per ball 
game. The Stars play 45 home games each season. Thus, the machines have the potential to 
generate annual revenue of $84,375 ($1,875 per game X 45 games). Of this amount, Vendi- 
Corp is to receive $50,625, representing the cost of goods sold (60 percent of sales). The Stars 
are required to reimburse VendiCorp only for those items that sell. As shown in Exhibit 26-2, 
the machines are expected to increase the Stars’s net income by $10,000 per year. 


Estimated Increases in Annual Revenue and Expenses from Vending Machines 


Increase in annual revenue from investment ...............0000 cee eee eee $84,375 
Less: Cost of goods sold (60% of sales paid to VendiCorp) ..............-..- 50,625 
Increase in annual gross profit (40% of sales) ...................0.0-00000. $33,750 
Less: Cost of maintenance & insurance contract ...............-.. $ 3,000 

Depreciation [($75,000 — $5,000) + 5 years]................ 14,000 

Increase in utilities & miscellaneous costs .................- 350 17,350 
Increase in annual pretax operating income from investment ...............-. $16,400 
Less: Additional income taxes (approximately 39%) ..............0.0.00005. 6,400 
Increase in annual net income from investment ...........-..0000 eee eee eee $10,000 


Most capital budgeting techniques involve analysis of the annual net cash flows pertain- 
ing to an investment. Annual net cash flows refer to the excess of cash receipts over cash 
disbursements in a given year. We may assume in our example that all of the vending machine 
revenue is received in cash, and that all expenses (other than depreciation) are immediately 
paid in cash. In other words, the only difference between net income and net cash flows relates 
to depreciation expense. 

The annual net cash flows expected to be generated by the vending machines are $24,000, 
determined as follows: 


Increase in annual net income from investment ................00000e eee uee $10,000 
AnnualidepreciationiexPEnSe = 22 seers scene se yee eau tacos se ences acse ta sues 14,000 
Annual net cash flows from investment .......... 0.00000 cee eee ee eee $24,000 


This computation reflects the fact that depreciation is a noncash expense. Because depre- 
ciation expense decreases annual net income from an investment, it must be added back to 
annual net income to find the annual net cash flows. 

In our example, the vending machines are expected to increase both net income and 
net cash flows. But the real question is whether these increases are adequate to justify the 
required investment. We will attempt to answer this question using three different capital 
budgeting techniques. 


PAYBACK PERIOD 


The payback period is the length of time necessary to recover the entire cost of an investment 

from the resulting annual net cash flows. In our example, the payback period is computed as 
follows: 

Amount to Be Invested _ $75,000 

Estimated Annual Net Cash Flows — $24,000 


= 3.125 years 
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In the selection among alternative investment opportunities, a short payback period is con- 
sidered desirable because the more quickly an investment’s cost is recovered, the sooner the 
funds may be put to other use. A short payback period also reduces the risk that changes in 
economic conditions will prevent full recovery of an investment. 

However, the payback period should never be the only factor considered in a major capital 
budgeting decision because it ignores two important issues. First, it ignores the total profit- 
ability and cash flows anticipated over the entire life of an investment (in this case, five years). 
Second, it ignores the timing of the future cash flows. We will address this issue in greater 
depth later in the chapter. 


RETURN ON AVERAGE INVESTMENT 


The return on average investment (ROD) is the average annual net income from an invest- 
ment expressed as a percentage of the average amount invested.! The Stars will initially have 
to invest $75,000 to purchase 10 new vending machines. However, each year depreciation 
expense will reduce the carrying value of these machines by a total of $14,000. Because the 
annual net cash flow is expected to exceed net income by this amount, we may view deprecia- 
tion expense as providing for the recovery of the amount originally invested. The amount that 
the Stars will have invested in the equipment at any given time is represented by the carrying 
value of the vending machines (their cost less accumulated depreciation). 

When straight-line depreciation is used, the carrying value of an asset decreases uniformly 
over the asset’s life. Thus, the average carrying value over the life of an asset is equal to the 
amount halfway between its original cost and its salvage value. If the salvage value is zero, the 
average carrying value (or average investment) is simply one-half of the asset’s original cost. 

Mathematically, the average amount invested over the life of an asset may be determined 
as follows: 


Original Cost + Salvage Value 
2 


Thus, over the life of the 10 new vending machines, the Stars will have an average investment 
of ($75,000 + $5,000) + 2, or $40,000. We may compute the expected return on average 
investment as follows: 


Average Estimated Net Income _ $10,000 
Average Investment ~ $40,000 


In deciding whether 25 percent is a satisfactory rate of return, Wilson should consider such 
factors as the reliability of VendiCorp’s forecasts of income and cash flows, the return avail- 
able from other investment opportunities, and the Stars’ cost of capital.* In comparing alterna- 
tive investment opportunities, managers prefer the one with the lowest risk, the highest rate of 
return, and the shortest payback period. 

The concept of return on investment shares a common weakness with the payback method. 
It fails to consider that the present value of an investment depends on the timing of its future 
cash flows. Cash flows received late in the life of an investment, for example, are of less value 
to an investor today than cash flows of equal amount received early in the life of an invest- 
ment. The return on investment computation simply ignores the question of whether cash 
receipts will occur early or late in the life of an investment. It also fails to consider whether 
the purchase price of the investment must be paid in advance or in installments stretching over 
a period of years. Discounting future cash flows is a technique that does take into account 
cash flow timing issues. 


Average Invesment = 


= 25% 


'In Chapter 25, ROI is defined as operating income divided by average investment. Operating income rather 
than net income is frequently used in ROI calculations designed to evaluate historical performance. Because 
interest on the investment and taxes are not controlled by the manager being evaluated, they are not included in 
the ROI calculations. However, when future investment performance is being evaluated, all related cash flows 
(including nonoperating interest and tax items) must be considered. 


> A firm’s cost of capital refers to the cost of financing investments. In situations where an investment is 
entirely financed with debt, the cost of capital is the interest rate paid by the firm on borrowed funds. For 
investments that are financed all or in part with equity, the computation is more complex. Approaches for 
determining a firm’s cost of capital are addressed in a corporate finance course. 
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DISCOUNTING FUTURE CASH FLOWS 


As explained in earlier chapters, the present value of a future cash flow is the amount that a 
knowledgeable investor would pay today for the right to receive that future amount. Arriving 
at a present value figure depends on (1) the amount of the future cash flow, (2) the length of 
time that the investor must wait to receive the cash flow, and (3) the rate of return required by 
the investor. Discounting is the process by which the present value of cash flows (referred to 
as the discounted cash flows) is determined. 

The use of present value tables to discount future cash flows is demonstrated in Appendix 
B (at the end of this text). Those who are not familiar with the concept of present value or with 
present value tables should read the appendix before continuing with this chapter. 

For your convenience, the two present value tables presented in the appendix are repeated 
in this chapter. Exhibit 26-3 shows the present value of a single lump-sum payment of $1 


Present Value of $1 Due in n Periods* 


ota Discount Rate 
(n) 1% 112% 5% 6% 8% 10% 12% 15% 20% 
il .990 .985 .952 .943 .926 -909 .893 .870 .833 
2 .980 .971 .907 .890 .857 .826 .197 .756 .694 
3 .971 .956 .864 .840 194 TAS) 712 .658 579 
4 .961 .942 823 792 The}5) .683 .636 572 .482 
5) .951 .928 .184 147 .681 .621 .567 497 .402 
6 .942 915 .746 F705) .630 564 .507 432 BS) 
ie 933 .901 a 111 .665 583 ESI 452 .376 279 
8 923 .888 .677 .627 .540 .467 .404 327 .233 
9 .914 .875 .645 592 -500 .424 .361 .284 .194 
10 .905 .862 .614 558 463 .386 .322 .247 .162 
20 .820 742 SIT Foil 215 149 .104 .061 .026 
24 .788 .700 .310 .247 .158 .102 .066 .035 .013 
36 .699 .585 clas} IZ .063 EOS2 FO, .007 .001 


*The present value of $1 is computed by the formula p = 1/(1 + i)", where pis the present value of $1, jis the discount rate, and 
nis the number of periods until the future cash flow will occur. Amounts in this table have been rounded to three decimal places 
and are shown for a limited number of periods and discount rates. Many calculators are programmed to use this formula and can 
compute present values when the future amount is entered along with values for / and n. 


Present Value of $1 to Be Received Periodically for n Periods 


sis ia Discount Rate 
(n) 1% 1%2% 5% 6% 8% 10% 12% 15% 20% 
1 0.990 0.985 0.952 0.943 0.926 0.909 0.893 0.870 0.833 
2 1.970 1.956 1.859 1.833 1.783 1.736 1.690 1.626 1.528 
3 2.941 2.912 2.723 2.673 Pisiei Paks ploy Pryerste) 2). |(0fs) 
4 3.902 3.854 3.546 3.465 Sele Clo) Sosy Aisles Leyehs) 
5 4.853 4.783 4.329 4.212 3998 Os79il a OUD G02 ae O9l 
6 5.795 5.697 5.076 4.917 aise) absieys) Zbalil eh 7Asval ehieyeis) 
i 6.728 6.598 5.786 5.582 5.206 4.868 4.564 4.160 3.605 
8 7.652 7.486 6.463 6.210 Bia fysiels ab@yers)  abalely¢ seek i7/ 
9 8.566 8.361 7.108 6.802 Gee Se) Sees) abe alLoleh| 
10 9.471 9.222 7.722 7.360 6.710 6.145 5.650 5.019 4.192 


20 18.046 17.169 12.462 11.470 9.818 8.514 7.469 6.259 4.870 
21.243 20.030 13.799 12.550 10.529 8.985 7.784 6.434 4.937 
30.108 27.661 16.547 14.621 11.717 9.677 8.192 6.623 4.993 
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to be received in n periods (years) in the future. Exhibit 26-4 shows the present value of 
a $1 annuity—that is, $1 to be received each year for n consecutive years. For illustrative 
purposes, both tables have been kept short. They include only selected discount rates and 
only extend for a limited number of periods. However, they contain the appropriate rates and 
periods for all of the problem material in this chapter. 

The discount rate may be viewed as an investor’s required rate of return. The present 
value of an investment’s future cash flows is the maximum amount that an investor should be 
willing to pay for the investment and still expect to earn the required rate of return. Therefore, 
an investment is considered desirable when its cost is less than the present value of its future 
cash flows. In such cases, the expected rate of return exceeds the rate of return required by the 
investor. Conversely, when the cost of an investment exceeds the present value of its future 
cash flows, its expected return is /ess than that required by the investor. 

The higher the discount rate being used, the lower the resulting present value figure will be. It 
follows that, the higher the required rate of return for a particular investment, the /ess an inves- 
tor will be willing to pay for the investment. The appropriate discount rate (or required rate of 
return) for determining the present value of a specific investment depends on the nature 
of the investment, the alternative investment opportunities available, and the investor’s cost 
of capital. 

The required rate of return is adjusted in many companies for a variety of strategic reasons. 
For example, management may allow a lower required rate of return when there is a strategic 
necessity to penetrate a new market or to acquire new technology. Also, for certain capital 
expenditures, such as new technology, estimating the cash flows and the timing of those cash 
flows can be extremely difficult. Managers know that establishing a high required rate of 
return will place projects with higher cash flows occurring in the more distant future at a dis- 
advantage. Using a high discount rate for projects where high net cash flows are not received 
until several years in the future will result in low net present values. 

Let us now apply the concept of discounting cash flows to our example. We shall assume 
that the Stars require a /5 percent annual rate of return on all capital investments. As shown 
in Exhibit 26-5, the 10 vending machines are expected to generate annual net cash inflows of 
$24,000 for five years. Exhibit 26—4 shows that the present value of $1 to be received annu- 
ally for five years, discounted at 15 percent, is 3.352. Therefore, the present value of $24,000 
received annually for five years is $24,000 X 3.352, or $80,448. Notice in Exhibit 26—5 that, 
even though the total annual cash inflows are $120,000, their present value is only $80,448. 

In addition to these annual cash flows, Wilson expects that VendiCorp will repurchase the 
machines from the Stars at the end of five years for $5,000 (their salvage value). Referring to 
Exhibit 26-3, we see that the present value of $1 to be received in five years, discounted at 
15 percent, is .497. Thus, the present value of $5,000 to be received at the end of five years 


PRESENT VALUE OF CASH FLOWS FOR VENDICORP 


Present value of Sum of annual 
annual cash +————_ DISCOUNTING ———————————__ cash inflows = 
inflows = $80,448 $120,000 


Initial cash 
outflow = 
$75,000 
TIME ——> 
Present value Year 5 salvage 
of Year 5 inflow > DISCOUNTING ———__ inflow = $5,000 


= $2,485 
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is $5,000 X .497, or $2,485. Using the information in Exhibit 26-5, we may now analyze the 
proposal to invest in the 10 vending machines in the following manner: 


Present value of expected annual cash flows ($24,000 x 3.352) ............... $80,448 
Present value of proceeds from disposal ($5,000 X .497) ...........0.-00e ee 2,485 
Total present value of investment’s future cash flows....................00-. $82,933 
Cost of investment (payable in advance) .............- 2. cece eee eee 75,000 
Net present value of proposed investment ..........-.0-.00 cece eee eee eee $ 7,933 


This analysis indicates that the present value of the vending machines’ future cash flows, 
discounted at a rate of 15 percent, amounts to $82,933. This is the maximum amount that 
the Stars could invest in these machines and still expect to earn the required annual return of 
15 percent. As the actual cost of the investment is only $75,000, the machines have the poten- 
tial to earn a rate of return in excess of 15 percent. 

The net present value of VendiCorp’s proposal is the difference between the total present 
value of the net cash flows and the cost of the investment. If the net present value is equal to 
zero, the rate of return is equal to the discount rate. A positive net present value means that the 
investment is expected to provide a rate of return greater than the discount rate, whereas a 
negative net present value means that the investment is likely to yield a return /ess than the 
discount rate. In financial terms, proposals with a positive net present value are considered 
acceptable and those with a negative net present value are viewed as unacceptable. These 
relationships are summarized in Exhibit 26-6. 


Net Present Value (NPV) Interpretation Action 
NPV > Zero Return exceeds the discount rate. Accept 
NPV = Zero Return is equal to the discount rate. Accept 
NPV < Zero Return is less than the discount rate. Reject 


On the basis of our cash flow analysis, purchase of the vending machines appears to be an 
acceptable proposal. However, there are numerous nonfinancial issues that might be consid- 
ered before making a decision based purely on the numbers. 

For instance, all of the revenue and expense estimates used in determining these financial 
measures were supplied by VendiCorp. It is entirely possible that these estimates may be 
overly optimistic. Furthermore, Wilson knows nothing about VendiCorp’s business reputa- 
tion. What assurances does he have that VendiCorp will honor its agreement to stock the 
machines with fresh merchandise before each game, maintain the machines when they break 
down, and repurchase the machines for $5,000 at the end of five years? Has Wilson obtained 
bids from other suppliers of vending machines? Or has he considered an arrangement with 
an outside catering service to provide concessions at the Stars’ home ball games? Finally, 
perhaps there are unrelated investment opportunities to consider, such as investing in a new 
pitching machine, team uniforms, or new stadium seats. 


You as a Chief Financial Officer 


You are attending your first meeting with the management team for the Maine LobStars. 
Your job is to discuss planned capital budgeting projects to get management's approval. 
Management, including the owner, Steve Wilson, is accustomed to looking at payback 
period and return on average assets. However, you have also prepared net present value 
information for management's review. Steve Wilson complains that the net present value 
information is redundant and unnecessary. How will you respond? 


(See our comments on the Online Learning Center Web site.) 
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REPLACING ASSETS 


Many capital investment decisions involve the possible replacement of existing assets. Such 
decisions involve several decision-making techniques, including identifying relevant infor- 
mation, incremental analysis, and discounting future cash flows. Careful consideration also 
should be given to the income tax effects of the decision and to nonfinancial factors. 


Data for an Illustration To illustrate, assume the Maine LobStars own an old bus that 

transports the team from game to game. This old bus guzzles gas, frequently needs repair, has no 

air conditioning, and is cramped and uncomfortable. An opportunity arises to purchase another bus 

that, although used, is larger, in better condition, has air conditioning, and is more fuel efficient. 
The financial data in Exhibit 26—7 relate to this capital investment proposal. 


GOSHOTMEWIEDUS enestcrrcey ceeaeeeces seca races ores eac en aesrreuces eeu ener eaiceeseracoreeecpe seca ce ere ersyses $65,000 
BooksvaluierotiexistingibUst siepcvavctsecr cae oid seen aanet a teense nun epetennc rene satepena tens 25,000 
CUI S235 VEIN OF CMING) NUS aaonnnocaneacnnannonpocasanasnoagnoagna 10,000 
Estimated annual operating costs (gas, repairs, insurance): 
NG Wi DUS eu ceccars pace he ees vocee tare auc vee ce seapetgey Sura cets ctr Geile ensue vaensiiale Usher cuseun Suse SSS 18,000 
EXiStimQ} US eerste cccrscyte scene fate tae Sree ee arava oanee tne aunt ogee Scere eas ee 30,000 


We will make a simplifying assumption that both buses have a remaining useful life of five 
years, with no salvage value. 

Notice that the old bus has a book value of $25,000, but a current sales value of only 
$10,000. At first glance, the resulting $/5,000 loss upon disposal appears to be an argument 
against replacing the old bus. But the cost of the old bus is a sunk cost and therefore is not 
relevant to the decision. 

The current book value of the old bus is merely what remains of this sunk cost. If the old 
bus is sold, its book value is offset against the sale proceeds. But if the old bus is kept, its book 
value will be recognized as depreciation expense over the next five years. The Stars cannot 
avoid recognizing this cost as expense (or loss) regardless of which decision is made. From a 
present-value standpoint, there actually is some benefit to recognizing this sunk cost as a loss 
in the current period because the related income tax deduction will occur now, rather than over 
the remaining life of the bus. 

In deciding whether to replace the old bus, the Stars should determine the present value of the 
incremental net cash flows resulting from this action. This present value may be compared with 
the cost of the new bus to determine whether the proposal will provide the required rate of return. 


Determining the Present Value of Incremental Cash Flows To compute 
the incremental annual cash flows from acquiring the new bus, we must consider both the 
annual savings in operating costs and the difference in annual income taxes. The Stars’s annual 
income tax expense will be affected by purchasing the new bus because of the difference in 
annual operating expenses and in the annual deductions for depreciation. (To simplify our 
computations, we will assume the Stars use straight-line depreciation for tax purposes.) 

The data in Exhibit 26-7 show that the new bus is expected to produce a $12,000 annual sav- 
ings in operating costs. However, annual depreciation on the new bus will be $13,000 ($65,000 + 
5 years), whereas annual depreciation on the old bus is only $5,000 ($25,000 + 5 years). This 
$8,000 increase in depreciation expense means that purchasing the new bus will increase tax- 
able income by $4,000 per year ($12,000 annual cost savings, less $8,000 in additional depre- 
ciation expense). Assuming a tax rate of 40 percent, purchase of the new bus will increase 
annual income tax expense by $1,600 ($4,000 X 40%). Thus, the incremental annual net cash 
flows from purchasing the new bus amount to $/0,400 ($12,000 savings in operating costs, less 
$1,600 in additional income taxes). Exhibit 26-8 shows the declining present value of each 
year’s annual net cash savings in operating costs if the new bus is purchased. 

The Stars require a 15 percent return on capital investments. Referring to the annuity table 
in Exhibit 26-4, we see that the present value of $1 received annually for five years is 3.352. 
Therefore, the $10,400 received annually for five years, discounted at 15 percent, has a present 
value of $34,861 ($10,400 X 3.352). In addition to the present value of the annual cash flows, 
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Exhibit 26-8 DECLINING PRESENT VALUES OF THE ANNUAL COST SAVINGS FROM THE NEW LOBSTARS BUS 
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however, we should consider two other factors: the $10,000 sale proceeds from the old bus, 
and the tax savings resulting from the loss on disposal. 

The $10,000 proceeds from the sale will be received immediately and, therefore, have 
a present value of $70,000. The $15,000 loss on disposal results in a $6,000 tax savings at 
the end of the first year ($15,000 < 40%). The present value of $6,000 one year hence, dis- 
counted at 15 percent, is $5,220 ($6,000 X .870), as determined from Exhibit 26-3. 


Summary of Financial Considerations We now can determine the net present 
value of this proposal as follows: 


Present value of incremental annual cash flows...........-...0:00 eee eeee $ 34,861 
Present value of proceeds from sale of old bus ................20000 eee 10,000 
Present value of tax savings from loss on disposal .....................-.. 5,220 
Motalipresent val Uewes essere su eases erates cy wreweaeier seat nas tout cen vieeteeens erect artes $50,081 
essHCostolimewiDUSie sere yee ae eee ene i ven eee re 65,000 
NetpresentiVallieo yee ma sccm qe cere cite ict ie ene eiey crn seme ee eve eee $(14,919) 


This proposal fails to provide the Stars with its required minimum return on capital invest- 
ments of 15 percent. (Question: What is the most that the Stars could pay for the new 
bus and earn a 15 percent return? Answer: $50,081, the present value of the cash flows, 
discounted at 15 percent.) 


YOUR TURN | 


Assume you manage transportation for the LobStars. You have just seen the pro- 
posal for acquiring the new bus with its accompanying financial figures. You know that 
the operating costs for the new bus will not be $18,000 per year but will more likely 
be $8,000, $12,000, $20,000, $24,000, and $26,000 for years 1 through 5, respec- 
tively. Do you have an ethical responsibility to mention this fact, given that operating 
costs average $18,000 over five years [($8,000 + $12,000 + $20,000 + $24,000 + 
$26,000) + 5 = $18,000]? 


(See our comments on the Online Learning Center Web site.) 


Year 5 


1124 


Learning Objective 


LO5 


Explain the behavioral 
issues involved in capital 
budgeting and identify how 
companies try to control the 
capital budgeting process. 
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Nonfinancial Considerations Just because a capital investment proposal fails to 
provide the desired rate of return does not necessarily mean that it should be rejected. In 
Exhibit 26-1 at the beginning of this chapter we identified several types of capital invest- 
ments likely to provide little or no financial return, but which management may consider 
worthwhile for other reasons. 

Should the Stars buy the new bus? Probably so. Yes, they have to pay about $15,000 
more than a price that provides the desired 15 percent return. But on the other hand, the 
team will travel in greater comfort and with greater reliability for a period of five years. 
(What would be the opportunity cost of missing a ball game because the old bus breaks 
down?) Actually, $15,000 seems a small price to pay for the nonfinancial benefits that the 
new bus is likely to provide. 

Finally, has the team considered all of the available options? Surely, this isn’t the only used 
bus for sale. And what would be the cost of chartering bus service, rather than owning their 
own bus? 


INTERNATIONAL 


International factors can be important considerations 
in capital budgeting. For example, when McDonald’s 
Corporation invested in Brazil and Russia it had to stra- 
tegically invest in the infrastructure to make its restaurants 
successful. Management explained the impact of these 
needed investments as not surprising when the returns 
in emerging markets proved to be lower than in estab- 
lished markets. The substantial infrastructure investment 
required to support restaurant growth is higher in less- 
developed countries. 


© The McGraw-Hill Companies, Inc./Barry Barker, photographer/DAL 


BEHAVIORAL CONSIDERATIONS IN CAPITAL BUDGETING 


The accuracy of capital budgets is critically dependent on cash flows and project life-span 
estimates. However, the estimates created by employees involved in capital budgeting need 
careful consideration for two reasons. First, because the results of the capital budgeting pro- 
cess have serious implications for employees, their estimates may be overly pessimistic or 
optimistic. Second, capital budgeting involves estimates from many sources within and out- 
side of the company; thus, there are many opportunities for errors to creep into the process. 

Pessimistic or optimistic estimates arise because employees are frequently evaluated on 
outcomes that clearly depend on the amount and type of capital investments the company 
chooses. For example, the manager of a profit center is likely to be paid a bonus based on the 
center’s profits each quarter. Assume the profit center’s profitability depends on the efficiency 
of currently operating equipment. In providing data for a capital investment proposal for new 
equipment, that profit center manager may be overly optimistic about the efficiency of the 
new equipment and overly pessimistic about the projected efficiency of the current equipment 
in order to persuade management to acquire new equipment. 

Because choices among capital budgeting proposals determine future directions of the 
firm, careful evaluation and aggregation of data are critical. Most capital budgeting proposals 
require input from a variety of different individuals. For example, in the case of the LobStars 
bus decision, estimates of the sales prices of the new and old buses, the operating expenses 
of the new and old buses, and the life spans of the new and old buses are likely to come from 
various sources. Operating expense information may come from the accountant, sales prices 
for old and new buses may be gathered from outside of the organization, and the lifespan 
estimates may come from the bus mechanic. The reliability of these estimates can be a critical 
factor in the final choices made among capital budget proposals. 
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Companies establish internal controls for the capital budgeting process to help guard 
against overly optimistic or pessimistic estimates and aggregation errors. Many companies 
use routing forms that require all upper-level managers to sign off on large capital budgeting 
proposals. A finance department’s expertise is used to review and complete analyses about the 
accuracy of estimates. The largest strategic capital investments ordinarily require approval by 
the board of directors. 

In addition, many companies track capital budget projects as they are implemented. 
Managers compare the projected expenditures with the actual installation and operating costs 
to identify weaknesses in their planning processes. Capital budget planners, who know that 
a capital budget audit will be undertaken, will be less likely to be overly optimistic or pes- 
simistic about their estimates. Just as you are careful about planning your expenditures from 
your checking account because you know the bank audits your balance, capital budget plan- 
ners are more careful when they know an audit of their proposed investment expenditures will 
be undertaken. 


Concluding Remarks 


We now have discussed three methods of evaluating the financial aspects of capital invest- 
ment opportunities. The financial consequences of capital investments are relevant—even if 
the business has little choice but to make the expenditure. 

You probably noticed how income taxes complicated our analysis of decisions about 
replacing assets. Income taxes do complicate business decisions—and in many situations, it is 
tax considerations that dictate the appropriate course of action. We urge all financial decision 
makers always to consider the tax consequences of their actions. 

Don’t forget that nonfinancial considerations drive many business decisions. Businesses 
must operate in a socially responsible manner, which often involves a sacrifice of profitability— 
especially in the short term. Remember also the concept of opportunity costs. There often is a 


better alternative awaiting discovery by those who are perceptive, innovative, and persistent. 


Throughout this text we have emphasized the growing 
importance of ethics, fraud, and corporate governance to the 
practice of accounting and the business community. In this 
final commentary, we discuss recent developments in these 
three areas. 

Most corporations now have codes of business conduct and 
ethics that they expect all employees to follow. In fact, public 
companies whose stock is traded on the New York Stock 
Exchange or on NASDAQ are required to maintain a code 
of business conduct and ethics. Moreover, many companies 
provide training related to their code of conduct and ethics 
and require employees to certify in writing on a yearly basis 
that they are in compliance with the code. In addition, as 
discussed earlier in the text, public companies are required 
to maintain “whistle-blower hotlines” that enable employees 
to anonymously report to the audit committee their concerns 
related to questionable accounting or auditing matters. The 
greater focus on ethics also has affected academia. Proposals 
that would require accounting students to complete substantial 


Ethics, Fraud & Corporate Governance 


training in ethics are being considered and implemented 
across the country. 

Finally, few business topics have received more attention 
in recent years than the topic of corporate governance. 
First, given recent abuses in the area of executive pay, the 
Securities and Exchange Commission has improved the extent 
and transparency of the required disclosures surrounding 
executive compensation. In addition, boards of directors, often 
prodded by institutional investors and/or hedge funds, are 
more circumspect in providing lavish compensation packages 
to senior executives, particularly where these compensation 
packages are not tied to performance. 

Second, shareholder activists continue to press for a greater 
role in choosing the individuals who serve as directors of public 
companies. A number of shareholder proposals have been 
introduced that would require an individual to receive a majority 
of the shareholder votes cast. Some of these shareholder 
proposals have passed, and some companies have changed 
their corporate bylaws or corporate governance guidelines to 


(continued) 


require director candidates to receive 50 percent or more of the 
votes cast in order to serve on the board of directors. 

Third, corporate boards are being held to a higher standard of 
performance and accountability. The outside directors are sued 
personally, and these directors settle their lawsuits by making 
payments out of their personal assets. The directors at The Walt 
Disney Co. were sued personally based on allegations that they 
breached their fiduciary duty in overseeing the compensation 
package, including severance payments, received by a former 


senior executive of Disney. Finally, a growing body of 
academic research suggests that individuals who serve on the 
board of a company with financial reporting problems (e.g., 
fraud, restatements, etc.) are less likely to be appointed to 
other corporate boards in the future. As a result, the earning 
capacity of those individuals is reduced, suggesting that 
this market-based mechanism may complement legal and 
regulatory efforts to improve the performance of corporate 
directors in overseeing company management. 


A Concluding Comment from the Authors 


This book has introduced you to the basic concepts of financial accounting, management 
accounting, and, to a lesser extent, income taxes. We are confident that you will find this 
background useful throughout your career. However, we also recommend that you continue 
your study of accounting with additional courses. We particularly recommend a course in cost 
accounting and an introductory course in taxation. 

We appreciate having the opportunity of addressing you through this text. It is indeed a 
privilege to share our views of accounting and business with so many students. 

The writing of this text has taught us much. All of us have had to challenge, research, 
verify, and rethink much of what we thought we already knew. We hope the experience of this 
course proves as rewarding to you. 
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END-OF-CHAPTER REVIEW 


Explain the nature of capital investment decisions. 
101 Capital investment decisions generally refer to projects 
or proposals that require the purchase of plant assets. 
These decisions are crucial to the long-run financial health of a 
business enterprise. Not only do they require that resources be 
committed for long periods of time, but they are also difficult or 
impossible to reverse once funds have been invested and a 
project has begun. 


Identify nonfinancial factors in capital investment 

102 decisions. Nonfinancial factors may dictate the 

appropriate course of action. Such factors may include, 

for example, compliance with laws, corporate image, employee 

morale, and various aspects of social responsibility. Management 
must remain alert to such considerations. 


Evaluate capital investment proposals using 

L083. (a) payback period, (b) return on investment, 

and (c) discounted cash flows. The payback period 

is the length of time needed to recover the cost of an investment 

from the resulting net cash flows. However, this type of 

investment analysis fails to consider the total life and overall 
profitability of the investment. 

Return on average investment expresses the average esti- 
mated net income from the investment as a percentage of the 
average investment. This percentage represents the rate of 
return earned on the investment. A shortcoming is that average 


Key Terms Introduced or 


Emphasized in Chapter 26 


capital budget audit (p. 1125) The process where managers 
compare the projected expenditures with the actual installation 
and operating costs of a capital budgeting project to identify 
weaknesses in their planning processes. 


capital budgeting (p. 1116) The process of planning and 
evaluating proposals for investments in plant assets. 


capital investments (p. 1116) Large capital expenditures that 
typically involve the purchase of plant assets. 


discount rate (p. 1120) The minimum required rate of return 
used by an investor to discount future cash flows to their pres- 
ent value. 


discounted cash flows (p. 1119) The present value of future 
cash flows. 


net present value (p. 1121) The excess of the present value of 
the net cash flows expected from an investment over the amount 


estimated net income ignores the timing of future cash flows. 
Therefore, no consideration is given to the time value of money. 

Discounting future cash flows determines the net present 
value of an investment proposal. Proposals with a positive net 
present value usually are considered acceptable, while proposals 
with a negative net present value are considered unacceptable. 
This technique considers both the life of the investment and the 
timing of future cash flows. 


Discuss the relationship between net present 
104 value and an investor’s required rate of 
return. The discount rate used in determining an 
investment’s net present value may be viewed as the investor’s 
minimum required return for that investment. Thus, when an 
investment’s net present value is positive, its expected rate of 
return exceeds the minimum return required by the investor. 
Conversely, a negative net present value suggests that an 
investment’s return potential is less than the minimum return 
required by the investor. 


Explain the behavioral issues involved in capital 

L05 budgeting and identify how companies try to 
control the capital budgeting process. Employees 

may be optimistic or pessimistic in their capital budgeting cash 
flow estimates because their futures are affected by the selected 
capital budgeting proposals. Firms audit capital budgeting projects 
to attempt to control for overly optimistic or pessimistic estimates. 


to be invested. Net present value is one method of ranking alter- 
native investment proposals. 


payback period (p. 1117) The length of time necessary to 
recover the cost of an investment through the cash flows gener- 
ated by that investment. Payback period is one criterion used in 
making capital budgeting decisions. 


present value (p. 1118) The amount of money today that is 
considered equivalent to a cash inflow or outflow expected to 
take place in the future. The present value of money is always 
less than its future amount, since money on hand today can be 
invested to become the equivalent of a larger amount in the future. 


return on average investment (ROD (p. 1118) The average 
annual net income from an investment expressed as a percentage 
of the average amount invested. Return on average investment is 
one method of ranking alternative investment proposals accord- 
ing to their profitability. 


sunk cost (p. 1122) A cost that has been incurred irrevocably 
by past actions. Sunk costs are irrelevant to decisions regarding 
future actions. 
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Demonstration Problem 


Grover Contracting, Inc., is considering the purchase of a new cement truck costing $150,000. 
Grover intends to keep the truck for five years before trading it in on a new one. The truck’s 
estimated salvage value at the end of the five-year period is approximately $25,000. The truck is 
expected to increase annual income and cash flows by the following amounts: 


Increase in Increase in 

Year Income Net Cash Flows 
MoD ces conchae taraster cn crs nice arsesietuaue honaiter oy aenac ayer svatatie te astern aes mace eet $10,000 $ 37,500 
Fah ih ha hele ts Tat ahah d Se tes cl te gn dda hGal ep do yeh Ged, athe 12,000 37,500 
Diss, Aeagibe estes @orlpncs, duced erteyaviens-ia @chiaas, Ae mare anesas Gens Seen en cee 14,000 37,500 
Oh scons yd Ri te Sos enh dudes Oe Sot alnh Zudesiu Oke 5 Setanta atte’ 16,000 37,500 
nrc hee yh wre S Gels 2 Sere are, 4 Sebee de Awe Bok ora, 4 Lee ae 18,000 37,500 

$70,000 $187,500 


Instructions 
a. Compute the payback period associated with this investment. 
b. Compute the return on average investment of this proposal. 


c. Compute the net present value of this investment if Grover requires a minimum return of 
12 percent. 


d. Comment on your findings. 


Solution to the Demonstration Problem 


a. The payback period of the investment is computed as follows: 


Amount to Be Invested _ $150,000 
Estimated Annual Net Cash Flow —_ $37,500 


b. The return on average investment may be determined in three steps: 


= 4 years 


Step 1: Compute average investment. 


Original Cost + Salvage Value _ $150,000 + $25,000 


= $87,500 
2 2 oe 
Step 2: Compute average estimated net income. 
Total Income $70,000 
= = $14,000 
Estimated Useful Life 5 years ots; 
Step 3: Compute average return on investment. 
Average Estimated Net Income _ $14,000 _ 16% 
= ‘0 


Average Investment ~ $87,500 


c. The net present value of the investment is computed as follows: 


Refer to Exhibit 26-3 


Present value of salvage value discounted 
at 12% for 5 years ($25,000 X 567)... 0... cece eee $ 14,175 


Refer to Exhibit 26-4 


Present value of net cash flows discounted 


at 12% for 5 years ($37,500 X 3.605). 1.2... cee eee ee 135,188 
Total present value of future cash flows ............. 0000 c eee eee $149,363 
Amount to be invested (payable in advance)...................0.0000. 150,000 


Net present value of proposed investment .................0..00-000- $ (637) 


Self-Test Questions 
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d. Two of the three measures regarding the cement truck investment are encouraging. First, the 
payback period of four years is less than the truck’s estimated life of five years. Second, the 
return on average investment of 16 percent is greater than Grover’s minimum required return 
of 12 percent. However, a negative net present value of $637 reveals that the truck’s return, in 
present value terms, is actually less than 12 percent. Had the company’s minimum required 
return been 10 percent instead of 12 percent, the net present value of the investment would be 
positive by $7,688, computed as follows: 


Refer to Exhibit 26-3 


Present value of salvage value discounted 
at 10% for 5 years ($25,000 X 621)... 0... cece eee $ 15,525 


Refer to Exhibit 26-4 


Present value of net cash flows discounted 


at 10% for 5 years ($37,500 X 3.791)... cece ee 142,163 
Total present value of future cash flows ..................0000 0000000, $157,688 
Amount to be invested (payable in advance) ...............0....-000.. 150,000 
Net present value of proposed investment ....................0.0-000- $ 7,688 


Because the net present value of the truck is negative when a discount rate of 12 percent 
is used and positive when a discount rate of 10 percent is used, we know that the truck’s 
expected return is between 10 percent and 12 percent. 


Self-Test Questions 


The answers to these questions appear on page 1145, 


1. Which of the following capital budgeting measures requires 
the discounting of an investment’s future cash flows? 


a. Payback period. 

b. Net present value. 

c. Return on average investment. 
d 


All of the above require the discounting of an invest- 
ment’s future cash flows. 


2. Which of the following is of least importance in determining 
whether to replace an old piece of equipment? 


a. The incremental costs and revenue associated with the 
new piece of equipment. 


b. The estimated cost of the new piece of equipment. 
The historical cost of the old piece of equipment. 


The estimated salvage value of the new piece of 
equipment. 


3. If the net present value of an investment proposal is posi- 
tive, what conclusions can be drawn? (Identify all correct 
answers.) 


a. The discount rate used is less than the investment’s esti- 
mated return. 


b. The investment’s estimated return exceeds the mini- 
mum return required by the investor. 


c. The discount rate used equals the minimum return 
required by the investor. 


d. The investment generates cash flows with a present 
value in excess of its cost. 


. Western Mfg. Co. is considering two capital budgeting pro- 


posals, each with a 10-year life, and each requiring an initial 
cash outlay of $50,000. Proposal A shows a higher return on 
average investment than Proposal B, but Proposal B shows the 
higher net present value. The most probable explanation is that: 
a. Expected cash inflows tend to occur earlier in Proposal B. 
b. Total expected cash inflows are greater in Proposal B. 
c. The payback period is shorter in Proposal A. 
d. The discounted future cash flows approach makes 
no provision for recovery of the original $50,000 
investment. 


. Copy Center is considering replacing its old copying 


machine, which has a $3,200 book value, with a new one. 
Discounted cash flow analysis of the proposal to acquire 
the new machine shows an estimated net present value of 
$2,800. If the new machine is acquired, the old machine 
will have no resale value and will be given away. The loss 
on disposal of the old machine: 


a. Is an opportunity cost of purchasing the new machine. 


b. Exceeds the net present value of the new machine, indi- 
cating that the new machine should not be acquired. 


c. Has already been deducted in arriving at the $2,800 net 
present value of the new machine. 


d. Is asunk cost and is not relevant to the decision at hand, 
except as it affects the timing of income tax payments. 
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What is capital budgeting? Why are capital budgeting deci- 
sions crucial to the long-run financial health of a business 
enterprise? 


Identify some conditions where upper management might 
allow some divisions to have a lower required rate of 
return. 


What is the major shortcoming of using the payback period 
as the only criterion in making capital budgeting decisions? 


Discounting a future cash flow at 15 percent results in a 
lower present value than does discounting the same cash 
flow at 10 percent. Explain why. 


Discounting cash flows takes into consideration one char- 
acteristic of the earnings stream that is ignored in the 
computation of return on average investment. What is this 
characteristic and why is it important? 


What nonfinancial considerations should be taken into 
account regarding a proposal to install a fire sprinkler sys- 
tem in a finished goods warehouse? 


The present value of an investment depends on the timing of 
its future cash flows. Explain what this statement means by 
giving a specific example of two investments that have sig- 
nificant timing differences and discussing the implications 
of those timing differences. 


Brief Exercises 


BRIEF 
EXERCISE 26.1 


Understanding 
Payback Period 


BRIEF 
EXERCISE 26.2 
Using Return on 
Investment to 
Evaluate Proposals 


9. 


10. 


11. 


12. 


13. 


14. 


15. 


oa uaiies DISCUSSION Questions 


8. 


What factors might a company consider in establishing a 
minimum required return on an investment proposal? 


A particular investment proposal has a payback period that 
exceeds the investment’s expected life. The investment has 
no salvage value. Will this proposal’s net present value be 
positive or negative? Explain your answer. 


Is an investment’s average estimated net income used to 
compute its return on average investment the same thing as 
the incremental annual cash flows used to compute its net 
present value? Explain your answer. 


What can be said about an investment proposal that has a net 
present value of zero? 


Depreciation expense does not require payment in cash. 
However, it is an important consideration in the discounting 
of an investment’s future cash flows. Explain why. 


What steps can a firm take to ensure that employee esti- 
mates of the costs, revenue, and cash flows from a pro- 
posed capital investment are not overly optimistic or 
pessimistic? 

What are some types of capital investment projects in which 
nonfinancial factors may outweigh financial factors? 


Why is it important to consider income tax consequences 
when deciding whether to replace an asset? 
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A company invests $100,000 in plant assets with an estimated 20-year service life and no salvage 
value. These assets contribute $10,000 to annual net income when depreciation is computed on a 
straight-line basis. Compute the payback period and explain your computation. 


Doug’s Conveyor Systems, Inc., is considering two investment proposals (1 and 2). Data for the 
two proposals are presented here: 


1 2 
COstot INVESIMENE? 3.4245 4h doe Gow RP a edie Swe te ae $98,000 $98,500 
Estimated salvage value .............. 0.02 c eee eee ees 12,000 6,500 
Average estimated net income ............. 0.0.0.0. eee eee eee 13,000 10,500 


Calculate the return on average investment for both proposals. 


BRIEF 
EXERCISE 26.3 


Comparing NPV and 
Required Rate of 
Return 


proposal? 


A particular investment proposal has a positive net present value of $20 when a discount rate of 
8 percent is used. The same proposal has a negative net present value of $2,000 when a discount 
rate of 10 percent is used. What conclusions can be drawn about the estimated return of this 
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08 BRIEF Landry’s Tool Supply Corporation is considering purchasing a machine that costs $56,000 and will 
EXERCISE 26.4 produce annual cash flows of $19,000 for six years. The machine will be repurchased at the end of 
Net Present Value six years for $2,000. What is the net present value of the proposed investment? Landry’s requires a 
Computations 12 percent return on all capital investments. 

L033. BRIEF A company is trying to decide whether to go ahead with an investment opportunity that costs 
EXERCISE 26.5 $35,650. The expected incremental cash inflows are $78,000, while the expected incremental cash 
Computations for outflows are $67,500. What is the payback period? 
the Payback Period 

101 BRIEF Some types of capital investments have associated cash flows that are very difficult to estimate, while 
EXERCISE 26.6 other types of capital investments have associated cash flows that are very easy to estimate. Name 

192 Capital Investment two capital investments, one that has associated cash flows that are easy to estimate and one that has 
Challenges associated cash flows that are difficult to estimate. Explain how these two types of investments differ 

and why the associated cash flows are easier or more difficult to estimate. 

L083. BRIEF Assume that the required rate of return for investment projects at Rippenstock Corporation is 12 
EXERCISE 26.7 percent. One department has proposed investment in new equipment with a 10-year life span and a 
Net Present Value present value of expected future annual cash flows of $120,000. The equipment’s initial outlay cost 

Lo4 and Required Rate is $125,000 and it has a salvage value of $10,000. Will this investment project meet the required 
of Return rate of return for the company? 

L05 =BRIEF Ron Jasper manages a factory for Frombees Inc. A salesperson for new factory equipment has 
EXERCISE 26.8 persuaded Ron that the new equipment offered by her company would be less dangerous for the 
Capital Budgeting employees and lower the sound level in the factory significantly. Ron believes that employees 
Behaviors would be more satisfied with their jobs as a result of reduced danger and lower sound levels. Ron 

has always said that satisfied employees are more productive. Thus, in making the cash flow esti- 
mates for the new equipment, Ron has included increased cash flows from increased productivity. 
In fact, these estimated increases in productivity are just enough to allow the net present value of 
the proposal to be positive. Name at least two reasons why the net present value estimates could 
be optimistic. 

L033. BRIEF The Cook County Authority is considering the purchase of a small plane to transport government 
EXERCISE 26.9 officials. It is hoped that the plane will save money on travel costs for government employees. 
Net Present Value Assume the county requires a 10 percent rate of return. If the plane’s cost is $250,000 and it can be 
Analysis sold in five years for $75,000, what minimum annual savings in transportation costs is needed in 

order to make the plane a good investment? 

Lo2 BRIEF Sam’s Gardening Centers has multiple stores in the northeastern United States. Sam’s is consider- 
EXERCISE 26.10 ing investing in an “online” store. In addition to the identifiable cash flows such as increased sales 
Nonfinancial and the initial costs to invest in software and personnel, other nonfinancial considerations may 
Investment Concerns exist. Identify nonfinancial issues that Sam’s should consider. 

° scomect" 
Exercises lh 
01 EXERCISE 26.1 The following are 10 technical accounting terms introduced or emphasized in this chapter: 
threugh oe, et present value Capital budeenne Incremental analysis 
Discount rate Payback period Present value 
LOS Sunk cost Salvage value Return on average investment 
Capital budget audit 


Each of the following statements may (or may not) describe one of these technical terms. For each 

statement, indicate the accounting term described, or answer “None” if the statement does not cor- 

rectly describe any of the terms. 

a. The examination of differences among revenue, costs, and cash flows under alternative courses 
of action. 


b. A cost incurred in the past that cannot be changed as a result of future actions. 


c. The process of planning and evaluating proposals for investments in plant assets. 
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d. The average annual net income from an investment expressed as a percentage of the average 
amount invested. 


e. The length of time necessary to recover the entire cost of an investment from resulting annual 
net cash flows. 


f. The present value of an investment’s expected future cash flows. 


g. The amount of money today that is considered equivalent to the cash flows expected to take 
place in the future. 


h. The required rate of return used by an investor to discount future cash flows to their present 
value. 


i. Often an investment’s final cash flows to be considered in discounted cash flow analysis. 


LO1. EXERCISE 26.2 Heartland Paper Company is considering the purchase of a new high-speed cutting machine. Two 
Payback Period cutting machine manufacturers have approached Heartland with proposals: (1) Toledo Tools and 
through (2) Akron Industries. Regardless of which vendor Heartland chooses, the following incremental 
cash flows are expected to be realized: 
LO3 
Incremental Cash Incremental Cash 
Year Inflows Outflows 
OS esaee, Reais g eogpd ee mee oan tes ania eae = Soaen Secte oe ep $26,000 $20,000 
Quand bana id Sead He ead eee HS Blvd Seas 27,000 21,000 
Sava dae a SOE Mee Ea ee Se oe ba ee 32,000 26,000 
Acticin ieee donee ties pani ee hee 35,000 29,000 
Srdpee sober e ode veeraes Sawddwletdursce agen 34,000 28,000 
Oioridnnieetanaentadiea wale © dyes aed be S 33,000 27,000 
a. If the machine manufactured by Toledo Tools costs $27,000, what is its expected payback 
period? 
b. If the machine manufactured by Akron Industries has a payback period of 66 months, what is 
its cost? 
c. Which of the machines is most attractive based on its respective payback period? Should 
Heartland base its decision entirely on this criterion? Explain your answer. 
101 EXERCISE 26.3 Foz Co. is considering four investment proposals (A, B, C, and D). The following table provides 
Understanding Return data concerning each of these investments: 
103 on Average 
Investment 
Relationships A B Cc D 
Investment cost ..... 00... cece eee ee $44,000 $45,000 $50,000 $ ? 
Estimated salvage value ................... 8,000 5,000 ? 4,000 
Average estimated net income............... 6,000 ? 5,400 4,500 
Return on average investment............... 4 28% 20% 15% 
Solve for the missing information pertaining to each investment proposal. 
L03. EXERCISE 26.4 Using the tables in Exhibits 26-3 and 26-4, determine the present value of the following cash 
Discounting Cash flows, discounted at an annual rate of 15 percent: 
Flows a. $10,000 to be received 20 years from today. 


b. $15,000 to be received annually for 10 years. 


c. $10,000 to be received annually for five years, with an additional $12,000 salvage value 
expected at the end of the fifth year. 


d. $30,000 to be received annually for the first three years, followed by $20,000 received annu- 
ally for the next two years (total of five years in which cash is received). 
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The following information relates to three independent investment decisions, each with a 10-year 
life and no salvage value: 


A B Cc 
Investment cost ........ 0... cc eee eae $ ? $141,250 $80,520 
Incremental annual cash inflows ..................0005 14,000 37,000 19,000 
Incremental annual cash outflows ..................05 6,000 2? 7,000 
Discount rate yielding a net present value of zero........ 10% 12% ? 


Using the present value tables in Exhibits 26-3 and 26-4, solve for the missing information per- 
taining to each investment proposal. 


Bowman Corporation is considering an investment in special-purpose equipment to enable the 
company to obtain a four-year government contract for the manufacture of a special item. The 
equipment costs $300,000 and would have no salvage value when the contract expires at the end of 
the four years. Estimated annual operating results of the project are as follows: 


Revenue from contract SaleS ... 0.0... 0. cc teen eens $325,000 
Expenses other than depreciation .............-0000 cece neues $225,000 

Depreciation (straight-line basis) ........................00.0. 75,000 300,000 
Increase in net income from contract work ...........00 0c cee eee eee $ 25,000 


All revenue and all expenses other than depreciation will be received or paid in cash in the same 
period as recognized for accounting purposes. Compute the following for Bowman’s proposal to 
undertake the contract work: 


a. Payback period. 
b. Return on average investment. 


c. Net present value of the proposal to undertake contract work, discounted at an annual rate of 
12 percent. (Refer to annuity table in Exhibit 26-4.) 


Northwest Records is considering the purchase of Seattle Sound, Inc., a small company that pro- 
motes and manages “grunge” bands. The terms of the agreement require that Northwest pay the 
current owners of Seattle Sound $530,000 to purchase the company. Northwest executives estimate 
that the investment will generate annual net cash flows of $200,000. They do not feel, however, 
that demand for grunge music will extend beyond four years. Therefore, they plan to liquidate the 
entire investment in Seattle Sound at its projected book value of $50,000 at the end of the fourth 
year. Due to the high risk associated with this venture, Northwest requires a minimum rate of 
return of 20 percent. 


a. Compute the payback period for Northwest’s proposed investment in Seattle Sound. 


b. Compute the net present value of the Seattle Sound proposal, using the tables in Exhibits 26-3 
and 26-4. 


c. What nonfinancial factors would you recommend that Northwest executives take into consid- 
eration regarding this proposal? 


Pack & Carry is debating whether to invest in new equipment to manufacture a line of high-quality 
luggage. The new equipment would cost $900,000, with an estimated four-year life and no salvage 
value. The estimated annual operating results with the new equipment are as follows: 


Revenue from sales of new luggage.............. 0... e eee eee $975,000 
Expenses other than depreciation.......................0000. $675,000 
Depreciation (straight-line basis).......................0.000. 225,000 (900,000) 


Increase in net income from the new line ........... 0.00. ee eee 


$ 75,000 
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All revenue from the new luggage line and all expenses (except depreciation) will be received or 
paid in cash in the same period as recognized for accounting purposes. You are to compute the 
following for the investment in the new equipment to produce the new luggage line: 


a. Annual cash flows. 

b. Payback period. 

c. Return on average investment. 
d. 


Total present value of the expected future annual cash inflows, discounted at an annual rate of 
10 percent. 


e. Net present value of the proposed investment discounted at 10 percent. 


The division managers of Chester Construction Corporation submit capital investment proposals 
each year for evaluation at the corporate level. Typically, the total dollar amount requested by the 
divisional managers far exceeds the company’s capital investment budget. Thus, each proposal is 
first ranked by its estimated net present value as a primary screening criterion. 

Jeff Hensel, the manager of Chester’s commercial construction division, often overstates the 
projected cash flows associated with his proposals, and thereby inflates their net present values. He 
does so because, in his words, “Everybody else is doing it.” 


a. Assume that all the division managers do overstate cash flow projections in their proposals. 
What would you do if you were recently promoted to division manager and had to compete for 
funding under these circumstances? 


b. What controls might be implemented to discourage the routine overstatement of capital bud- 
geting estimates by the division managers? 


EnterTech has noticed a significant decrease in the profitability of its line of portable CD players. 
The production manager believes that the source of the trouble is old, inefficient equipment used 
to manufacture the product. The issue raised, therefore, is whether EnterTech should (1) buy new 
equipment at a cost of $120,000 or (2) continue using its present equipment. 

It is unlikely that demand for these portable CD players will extend beyond a five-year time 
horizon. EnterTech estimates that both the new equipment and the present equipment will have a 
remaining useful life of five years and no salvage value. 

The new equipment is expected to produce annual cash savings in manufacturing costs of 
$34,000, before taking into consideration depreciation and taxes. However, management does not 
believe that the use of new equipment will have any effect on sales volume. Thus, its decision rests 
entirely on the magnitude of the potential cost savings. 

The old equipment has a book value of $100,000. However, it can be sold for only $20,000 if it 
is replaced. EnterTech has an average tax rate of 40 percent and uses straight-line depreciation for 
tax purposes. The company requires a minimum return of 12 percent on all investments in plant 
assets. 


a. Compute the net present value of the new machine using the tables in Exhibits 26-3 and 26-4. 
b. What nonfinancial factors should EnterTech consider? 


c. If the manager of EnterTech is uncertain about the accuracy of the cost savings estimate, what 
actions could be taken to double-check the estimate? 


Suppose Concrete Suppliers Inc. sells one of its $155,000 concrete trucks, with an original five- 
year economic life, at the end of Year 3 after taking three years of straight-line depreciation. 
Concrete Suppliers has a 40 percent tax rate. If the truck is sold for its book value, there is no tax 
effect. If Concrete Suppliers sells the truck for more or less than its book value, there is a gain 
or loss that has a tax effect. 


a. Show the effects on cash flow in Year 3 if the sales price is $80,000. 
b. Show the effects on cash flow in Year 3 if the sales price is $20,000. 


Refer to Exercise 26.11. Assume Concrete Suppliers Inc. has assembled the following expected 
annual income statement data for each of its trucks. 
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SACS iyo piee dee bhai oon Sie y chee ageemend ee Race dante wand eee hunted ade ated $150,000 
Less: Expenses (net of depreciation)................. 0.00.00 0 eee ee eee (70,000) 

Depreciation. 82063 bia dbtadih biol Chae he ot bedi beet bs tee kis (35,000) 
Income before taxes... 2... ketenes $ 45,000 
Taxes: @ 40 wii wince bee eed bk eae hice ae eet eee eed (18,000) 
INCU INCOME i. a's acct ai ae 0, dd a duane oa Bites aidtensd abet end echae ended arated Kw oe $ 27,000 


Analyze the above income statement data for expected cash flow effects each year. 


The Radiology Department at St. Joseph’s Hospital, a not-for-profit, is considering purchasing a mag- 
netic resonance imaging (MRI) machine. The cost to purchase and install an MRI is approximately 
$2,000,000. Assume St. Joseph’s would like a minimum 8 percent return and that the economic life of 
the MRT is expected to be 10 years, with no salvage value. Assume that if the MRI is installed, the net 
cash flows are expected to increase by $300,000 per year. Use Exhibit 26-4 for present value factors. 


a. Find the NPV of the MRI. 
b. Should the hospital acquire the MRI? 


c. What nonfinancial considerations might be important to the MRI investment decision? 


Over the next four years, the City of Inditiny, Massachusetts, is expecting the following cash flows 
from a federal grant: Year 1—$150,000; Year 2—$220,000; Year 3—$250,000; Year 4—$175,000. 
The city wants to use the grant as collateral for a loan, but it is unsure about its net present value. 
What is the net present value of the grant if the rate of return is expected to be 5 percent? What if 
the rate of return is expected to be 8 percent? Use Exhibit 26—3 for your solution. 


The section titled “Impairment of Long-Lived Assets” can be found on page A-11 in the Home 
Depot 2009 financial information in Appendix A. In this section, Home Depot explains proce- 
dures used to estimate the carrying value of stores closed. Use this section to answer the following 
questions: 


a. Explain how Home Depot decides to close a store? 
b. What amounts and types or categories of expenses related to the closed stores are recognized? 


c. Compute the tax-related cash flow impact of the charges to SG&A resulting from the closed 
stores (assume a 35 percent tax rate). 


d. What nonfinancial factors, related to the store closings, are mentioned by Home Depot? Name 
other nonfinancial factors you think are important. 


Problem Set A 


Toying With Nature wants to take advantage of children’s current fascination with dinosaurs by 
adding several scale-model dinosaurs to its existing product line. Annual sales of the dinosaurs are 
estimated at 80,000 units at a price of $6 per unit. Variable manufacturing costs are estimated at 
$2.50 per unit, incremental fixed manufacturing costs (excluding depreciation) at $45,000 annu- 
ally, and additional selling and general expenses related to the dinosaurs at $55,000 annually. 

To manufacture the dinosaurs, the company must invest $350,000 in design molds and special 
equipment. Since toy fads wane in popularity rather quickly, Toying With Nature anticipates the spe- 
cial equipment will have a three-year service life with only a $20,000 salvage value. Depreciation 
will be computed on a straight-line basis. All revenue and expenses other than depreciation will be 
received or paid in cash. The company’s combined federal and state income tax rate is 40 percent. 


fa comnect"” 


|ACCOUNTING 


Instructions 


a. Prepare a schedule showing the estimated increase in annual net income from the planned 
manufacture and sale of dinosaur toys. 


b. Compute the annual net cash flows expected from this project. 


c. Compute for this project the (1) payback period, (2) return on average investment, and (3) net 
present value, discounted at an annual rate of 15 percent. Round the payback period to the 
nearest tenth of a year and the return on average investment to the nearest tenth of a percent. 
Use Exhibits 26-3 and 26-4 where necessary. 
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Micro Technology is considering two alternative proposals for modernizing its production facili- 
ties. To provide a basis for selection, the cost accounting department has developed the following 
data regarding the expected annual operating results for the two proposals: 


Proposal 1 Proposal 2 


Required investment in equipment.......................-. $360,000 $350,000 
Estimated service life of equipment ...................-0.00- 8 years 7 years 
Estimated salvage value... 0.00... cece cee eee $-0- $14,000 
Estimated annual cost savings (net cash flow)................ 75,000 76,000 
Depreciation on equipment (straight-line basis)............... 45,000 48,000 
Estimated increase in annual net income.................... 30,000 28,000 


Instructions 

a. For each proposal, compute the (1) payback period, (2) return on average investment, and 
(3) net present value, discounted at an annual rate of 12 percent. (Round the payback period to 
the nearest tenth of a year and the return on investment to the nearest tenth of a percent.) Use 
Exhibits 26-3 and 26-4 where necessary. 

b. On the basis of your analysis in part a, state which proposal you would recommend and 
explain the reasons for your choice. 


Cartor Industries is evaluating two alternative investment opportunities. The controller of the com- 
pany has prepared the following analysis of the two investment proposals: 


Proposal A Proposal B 


Required investment in equipment.................-..005- $220,000 $250,000 
Estimated service life of equipment ...................0005 5 years 6 years 
Estimated salvage value........ 00... cee eee eee ee $10,000 $-0- 

Estimated annual net cash flow .............-.0000 02 ee eee 60,000 60,000 
Depreciation on equipment (straight-line basis).............. 42,000 40,000 
Estimated annual netincome...............00000 eee eee 18,000 20,000 


Instructions 

a. For each proposed investment, compute the (1) payback period, (2) return on average invest- 
ment, and (3) net present value, discounted at an annual rate of 10 percent. (Round the pay- 
back period to the nearest tenth of a year and the return on investment to the nearest tenth of a 
percent.) Use Exhibits 26-3 and 26-4 where necessary. 


b. Based on your computations in part a, which proposal do you consider to be the better 
investment? Explain. 


Marengo is a popular restaurant located in Chilton Resort. Management feels that enlarging the facility 
to incorporate a large outdoor seating area will enable Marengo to continue to attract existing custom- 
ers as well as handle large banquet parties that now must be turned away. Two proposals are currently 
under consideration. Proposal A involves a temporary walled structure and umbrellas used for sun 
protection; Proposal B entails a more permanent structure with a full awning cover for use even in 
inclement weather. Although the useful life of each alternative is estimated to be 10 years, Proposal 
B results in higher salvage value due to the awning protection. The accounting department of Chilton 
Resort and the manager of Marengo have assembled the following data regarding the two proposals: 


Proposal A Proposal B 


Required investment...........0 0.00 cece eee eee eee $400,000 $500,000 
Estimated life of fixtures... 2.0.0.0... cee ee 10 years 10 years 
Estimated salvage value. ....... 00... c eee eee eee $20,000 $50,000 
Estimated annual net cash flow .....................-000. 80,000 95,000 
Depreciation (straight-line basis) ......................0.. 38,000 45,000 


Estimated annual net income................00 cee eee 2? 2? 
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Instructions 

a. For each proposal, compute the (1) payback period, (2) return on average investment, and 
(3) net present value, discounted at management’s required rate of return of 15 percent. 
(Round the payback period to the nearest tenth of a year and the return on investment to the 
nearest tenth of a percent.) Use Exhibits 26-3 and 26—4 where necessary. 


b. On the basis of your analysis in part a, state which proposal you would recommend and 
explain the reasons for your choice. 


V. S. Yogurt is considering two possible expansion plans. Proposal A involves opening 10 stores in 
northern California at a total cost of $3,150,000. Under another strategy, Proposal B, V. S. Yogurt 
would focus on southern California and open six stores for a total cost of $2,500,000. Selected 
data regarding the two proposals have been assembled by the controller of V. S. Yogurt as follows: 


Proposal A Proposal B 
Required investment ..........0 0.00 cece eee eee eee $3,150,000 $2,500,000 
Estimated life of store locations .............00.00 000 ee eee 7 years 7 years 
Estimated salvage value .......... 00. c eee e eee eee eee $-0- $400,000 
Estimated annual net cash flow .....................-.0.0. 750,000 570,000 
Depreciation on equipment (straight-line basis) ............. 450,000 300,000 
Estimated annual netincome ......................-004. 2? 2? 


Instructions 

a. For each proposal, compute the (1) payback period, (2) return on average investment, and 
(3) net present value, discounted at management’s required rate of return of 15 percent. 
(Round the payback period to the nearest tenth of a year and the return on investment to the 
nearest tenth of a percent.) Use Exhibits 26-3 and 26-4 where necessary. 


b. On the basis of your analysis in part a, state which proposal you would recommend and 
explain the reasoning behind your choice. 


Pathways Appliance Company is planning to introduce a built-in blender to its line of small home 
appliances. Annual sales of the blender are estimated at 12,000 units at a price of $35 per unit. 
Variable manufacturing costs are estimated at $15 per unit, incremental fixed manufacturing costs 
(other than depreciation) at $60,000 annually, and incremental selling and general expenses relat- 
ing to the blenders at $50,000 annually. 

To build the blenders, the company must invest $260,000 in molds, patterns, and special 
equipment. Since the company expects to change the design of the blender every four years, this 
equipment will have a four-year service life with no salvage value. Depreciation will be com- 
puted on a straight-line basis. All revenue and expenses other than depreciation will be received 
or paid in cash. The company’s combined state and federal tax rate is 40 percent. 


Instructions 


a. Prepare a schedule showing the estimated annual net income from the proposal to manufacture 
and sell the blenders. 


b. Compute the annual net cash flows expected from the proposal. 


c. Compute for this proposal the (1) payback period (round to the nearest tenth of a year), 
(2) return on average investment (round to the nearest tenth of a percent), and (3) net present 
value, discounted at an annual rate of 15 percent. Use Exhibits 26-3 and 26-4 where necessary. 


Doctors Hanson, Dominick, and Borchard are radiologists living in Fargo, North Dakota. They realize 
that many of the state’s small, rural hospitals cannot afford to purchase their own magnetic resonance 
imaging devices (MRIs). Thus, the doctors are considering whether it would be feasible for them 
to form a corporation and invest in their own mobile MRI unit. The unit would be transported on 
a scheduled basis to more than 100 rural hospitals using an 18-wheel tractor-trailer. The cost of a 
tractor-trailer equipped with MRI equipment is approximately $1,250,000. The estimated life of the 
investment is eight years, after which time its salvage value is expected to be no more than $100,000. 

The doctors anticipate that the investment will generate incremental revenue of $800,000 
per year. Incremental expenses (which include depreciation, insurance, fuel, maintenance, their 
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salaries, and income taxes) will average $700,000 per year. Net incremental cash flows will be 
reinvested back into the corporation. The only difference between incremental cash flows and 
incremental income is attributable to depreciation expense. The doctors require a minimum return 
on their investment of 12 percent. 


Instructions 
a. Compute the payback period of the mobile MRI proposal. 
b. Compute the return on average investment of the proposal. 


c. Compute the net present value of the proposal using the tables in Exhibits 26-3 and 26-4. 
Comment on what the actual rate of return might be. 


d. What nonfinancial factors should the doctors consider in making this decision? 


Jefferson Mountain is a small ski resort located in central Pennsylvania. In recent years, the resort 
has experienced two major problems: (1) unusually low annual snowfalls and (2) long lift lines. To 
remedy these problems, management is considering two investment proposals. The first involves a 
$125,000 investment in equipment used to make artificial snow. The second involves the $180,000 
purchase of a new high-speed chairlift. 

The most that the resort can afford to invest at this time is $200,000. Thus, it cannot afford to 
fund both proposals. Choosing one proposal over the other is somewhat problematic. If the resort 
funds the snow-making equipment, business will increase, and lift lines will become even longer 
than they are currently. If it funds the chairlift, lines will be shortened, but there may not be enough 
natural snow to attract skiers to the mountain. 

The following estimates pertain to each of these investment proposals: 


Snow-Making 
Equipment Chairlift 
Estimated life of investment..................0000 0a ee 20 years 36 years 
Estimated incremental annual revenue of investment ........ $40,000 $54,000 
Estimated incremental annual expense of investment 
(including taxes and depreciation) .................... 15,000 19,000 


Neither investment is expected to have any salvage value. Furthermore, the only difference 
between incremental cash flow and incremental income is attributable to depreciation. Due to 
inherent risks associated with the ski industry and the resort’s high cost of capital, a minimum 
return on investment of 20 percent is required. 


Instructions 

Compute the payback period of each proposal. 

Compute the return on average investment of each proposal. 

Compute the net present value of each proposal using the tables in Exhibits 26—3 and 26-4. 
What nonfinancial factors should be considered? 


fae op 


Which proposal, if either, do you recommend as a capital investment? 


Sonic, Inc., sells business software. Currently, all of its programs come on disks. Due to their 
complexity, some of these applications occupy as many as seven disks. Not only are the disks cum- 
bersome for customers to load, they are relatively expensive for Sonic to purchase. The company 
does not intend to discontinue using disks altogether. However, it does want to reduce its reliance 
on the disk medium. 

Two proposals are being considered. The first is to provide software on computer chips. Doing 
so requires a $300,000 investment in equipment. The second is to make software available through 
a computerized “software bank.” In essence, programs would be downloaded directly from Sonic 
using telecommunications technology. Customers would gain access to Sonic’s mainframe, specify 
the program they wish to order, and provide their name, address, and credit card information. The 
software would then be transferred directly to the customer’s hard drive, and copies of the user’s 
manual and registration material would be mailed the same day. This proposal requires an initial 
investment of $240,000. 

The following information pertains to the two proposals. Due to rapidly changing technology, 
neither proposal is expected to have any salvage value or an estimated life exceeding six years. 
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Computer Chip Software Bank 


Equipment Installation 
Estimated incremental annual revenue of investment. . . $300,000 $160,000 
Estimated incremental annual expense of investment 
(including taxes and depreciation) ............... 250,000 130,000 


The only difference between Sonic’s incremental cash flows and its incremental income is attributable 
to depreciation. A minimum return on investment of 15 percent is required. 

Instructions 

a. Compute the payback period of each proposal. 

Compute the return on average investment of each proposal. 

Compute the net present value of each proposal using the tables in Exhibits 26-3 and 26-4. 
What nonfinancial factors should be considered? 


ome 


Which of Sonic’s employees would most likely underestimate the benefits of investing in the 
software bank? Why? 


f. Which proposal, if either, do you recommend Sonic choose? 


Problem Set B 


Loi PROBLEM 26.1B Monster Toys is considering a new toy monster called Garga. Annual sales of Garga are estimated 

Capital Budgeting at 100,000 units at a price of $8 per unit. Variable manufacturing costs are estimated at $3 per unit, 

through and Determination incremental fixed manufacturing costs (excluding depreciation) at $60,000 annually, and addi- 
of Annual Net Cash tional selling and general expenses related to the monsters at $40,000 annually. 

104 Flows To manufacture the monsters, the company must invest $400,000 in design molds and special 


equipment. Since toy fads wane in popularity rather quickly, Monster Toys anticipates the special 
equipment will have a three-year service life with only a $10,000 salvage value. Depreciation will 
be computed on a straight-line basis. All revenue and expenses other than depreciation will be 
received or paid in cash. The company’s combined federal and state income tax rate is 30 percent. 


Instructions 


a. Prepare a schedule showing the estimated increase in annual net income from the planned 
manufacture and sale of Garga. 


b. Compute the annual net cash flows expected from this project. 


c. Compute for this project the (1) payback period, (2) return on average investment, and (3) net 
present value, discounted at an annual rate of 12 percent. Round the payback period to the 
nearest tenth of a year and the return on average investment to the nearest tenth of a percent. 
Use Exhibits 26-3 and 26-4 where necessary. 


L01 PROBLEM 26.2B Macro Technology is considering two alternative proposals for modernizing its production facili- 
Analyzing Capital ties. To provide a basis for selection, the cost accounting department has developed the following 
through |nvestment Proposals __ data regarding the expected annual operating results for the two proposals: 


LO4 Proposal 1 Proposal 2 
Required investment in equipment...................-...-. $400,000 $380,000 
Estimated service life of equipment ........................ 10 years 8 years 
Estimated salvage value. ........ 00... c eee eects $-0- $20,000 
Estimated annual cost savings (net cash flow)................ 80,000 82,000 
Depreciation on equipment (straight-line basis)............... 40,000 45,000 
Estimated increase in annual net income..................-. 40,000 37,000 


Instructions 
a. For each proposal, compute the (1) payback period, (2) return on average investment, and 
(3) net present value, discounted at an annual rate of 15 percent. (Round the payback period to 


the nearest tenth of a year and the return on investment to the nearest tenth of a percent.) Use 
Exhibits 26-3 and 26-4 where necessary. 


b. On the basis of your analysis in part a, state which proposal you would recommend and 
explain the reasons for your choice. 
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Flagg Equipment Company is evaluating two alternative investment opportunities. The controller 
of the company has prepared the following analysis of the two investment proposals: 


Proposal A_ Proposal B 


Required investment in equipment ................0000 eee $260,000 $280,000 
Estimated service life of equipment ....................... 6 years 7 years 
Estimated salvage value ....... 0.0... c cece eee eee $20,000 $-0- 

Estimated annual net cash flow ......................004. 82,000 65,000 
Depreciation on equipment (straight-line basis) ............. 40,000 40,000 
Estimated annual netincome ......................-004. 42,000 25,000 


Instructions 

a. For each proposed investment, compute the (1) payback period, (2) return on average invest- 
ment, and (3) net present value, discounted at an annual rate of 15 percent. (Round the pay- 
back period to the nearest tenth of a year and the return on investment to the nearest tenth of a 
percent.) Use Exhibits 26-3 and 26-4 where necessary. 


b. Based on your analysis in part a, which proposal do you consider to be the better investment? 
Explain. 


Samba is a popular restaurant located in Brazilton Resort. Management feels that enlarging the facility 
to incorporate a large outdoor seating area will enable Samba to continue to attract existing customers 
as well as handle large banquet parties that now must be turned away. Two proposals are currently 
under consideration. Proposal A involves a temporary walled structure and umbrellas used for sun 
protection; Proposal B entails a more permanent structure with a full awning cover for use even in 
inclement weather. Although the useful life of each alternative is estimated to be 10 years, Proposal B 
results in higher salvage value due to the awning protection. The accounting department of Brazilton 
Resort and the manager of Samba have assembled the following data regarding the two proposals: 


Proposal A Proposal B 


Required investment ......... 0.00. c eee eee eee $300,000 $310,000 
Estimated life of fixtures... 2.0.0.0... eee ee 10 years 10 years 
Estimated salvage value ........ 0... c eee $10,000 $40,000 
Estimated annual net cash flow .............00020 0c eee eee 75,000 70,000 
Depreciation (straight-line basis) ......................0.. 24,000 36,000 
Estimated annual netincome ..............00000 ee eee eee ? ? 


Instructions 

a. For each proposal, compute the (1) payback period, (2) return on average investment, and 
(3) net present value discounted at management’s required rate of return of 10 percent. (Round 
the payback period to the nearest tenth of a year and the return on investment to the nearest 
tenth of a percent.) Use Exhibits 26-3 and 26-4 where necessary. 


b. Based on your analysis in part a, which proposal would you recommend? Explain the reasons 
for your choice. 


I.C. Cream is considering two possible expansion plans. Proposal A involves opening eight stores 
in northern Alaska at a total cost of $4,000,000. Under another strategy, Proposal B, I.C. Cream 
would focus on southern Alaska and open five stores for a total cost of $3,000,000. Selected data 
regarding the two proposals have been assembled by the controller of LC. Cream as follows: 


Proposal A Proposal B 


Required investment ............. 0... e ee eee eee eee $4,000,000 $3,000,000 
Estimated life of store locations ...............020 00 eee eee 8 years 8 years 
Estimated salvage value ........ 00... c eee $-0- $200,000 
Estimated annual net cash flow ...................-..00.. 800,000 700,000 
Depreciation on equipment (straight-line basis) ............. 500,000 350,000 


Estimated annual netincome .............. 0000 cece eee ? ? 


Problem Set B 


103 PROBLEM 26.6B 
Analyzing a Capital 
Investment Proposal 


101 PROBLEM 26.7B 
Considering Financial 
through and Nonfinancial 


Factors 
LO4 


L01 PROBLEM 26.8B 
Analyzing Competing 
Capital Investment 
Proposals 


through 


Lo4 
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Instructions 

a. For each proposal, compute the (1) payback period, (2) return on average investment, and 
(3) net present value, discounted at management’s required rate of return of 12 percent. 
(Round the payback period to the nearest tenth of a year and the return on investment to the 
nearest tenth of a percent.) Use Exhibits 26-3 and 26-4 where necessary. 


b. On the basis of your analysis in part a, state which proposal you would recommend and 
explain the reasoning behind your choice. 


Cafield Appliance Company is planning to introduce a coffee grinder to its line of small home 
appliances. Annual sales of the grinder are estimated at 15,000 units at a price of $40 per unit. 
Variable manufacturing costs are estimated at $18 per unit, incremental fixed manufacturing costs 
(other than depreciation) at $60,000 annually, and incremental selling and general expenses relat- 
ing to the grinders at $75,000 annually. 

To build the grinders, the company must invest $300,000 in molds, patterns, and special 
equipment. Since the company expects to change the design of the grinder every five years, this 
equipment will have a five-year service life with no salvage value. Depreciation will be computed 
on a straight-line basis. All revenue and expenses other than depreciation will be received or paid 
in cash. The company’s combined state and federal tax rate is 30 percent. 


Instructions 


a. Prepare a schedule showing the estimated annual net income from the proposal to manufacture 
and sell the grinders. 


b. Compute the annual net cash flows expected from the proposal. 


Compute for this proposal the (1) payback period (round to the nearest tenth of a year), 
(2) return on average investment (round to the nearest tenth of a percent), and (3) net present 
value, discounted at an annual rate of 12 percent. Use Exhibits 26-3 and 26-4 where necessary. 


Doctors Mowtain, Lawrence, and Curley are radiologists living in Yukville, Maine. They realize 
that many of the state’s small, rural hospitals cannot afford to purchase their own magnetic reso- 
nance imaging devices (MRIs). The doctors are considering whether it would be feasible for them to 
form a corporation and invest in their own MRI unit. The unit would be transported on a scheduled 
basis to more than 80 rural hospitals using an 18-wheel tractor-trailer. The cost of a tractor-trailer 
equipped with MRI equipment is approximately $1,500,000. The estimated life of the investment is 
nine years, after which time its salvage value is expected to be no more than $200,000. 

The doctors anticipate that the investment will generate incremental revenue of $900,000 
per year. Incremental expenses (which include depreciation, insurance, fuel, maintenance, their 
salaries, and income taxes) will average $800,000 per year. Net incremental cash flows will be 
reinvested back into the corporation. The only difference between incremental cash flows and 
incremental income is attributable to depreciation expense. The doctors require a minimum return 
on their investment of 15 percent. 


Instructions 
a. Compute the payback period of the mobile MRI proposal. 
b. Compute the return on average investment of the proposal. 


c. Compute the net present value of the proposal using the tables in Exhibits 26-3 and 26-4. 
Comment on what the actual rate of return might be. 


d. What nonfinancial factors should the doctors consider in making this decision? 


Jackson Mountain is a small ski resort located in northern Connecticut. In recent years, the resort 
has experienced two major problems: (1) unusually low annual snowfalls and (2) long lift lines. To 
remedy these problems, management is considering two investment proposals. The first involves a 
$225,000 investment in equipment used to make artificial snow. The second involves the $250,000 
purchase of a new high-speed chairlift. 

The most that the resort can afford to invest at this time is $320,000. Thus, it cannot afford to 
fund both proposals. Choosing one proposal over the other is somewhat problematic. If the resort 
funds the snow-making equipment, business will increase, and lift lines will become even longer 
than they are currently. If it funds the chairlift, lines will be shortened, but there may not be enough 
natural snow to attract skiers to the mountain. 
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The following estimates pertain to each of these investment proposals: 


Snow-Making 
Equipment Chairlift 
Estimated life of investment...................00000005 10 years 20 years 
Estimated incremental annual revenue of investment ........ $70,000 $70,000 
Estimated incremental annual expense of investment 
(including taxes and depreciation) .................... 20,000 22,000 


Neither investment is expected to have any salvage value. Furthermore, the only difference 
between incremental cash flow and incremental income is attributable to depreciation. Due to 
inherent risks associated with the ski industry and the resort’s high cost of capital, a minimum 
return on investment of 20 percent is required. 


Instructions 
a. Compute the payback period of each proposal. 


b. Compute the return on average investment of each proposal. 
c. Compute the net present value of each proposal using the tables in Exhibits 26—3 and 26-4. 
d. What nonfinancial factors should be considered? 
e. Which proposal, if either, do you recommend as a capital investment? 
L01 PROBLEM 26.9B Boom, Inc., sells business software. Currently, all of its programs come on disks. Due to their 
Analyzing Competing complexity, some of these applications occupy as many as seven disks. Not only are the disks cum- 
through Capital Investment bersome for customers to load, they are relatively expensive for Boom to purchase. The company 
Proposals does not intend to discontinue using disks altogether. However, it does want to reduce its reliance 
LO on the disk medium. 


Two proposals are being considered. The first is to provide software on memory sticks. Doing 
so requires a $500,000 investment in duplicating equipment. The second is to make software avail- 
able through a computerized “program bank.” In essence, programs would be downloaded directly 
from Boom using telecommunications technology. Customers would gain access to Boom’s main- 
frame, specify the program they wish to order, and provide their name, address, and credit card 
information. The software would then be transferred directly to the customer’s hard drive, and 
copies of the user’s manual and registration material would be mailed the same day. The program 
bank proposal requires an initial investment of $350,000. 

The following information pertains to these proposals. Due to rapidly changing technology, 
neither proposal is expected to have any salvage value or an estimated life exceeding five years. 


Memory Stick Program Bank 


Equipment Installation 
Estimated incremental annual revenue of investment... .. $400,000 $260,000 
Estimated incremental annual expense of investment 
(including taxes and depreciation) .................. 260,000 140,000 


The only difference between Boom’s incremental cash flows and its incremental income is attribut- 
able to depreciation. A minimum return on investment of 12 percent is required. 


Instructions 

a. Compute the payback period of each proposal. 

Compute the return on average investment of each proposal. 

Compute the net present value of each proposal using the tables in Exhibits 26—3 and 26-4. 
What nonfinancial factors should be considered? 


ome 


Which of Boom’s employees would most likely underestimate the benefits of investing in the 
program bank? Why? 


f. Which proposal, if either, do you recommend Boom choose? 
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102 CASE 26.1 The management of Metro Printers is considering a proposal to replace some existing equip- 
How Much Is That ment with a new highly efficient laser printer. The existing equipment has a current book value 
through | ager in the Window? of $2,200,000 and a remaining life (if not replaced) of 10 years. The laser printer has a cost of 
$1,300,000 and an expected useful life of 10 years. The laser printer would increase the company’s 
L04 annual cash flows by reducing operating costs and by increasing the company’s ability to generate 
revenue. Susan Mills, controller of Metro Printers, has prepared the following estimates of the laser 

printer’s effect on annual earnings and cash flow: 


Estimated increase in annual cash flows (before taxes): 


Incremental revenue .......... 0.0 ccc eee eens $140,000 

Cost savings (other than depreciation) ...................... 110,000 $250,000 
Reduction in annual depreciation expense: 

Depreciation on existing equipment ...................2.008. $220,000 

Depreciation on laser printer ..................000 0000-008 130,000 90,000 
Estimated increase in income before income taxes ...........-.000+e eee eee $340,000 
Increase in annual income taxes (40%) ........ 0.0000 136,000 
Estimated increase in annual netincome ..............0 00 cece eee eee eee $204,000 
Estimated increase in annual net cash flows 

($250,000.= $136,000). oso c2snds eho ate ednethen seta tees eededess ees $114,000 


Don Adams, a director of Metro Printers, makes the following observation: “These estimates 
look fine, but won’t we take a huge loss in the current year on the sale of our existing equipment? 
After the invention of the laser printer, I doubt that our old equipment can be sold for much at all.” 
In response, Mills provides the following information about the expected loss on the sale of the 
existing equipment: 


Book value of existing printing equipment ....................00000008. $2,200,000 
Estimated current sales price, net of removal costs ............-..0000005 200,000 
Estimated loss on sale, before income taxes ...........-000 0c eee eee eee $2,000,000 
Reduction in current year’s income taxes as a result of loss (40%) .......... 800,000 
Loss on sale of existing equipment, net of tax savings .................... $1,200,000 


Adams replies, “Good grief, our loss would be almost as great as the cost of the laser itself. 
Add this $1,200,000 loss to the $1,300,000 cost of the laser, and we’re into this new equipment for 
$2,500,000. I’d go along with a cost of $1,300,000, but $2,500,000 is out of the question.” 


Instructions 


a. Use Exhibits 26-3 and 26-4 to help compute the net present value of the proposal to sell the 
existing equipment and buy the laser printer, discounted at an annual rate of 15 percent. In 
your computation, make the following assumptions regarding the timing of cash flows: 


1. The purchase price of the laser printer will be paid in cash immediately. 

2. The $200,000 sales price of the existing equipment will be received in cash immediately. 
3. The income tax benefit from selling the equipment will be realized one year from today. 
4 


Metro uses straight-line depreciation in its income tax returns as well as its financial 
statements. 


5. The annual net cash flows may be regarded as received at year-end for each of the next 
10 years. 


b. Is the cost to Metro Printers of acquiring the laser printer $2,500,000, as Adams suggests? 
Explain fully. 
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Grizzly Community Hospital in central Wyoming provides health care services to families living 
within a 200-mile radius. The hospital is extremely well equipped for a relatively small, commu- 
nity facility. However, it does not have renal dialysis equipment for kidney patients. Those patients 
requiring dialysis must travel as far as 300 miles to receive care. 

Several of the staff physicians have proposed that the hospital invest in a renal dialysis center. The 
minimum cost required for this expansion is $4.5 million. The physicians estimate that the center will 
generate revenue of $1.15 million per year for approximately 20 years. Incremental costs, including 
the salaries of professional staff, will average $850,000 annually. Grizzly is exempt from paying any 
income taxes. The only difference between annual net income and net cash flows is caused by depre- 
ciation expense. The center is not expected to have any salvage value at the end of 20 years. 

The administrators of the hospital strongly oppose the proposal for several reasons: (1) they do 
not believe that it would generate the hospital’s minimum required return of 12 percent on capital 
investments, (2) they do not believe that kidney patients would use the facility even if they could 
avoid traveling several hundred miles to receive treatment elsewhere, (3) they do not feel that the 
hospital has enough depth in its professional staff to operate a dialysis center, and (4) they are 
certain that $4.5 million could be put to better use, such as expanding the hospital’s emergency 
services to include air transport by helicopter. 

The issue has resulted in several heated debates between the physicians and the hospital admin- 
istrators. One physician has even threatened to move out of the area if the dialysis center is not 
built. Another physician was quoted as saying, “All the administrators are concerned about is the 
almighty dollar. We are a hospital, not a profit-hungry corporation. It is our ethical responsibility to 
serve the health care needs of central Wyoming’s citizens.” 


Instructions 


Form small groups of four or five persons. Within each group, designate who will play the role of 
the hospital’s physicians and who will play the role of the hospital’s administrators. Then engage 
in a debate from each party’s point of view. Be certain to address the following: 


a. Financial factors and measures. 


b. Nonfinancial factors such as (1) ethical responsibility, (2) quality of care issues, (3) oppor- 
tunity costs associated with alternative uses of $4.5 million, (4) physician morale, and 
(5) whether a community hospital should be run like a business. 


c. Measures that could be taken to check for overly optimistic or pessimistic estimates. 


What are the pitfalls to avoid when investing in overseas activities? The following key issues have 
been identified as important: 

¢ Lower cost offshore does not always mean gains in efficiency. 

¢ Choose your model carefully; either run your own offshore operation or outsource. 

¢ Get your current employees to be supportive, otherwise they can hinder the process. 

e Be prepared to invest time and effort because quality control can be challenging. 


e Treat your overseas partners as equals in your business dealings. 


Instructions 


a. Explain how the above list of key issues in offshore investments can have an impact on future 
cash flows associated with an offshore investment. 


b. Discuss the ethical implications of encouraging current employees to help a company shift 
jobs overseas. 


JC Penney Company, founded in the early 1900s, has made many significant capital investment 
decisions throughout its history. Access the JC Penney Web site at the following address: 
http://www.jcpenney.net/about/jcp/history.aspx 


Locate the JC Penney Milestones. 


Instructions 


a. Identify what you would consider to be a major strategic capital investment decision under- 
taken by JC Penney since 1902. 


b. For one such decision, discuss the nonfinancial issues that likely would have been considered. 


A common capital investment decision undertaken by retailers is whether to invest funds in a 
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store that is earning less than the desired level of profit (in the hopes that the investment will 
generate higher profits) or close the location altogether. In evaluating both options, which 
employee groups would you expect to overstate the benefits of additional investment? Which 
groups would understate the benefits of additional investment? 


Internet sites are time and date sensitive. It is the purpose of these exercises to have you explore 
the Internet. You may need to use the Yahoo! search engine http://www.yahoo.com (or another 
favorite search engine) to find a company’s current Web address. 


Red Robin Gourmet Burgers is an upscale restaurant chain in the Northwest. The chain’s for- 
mer chairman, Michael Snyder, encouraged employees to be “unbridled” in everything they did. 
Unfortunately, Snyder was too unbridled with his use of some of the company’s assets. The com- 
pany reported the issue to the Securities and Exchange Commission, saying that the chairman’s 
improprieties involved “use of chartered aircraft and travel and entertainment expenses, including 
charitable donations.” After an audit of travel logs, Snyder repaid the company $1.25 million. 
In addition, Snyder owned a large stake in a company that was on opposite sides of transactions 
with Red Robin, a clear violation of the company’s code of ethics governing conflicts of interest. 
Snyder has since stepped down and the company has moved to improve its corporate governance. 


Instructions 


a. Explain how governance violations such as those described as taking place at Red Robin 
Gourmet Burgers can have an impact on capital budgeting outcomes. 


b. Do you believe that improved corporate governance practices can result in improved returns 
to capital investments in companies? Explain why or why not. 


Answers to Self-Test Questions 


1. b je 3. a,b, d 4. a Bh Gl 
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Item 8. Financial Statements and Supplementary Data. 
Management’s Responsibility for Financial Statements 


The financial statements presented in this Annual Report have been prepared with integrity and objectivity and are the 
responsibility of the management of The Home Depot, Inc. These financial statements have been prepared in conformity with 
U.S. generally accepted accounting principles and properly reflect certain estimates and judgments based upon the best 
available information. 


The financial statements of the Company have been audited by KPMG LLP, an independent registered public accounting 
firm. Their accompanying report is based upon an audit conducted in accordance with the standards of the Public Company 
Accounting Oversight Board (United States). 


The Audit Committee of the Board of Directors, consisting solely of independent directors, meets five times a year with the 
independent registered public accounting firm, the internal auditors and representatives of management to discuss auditing 
and financial reporting matters. In addition, a telephonic meeting is held prior to each quarterly earnings release. The Audit 
Committee retains the independent registered public accounting firm and regularly reviews the internal accounting controls, 
the activities of the independent registered public accounting firm and internal auditors and the financial condition of the 
Company. Both the Company’s independent registered public accounting firm and the internal auditors have free access to the 
Audit Committee. 


Management’s Report on Internal Control over Financial Reporting 


Our management is responsible for establishing and maintaining adequate internal control over financial reporting, as such 
term is defined in Rule 13a-15(f ) promulgated under the Securities Exchange Act of 1934, as amended (the “Exchange Act”). 
Under the supervision and with the participation of our management, including our Chief Executive Officer and Chief 
Financial Officer, we conducted an evaluation of the effectiveness of our internal control over financial reporting as of 
January 31, 2010 based on the framework in Internal Control —Integrated Framework issued by the Committee of 
Sponsoring Organizations of the Treadway Commission (COSO). Based on our evaluation, our management concluded that 
our internal control over financial reporting was effective as of January 31, 2010 in providing reasonable assurance regarding 
the reliability of financial reporting and the preparation of financial statements for external purposes in accordance with U.S. 
generally accepted accounting principles. The effectiveness of our internal control over financial reporting as of January 31, 
2010 has been audited by KPMG LLP, an independent registered public accounting firm, as stated in their report which is 
included on page 30 in this Form 10-K. 


/s/_ FRANCIS S. BLAKE /s/ CAROL B. TOME 
Francis S. Blake Carol B. Tome 
Chairman & Chief Financial Officer & 


Chief Executive Officer Executive Vice President — Corporate Services 


A-2 Appendix A Home Depot 2009 Financial Statements 


Report of Independent Registered Public Accounting Firm 


The Board of Directors and Stockholders 
The Home Depot, Inc.: 


We have audited the accompanying Consolidated Balance Sheets of The Home Depot, Inc. and subsidiaries as of 
January 31, 2010 and February 1, 2009, and the related Consolidated Statements of Earnings, Stockholders’ Equity and 
Comprehensive Income, and Cash Flows for each of the fiscal years in the three-year period ended January 31, 2010. These 
Consolidated Financial Statements are the responsibility of the Company’s management. Our responsibility is to express an 
opinion on these Consolidated Financial Statements based on our audits. 


We conducted our audits in accordance with the standards of the Public Company Accounting Oversight Board (United 
States). Those standards require that we plan and perform the audit to obtain reasonable assurance about whether the financial 
statements are free of material misstatement. An audit includes examining, on a test basis, evidence supporting the amounts 
and disclosures in the financial statements. An audit also includes assessing the accounting principles used and significant 
estimates made by management, as well as evaluating the overall financial statement presentation. We believe that our audits 
provide a reasonable basis for our opinion. 


In our opinion, the Consolidated Financial Statements referred to above present fairly, in all material respects, the 
financial position of The Home Depot, Inc. and subsidiaries as of January 31, 2010 and February 1, 2009, and the results of 
their operations and their cash flows for each of the fiscal years in the three-year period ended January 31, 2010, in 
conformity with U.S. generally accepted accounting principles. 


We also have audited, in accordance with the standards of the Public Company Accounting Oversight Board (United 
States), The Home Depot, Inc.’s internal control over financial reporting as of January 31, 2010, based on criteria established 
in Internal Control —Integrated Framework issued by the Committee of Sponsoring Organizations of the Treadway 
Commission (COSO), and our report dated March 25, 2010 expressed an unqualified opinion on the effectiveness of the 
Company’s internal control over financial reporting. 


/s/ KPMG LLP 


Atlanta, Georgia 
March 25, 2010 
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THE HOME DEPOT, INC. AND SUBSIDIARIES 


CONSOLIDATED STATEMENTS OF EARNINGS 


amounts in millions, except per share data 


NET SALES 

Cost of Sales 
GROSS PROFIT 

Operating Expenses: 


Selling, General and Administrative 
Depreciation and Amortization 
Total Operating Expenses 
OPERATING INCOME 
Interest and Other (Income) Expense: 


Interest and Investment Income 

Interest Expense 

Other 
Interest and Other, net 

EARNINGS FROM CONTINUING OPERATIONS BEFORE 
PROVISION FOR INCOME TAXES 

Provision for Income Taxes 

EARNINGS FROM CONTINUING OPERATIONS 

EARNINGS (LOSS) FROM DISCONTINUED OPERATIONS, 
NET OF TAX 

NET EARNINGS 


Weighted Average Common Shares 

BASIC EARNINGS PER SHARE FROM CONTINUING 
OPERATIONS 

BASIC EARNINGS (LOSS) PER SHARE FROM DISCONTINUED 
OPERATIONS 

BASIC EARNINGS PER SHARE 


Diluted Weighted Average Common Shares 

DILUTED EARNINGS PER SHARE FROM CONTINUING 
OPERATIONS 

DILUTED EARNINGS (LOSS) PER SHARE FROM 
DISCONTINUED OPERATIONS 

DILUTED EARNINGS PER SHARE 


Fiscal Year Ended” 

January 31, February 1, February 3, 

2010 2009 2008 
$ 66,176 $ 71,288 $ 77,349 
43,764 47,298 51,352 
22,412 23,990 25,997 
15,902 17,846 17,053 
1,707 1,785 1,702 
17,609 19,631 18755 
4,803 4,359 7,242 
(18) (18) (74) 
676 624 696 
163 163 — 
821 769 622 
3,982 3,590 6,620 
1,362 1,278 2,410 
2,620 2,312 4,210 
41 (52) 185 
$ 2,661 $ 2,260 $ 4,395 
1,683 1,682 1,849 
$ 1.56 $ 1.37 $ 2.28 
$ 0.02 $ (0.03) $ 0.10 
$ 1.58 $ 61.34 $ 2.38 
1,692 1,686 1,856 
$ 1.55 $ 1.37 $ 2.27 
$ 0.02 $ (0.03) $ 0.10 
$ 157 $ 1.34 $ 2.37 


(1) Fiscal years ended January 31, 2010 and February 1, 2009 include 52 weeks. Fiscal year ended 


February 3, 2008 includes 53 weeks. 


See accompanying Notes to Consolidated Financial Statements. 
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THE HOME DEPOT, INC. AND SUBSIDIARIES 
CONSOLIDATED BALANCE SHEETS 


amounts in millions, except share and per share data 
ASSETS 
Current Assets: 
Cash and Cash Equivalents 
Short-Term Investments 
Receivables, net 
Merchandise Inventories 
Other Current Assets 
Total Current Assets 
Property and Equipment, at cost: 
Land 
Buildings 
Furniture, Fixtures and Equipment 
Leasehold Improvements 
Construction in Progress 
Capital Leases 


Less Accumulated Depreciation and Amortization 
Net Property and Equipment 
Notes Receivable 
Goodwill 
Other Assets 
Total Assets 
LIABILITIES AND STOCKHOLDERS’ EQUITY 
Current Liabilities: 
Accounts Payable 
Accrued Salaries and Related Expenses 
Sales Taxes Payable 
Deferred Revenue 
Income Taxes Payable 
Current Installments of Long-Term Debt 
Other Accrued Expenses 
Total Current Liabilities 
Long-Term Debt, excluding current installments 
Other Long-Term Liabilities 
Deferred Income Taxes 
Total Liabilities 
STOCKHOLDERS’ EQUITY 


Common Stock, par value $0.05; authorized: 10 billion shares; issued: 1.716 billion 


shares at January 31, 2010 and 1.707 billion shares at February 1, 2009; outstanding: 


1.698 billion shares at January 31, 2010 and 1.696 billion shares at February 1, 2009 
Paid-In Capital 
Retained Earnings 
Accumulated Other Comprehensive Income (Loss) 
Treasury Stock, at cost, 18 million shares at January 31, 2010 and 11 million shares at 
February 1, 2009 
Total Stockholders’ Equity 


Total Liabilities and Stockholders’ Equity 


See accompanying Notes to Consolidated Financial Statements. 


January 31, 
2010 


$ 1,421 
6 

964 
10,188 
1,321 
13,900 


8,451 
17,391 
9,091 
1,383 
525 
504 
37,345 
11,795 
25,550 
33 
1,171 
223 


$ 40,877 


10,363 
8,662 
2,140 

319 
21,484 


86 
6,304 
13,226 
362 


(585) 
19,393 
$ 40,877 


February 1, 
2009 


$ oll) 
6 

O12 
10,673 
1,192 
13,362 


Ff 
KR 
— 

— 
fon 
K 


$ 41,164 
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THE HOME DEPOT, INC. AND SUBSIDIARIES 


CONSOLIDATED STATEMENTS OF STOCKHOLDERS’ 
EQUITY AND COMPREHENSIVE INCOME 


amounts in millions, except per share data Shares 


BALANCE, JANUARY 28, 2007 


Cumulative Effect of the Adoption of 
FIN 48 
Net Earnings 


Shares Issued Under Employee Stock Plans 


Tax Effect of Sale of Option Shares by 
Employees 

Translation Adjustments 

Cash Flow Hedges, net of tax 


Stock Options, Awards and Amortization 


of Restricted Stock 
Repurchase of Common Stock 


Retirement of Treasury Stock 
Cash Dividends ($0.90 per share) 
Other 

Comprehensive Income 


BALANCE, FEBRUARY 3, 2008 


Net Earnings 


Shares Issued Under Employee Stock Plans 


Tax Effect of Sale of Option Shares by 
Employees 

Translation Adjustments 

Cash Flow Hedges, net of tax 


Stock Options, Awards and Amortization 


of Restricted Stock 
Repurchase of Common Stock 


Cash Dividends ($0.90 per share) 
Other 


Comprehensive Income 
BALANCE, FEBRUARY 1, 2009 


Net Earnings 


Shares Issued Under Employee Stock Plans 


Tax Effect of Sale of Option Shares by 
Employees 

Translation Adjustments 

Cash Flow Hedges, net of tax 


Stock Options, Awards and Amortization 


of Restricted Stock 
Repurchase of Common Stock 


Cash Dividends ($0.90 per share) 
Other 


Comprehensive Income 


BALANCE, JANUARY 31, 2010 


Stockholders’ 


$ 


$ 


Equity 


206 
(10,815) 
(1,709) 
29 


(831) 
() 


176 
(70) 
(1,521) 
(25) 


17,777 
2,661 


58 


Accumulated 
Other 
Common Stock Paid-In_ Retained Comprehensive _Treasury Stock 
Amount Capital Earnings Income (Loss) Shares Amount 
2,421 $ 121 $7,930 $ 33,052 $ 310 (451) $(16,383) 
(11) 
4,395 
12 1 239 — 
= et 4 = 
455 — — 
(10) = = 
— — 206 — 
— (292) (10,815) 
(735) (37) (2,608) (24,239) — 735 26,884 
(1,709) 
-_ _ 29 _ 
1,698 $ 85 $ 5,800 $ 11,388 $ 755 (8) $ (314) 
2,260 
9 — 68 — 
= me a] = 
(831) — — 
(1) = = 
— — 176 — 
= (3) (70) 
(1,521) 
= ae (3) (34) = — 12 
1,707 $ 85 $ 6,048 $ 12,093 $ (77) (11) $ (372) 
2,661 
9 1 oil — 
_— _ (2) = 
426 a — 
11 — — 
— — 201 — 
— (7) (213) 
(1,525) 
(3) 2 — — 
1,716 $ 86 $ 6,304 $ 13,226 $ 362 (18) $ (585) 


See accompanying Notes to Consolidated Financial Statements. 


$ 


Total 
Comprehensive 
Income 
$ 4,395 

455 
(10) 
$ 4,840 
$ 2,260 
(831) 
d) 
$ 1,428 
$ 2,661 
426 
11 
2 
$3,100 


A-6 Appendix A Home Depot 2009 Financial Statements 


THE HOME DEPOT, INC. AND SUBSIDIARIES 
CONSOLIDATED STATEMENTS OF CASH FLOWS 


Fiscal Year Ended 


January31, —SFebruaryl, ——_—«sFebruary 3, 
amounts in millions 2010 2009 2008 
CASH FLOWS FROM OPERATING ACTIVITIES: = = a a0 
Net Earnings $ 2,661 $ 2,260 $ 4,395 
Reconciliation of Net Earnings to Net Cash Provided by Operating 
Activities: 
Depreciation and Amortization 1,806 1,902 1,906 
Impairment Related to Rationalization Charges —_— 580 = 
Impairment of Investment 163 163 = 
Stock-Based Compensation Expense 201 176 207 
Changes in Assets and Liabilities, net of the effects of acquisitions and 
disposition: 
(Increase) Decrease in Receivables, net (23) 121 116 
Decrease (Increase) in Merchandise Inventories 625 743 (491) 
Decrease (Increase) in Other Current Assets 4 (7) 109 
Increase (Decrease) in Accounts Payable and Accrued Expenses 59 (646) (465) 
Decrease in Deferred Revenue (21) (292) (159) 
(Decrease) Increase in Income Taxes Payable (174) 262 — 
Decrease in Deferred Income Taxes (227) (282) (348) 
(Decrease) Increase in Other Long-Term Liabilities (19) 306 186 
Other 70 242 2h 
Net Cash Provided by Operating Activities 5,125 5,528 35/27 
CASH FLOWS FROM INVESTING ACTIVITIES: 
Capital Expenditures, net of $10, $37 and $19 of non-cash capital 
expenditures in fiscal 2009, 2008 and 2007, respectively (966) (1,847) (3,558) 
Proceeds from Sale of Business, net — — 8,337 
Payments for Businesses Acquired, net —_— — (13) 
Proceeds from Sales of Property and Equipment 178 147 318 
Purchases of Investments — (168) (11,225) 
Proceeds from Sales and Maturities of Investments 33 139 10,899 
Net Cash (Used in) Provided by Investing Activities (755) (1,729) 4,758 
CASH FLOWS FROM FINANCING ACTIVITIES: 
(Repayments of) Proceeds from Short-Term Borrowings, net — (1,732) 1,734 
Repayments of Long-Term Debt (1,774) (313) (20) 
Repurchases of Common Stock (213) (70) (10,815) 
Proceeds from Sales of Common Stock Te 84 276 
Cash Dividends Paid to Stockholders (1,525) (1,521) (1,709) 
Other Financing Activities (64) (128) (105) 
Net Cash Used in Financing Activities (3,503) (3,680) (10,639) 
Increase (Decrease) in Cash and Cash Equivalents 867 I® (154) 
Effect of Exchange Rate Changes on Cash and Cash Equivalents 35 (45) (1) 
Cash and Cash Equivalents at Beginning of Year 519 445 600 
Cash and Cash Equivalents at End of Year $ 1,421 $ 519 $ 445 
SUPPLEMENTAL DISCLOSURE OF CASH PAYMENTS MADE 
FOR: 
Interest, net of interest capitalized $ 664 $ 622 $ 672 
Income Taxes $ 2,082 $ 1,265 $ 2,524 


(1) Fiscal years ended January 31, 2010 and February 1, 2009 include 52 weeks. Fiscal year ended February 3, 2008 
includes 53 weeks. 


See accompanying Notes to Consolidated Financial Statements. 
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS 
1. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES 
Business, Consolidation and Presentation 


The Home Depot, Inc. and its subsidiaries (the “Company”) operate The Home Depot stores, which are full-service, 
warehouse-style stores averaging approximately 105,000 square feet in size. The stores stock approximately 30,000 to 
40,000 different kinds of building materials, home improvement supplies and lawn and garden products that are sold to do- 
it-yourself customers, do-it-for-me customers and professional customers. At the end of fiscal 2009, the Company was 
operating 2,244 stores, which included 1,976 The Home Depot stores in the United States, including the Commonwealth of 
Puerto Rico and the territories of the U.S. Virgin Islands and Guam (“U.S.”), 179 The Home Depot stores in Canada, 79 The 
Home Depot stores in Mexico and 10 The Home Depot stores in China. The Consolidated Financial Statements include the 
accounts of the Company and its wholly-owned subsidiaries. All significant intercompany transactions have been eliminated 
in consolidation. 


Fiscal Year 


The Company’s fiscal year is a 52- or 53-week period ending on the Sunday nearest to January 31. Fiscal years ended 
January 31, 2010 (“fiscal 2009”) and February 1, 2009 (“fiscal 2008”) include 52 weeks. The fiscal year ended February 3, 
2008 (“fiscal 2007”) includes 53 weeks. 


Use of Estimates 


Management of the Company has made a number of estimates and assumptions relating to the reporting of assets and 
liabilities, the disclosure of contingent assets and liabilities, and reported amounts of revenues and expenses in preparing 
these financial statements in conformity with U.S. generally accepted accounting principles. Actual results could differ from 
these estimates. 


Fair Value of Financial Instruments 


The carrying amounts of Cash and Cash Equivalents, Receivables and Accounts Payable approximate fair value due to the 
short-term maturities of these financial instruments. The fair value of the Company’s investments is discussed under the 
caption “Short-Term Investments” in this Note 1. The fair value of the Company’s Long-Term Debt is discussed in Note 11. 


Cash Equivalents 


The Company considers all highly liquid investments purchased with original maturities of three months or less to be cash 
equivalents. The Company’s Cash Equivalents are carried at fair market value and consist primarily of high-grade 
commercial paper, money market funds and U.S. government agency securities. 


Short-Term Investments 


Short-Term Investments are recorded at fair value based on current market rates and are classified as available-for-sale. 


Accounts Receivable 


The Company has an agreement with a third-party service provider who directly extends credit to customers, manages the 
Company’s private label credit card program and owns the related receivables. We evaluated the third-party entities holding 
the receivables under the program and concluded that they should not be consolidated by the Company. The agreement with 
the third-party service provider expires in 2018, with the Company having the option, but no obligation, to purchase the 
receivables at the end of the agreement. The deferred interest charges incurred by the Company for its deferred financing 
programs offered to its customers are included in Cost of Sales. The interchange fees charged to the Company for the 
customers’ use of the cards and the profit sharing with the third-party administrator are included in Selling, General and 
Administrative expenses (“SG&A”). The sum of the three is referred to by the Company as “the cost of credit” of the 
private label credit card program. 


In addition, certain subsidiaries of the Company extend credit directly to customers in the ordinary course of business. The 
receivables due from customers were $38 million and $37 million as of January 31, 2010 and February 1, 2009, 
respectively. The Company’s valuation reserve related to accounts receivable was not material to the Consolidated Financial 
Statements of the Company as of the end of fiscal 2009 or 2008. 
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Merchandise Inventories 


The majority of the Company’s Merchandise Inventories are stated at the lower of cost (first-in, first-out) or market, as 
determined by the retail inventory method. As the inventory retail value is adjusted regularly to reflect market conditions, 
the inventory valued using the retail method approximates the lower of cost or market. Certain subsidiaries, including retail 
operations in Canada, Mexico and China, and distribution centers, record Merchandise Inventories at the lower of cost or 
market, as determined by a cost method. These Merchandise Inventories represent approximately 18% of the total 
Merchandise Inventories balance. The Company evaluates the inventory valued using a cost method at the end of each 
quarter to ensure that it is carried at the lower of cost or market. The valuation allowance for Merchandise Inventories 
valued under a cost method was not material to the Consolidated Financial Statements of the Company as of the end of 
fiscal 2009 or 2008. 


Independent physical inventory counts or cycle counts are taken on a regular basis in each store and distribution center to 
ensure that amounts reflected in the accompanying Consolidated Financial Statements for Merchandise Inventories are 
properly stated. During the period between physical inventory counts in stores, the Company accrues for estimated losses 
related to shrink on a store-by-store basis based on historical shrink results and current trends in the business. Shrink (or in 
the case of excess inventory, “swell”) is the difference between the recorded amount of inventory and the physical 
inventory. Shrink may occur due to theft, loss, inaccurate records for the receipt of inventory or deterioration of goods, 
among other things. 


Income Taxes 


The Company provides for federal, state and foreign income taxes currently payable, as well as for those deferred due to 
timing differences between reporting income and expenses for financial statement purposes versus tax purposes. Deferred 
tax assets and liabilities are recognized for the future tax consequences attributable to temporary differences between the 
financial statement carrying amounts of existing assets and liabilities and their respective tax bases. Deferred tax assets and 
liabilities are measured using enacted income tax rates expected to apply to taxable income in the years in which those 
temporary differences are expected to be recovered or settled. The effect of a change in income tax rates is recognized as 
income or expense in the period that includes the enactment date. 


The Company and its eligible subsidiaries file a consolidated U.S. federal income tax return. Non-U.S. subsidiaries and 
certain U.S. subsidiaries, which are consolidated for financial reporting purposes, are not eligible to be included in the 
Company’s consolidated U.S. federal income tax return. Separate provisions for income taxes have been determined for 
these entities. The Company intends to reinvest substantially all of the unremitted earnings of its non-U.S. subsidiaries and 
postpone their remittance indefinitely. Accordingly, no provision for U.S. income taxes for these non-US. subsidiaries was 
recorded in the accompanying Consolidated Statements of Earnings. 


Depreciation and Amortization 


The Company’s Buildings, Furniture, Fixtures and Equipment are recorded at cost and depreciated using the straight-line 
method over the estimated useful lives of the assets. Leasehold Improvements are amortized using the straight-line method 
over the original term of the lease or the useful life of the improvement, whichever is shorter. The Company’s Property and 
Equipment is depreciated using the following estimated useful lives: 


Life 
Buildings 5-45 years 
Furniture, Fixtures and Equipment 3-20 years 
Leasehold Improvements 5-45 years 


Capitalized Software Costs 


The Company capitalizes certain costs related to the acquisition and development of software and amortizes these costs 
using the straight-line method over the estimated useful life of the software, which is three to six years. These costs are 
included in Furniture, Fixtures and Equipment in the accompanying Consolidated Balance Sheets. Certain development 
costs not meeting the criteria for capitalization are expensed as incurred. 
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Revenues 


The Company recognizes revenue, net of estimated returns and sales tax, at the time the customer takes possession of 
merchandise or receives services. The liability for sales returns is estimated based on historical return levels. When the 
Company receives payment from customers before the customer has taken possession of the merchandise or the service has 
been performed, the amount received is recorded as Deferred Revenue in the accompanying Consolidated Balance Sheets 
until the sale or service is complete. The Company also records Deferred Revenue for the sale of gift cards and recognizes 
this revenue upon the redemption of gift cards in Net Sales. Gift card breakage income is recognized based upon historical 
redemption patterns and represents the balance of gift cards for which the Company believes the likelihood of redemption by 
the customer is remote. During fiscal 2009, 2008 and 2007, the Company recognized $40 million, $37 million and 

$36 million, respectively, of gift card breakage income. This income is recorded as other income and is included in the 
accompanying Consolidated Statements of Earnings as a reduction in SG&A. 


Services Revenue 


Net Sales include services revenue generated through a variety of installation, home maintenance and professional service 
programs. In these programs, the customer selects and purchases material for a project and the Company provides or arranges 
professional installation. These programs are offered through the Company’s stores. Under certain programs, when the 
Company provides or arranges the installation of a project and the subcontractor provides material as part of the installation, 
both the material and labor are included in services revenue. The Company recognizes this revenue when the service for the 
customer is complete. 


All payments received prior to the completion of services are recorded in Deferred Revenue in the accompanying 
Consolidated Balance Sheets. Services revenue was $2.6 billion, $3.1 billion and $3.5 billion for fiscal 2009, 2008 and 2007, 
respectively. 


Self-Insurance 


The Company is self-insured for certain losses related to general liability, product liability, automobile, workers’ 
compensation and medical claims. The expected ultimate cost for claims incurred as of the balance sheet date is not 
discounted and is recognized as a liability. The expected ultimate cost of claims is estimated based upon analysis of historical 
data and actuarial estimates. 


Prepaid Advertising 


Television and radio advertising production costs, along with media placement costs, are expensed when the advertisement 
first appears. Amounts included in Other Current Assets in the accompanying Consolidated Balance Sheets relating to 
prepayments of production costs for print and broadcast advertising as well as sponsorship promotions were not material at 
the end of fiscal 2009 and 2008. 


Vendor Allowances 


Vendor allowances primarily consist of volume rebates that are earned as a result of attaining certain purchase levels and 
advertising co-op allowances for the promotion of vendors’ products that are typically based on guaranteed minimum 
amounts with additional amounts being earned for attaining certain purchase levels. These vendor allowances are accrued as 
earned, with those allowances received as a result of attaining certain purchase levels accrued over the incentive period based 
on estimates of purchases. 


Volume rebates and certain advertising co-op allowances earned are initially recorded as a reduction in Merchandise 
Inventories and a subsequent reduction in Cost of Sales when the related product is sold. Certain advertising co-op 
allowances that are reimbursements of specific, incremental and identifiable costs incurred to promote vendors’ products are 
recorded as an offset against advertising expense. In fiscal 2009, 2008 and 2007, gross advertising expense was $897 million, 
$1.0 billion and $1.2 billion, respectively, and is included in SG&A. Specific, incremental and identifiable advertising co-op 
allowances were $105 million, $107 million and $120 million for fiscal 2009, 2008 and 2007, respectively, and were 
recorded as an offset to advertising expense in SG&A. 


Cost of Sales 


Cost of Sales includes the actual cost of merchandise sold and services performed, the cost of transportation of merchandise 
from vendors to the Company’s stores, locations or customers, the operating cost of the Company’s sourcing and distribution 
network and the cost of deferred interest programs offered through the Company’s private label credit card program. 
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The cost of handling and shipping merchandise from the Company’s stores, locations or distribution centers to the customer 
is classified as SG&A. The cost of shipping and handling, including internal costs and payments to third parties, classified 
as SG&A was $426 million, $501 million and $571 million in fiscal 2009, 2008 and 2007, respectively. 


Impairment of Long-Lived Assets 


The Company evaluates its long-lived assets each quarter for indicators of potential impairment. Indicators of impairment 
include current period losses combined with a history of losses, management’s decision to relocate or close a store or other 
location before the end of its previously estimated useful life, or when changes in other circumstances indicate the carrying 
amount of an asset may not be recoverable. The evaluation for long-lived assets is performed at the lowest level of 
identifiable cash flows, which is generally the individual store level. 


The assets of a store with indicators of impairment are evaluated by comparing its undiscounted cash flows with its carrying 
value. The estimate of cash flows includes management’s assumptions of cash inflows and outflows directly resulting from 
the use of those assets in operations, including gross margin on Net Sales, payroll and related items, occupancy costs, 
insurance allocations and other costs to operate a store. If the carrying value is greater than the undiscounted cash flows, an 
impairment loss is recognized for the difference between the carrying value and the estimated fair market value. Impairment 
losses are recorded as a component of SG&A in the accompanying Consolidated Statements of Earnings. When a leased 
location closes, the Company also recognizes in SG&A the net present value of future lease obligations less estimated 
sublease income. 


As part of its Rationalization Charges, the Company recorded no asset impairment and $84 million of lease obligation costs 
in fiscal 2009 compared to $580 million of asset impairments and $252 million of lease obligation costs in fiscal 2008. See 
Note 2 for more details on the Rationalization Charges. The Company also recorded impairments on other closings and 
relocations in the ordinary course of business, which were not material to the Consolidated Financial Statements in fiscal 
2009, 2008 and 2007. 


Goodwill and Other Intangible Assets 


Goodwill represents the excess of purchase price over the fair value of net assets acquired. The Company does not amortize 
goodwill, but does assess the recoverability of goodwill in the third quarter of each fiscal year, or more often if indicators 
warrant, by determining whether the fair value of each reporting unit supports its carrying value. The fair values of the 
Company’s identified reporting units were estimated using the present value of expected future discounted cash flows. 


The Company amortizes the cost of other intangible assets over their estimated useful lives, which range from | to 20 years, 
unless such lives are deemed indefinite. Intangible assets with indefinite lives are tested in the third quarter of each fiscal 
year for impairment, or more often if indicators warrant. The Company recorded no impairment charges for goodwill or 
other intangible assets for fiscal 2009, 2008 or 2007. 


Stock-Based Compensation 


The per share weighted average fair value of stock options granted during fiscal 2009, 2008 and 2007 was $6.61, $6.46 and 
$9.45, respectively. The fair value of these options was determined at the date of grant using the Black-Scholes option- 
pricing model with the following assumptions: 


Fiscal Year Ended 
January 31, February 1, February 3, 
2010 2009 2008 
Risk-free interest rate 2.3% 2.9% 4.4% 
Assumed volatility 41.5% 33.8% 25.5% 
Assumed dividend yield 3.9% 3.5% 2.4% 
Assumed lives of option 6 years 6 years 6 years 


Derivatives 


The Company uses derivative financial instruments from time to time in the management of its interest rate exposure on 
long-term debt and its exposure on foreign currency fluctuations. The Company accounts for its derivative financial 
instruments in accordance with the Financial Accounting Standards Board Accounting Standards Codification (“FASB 
ASC”) 815-10. The fair value of the Company’s derivative financial instruments is discussed in Note 5. 
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Comprehensive Income 


Comprehensive Income includes Net Earnings adjusted for certain revenues, expenses, gains and losses that are excluded 
from Net Earnings under U.S. generally accepted accounting principles. Adjustments to Net Earnings and Accumulated 
Other Comprehensive Income consist primarily of foreign currency translation adjustments. 


Foreign Currency Translation 


Assets and Liabilities denominated in a foreign currency are translated into U.S. dollars at the current rate of exchange on the 
last day of the reporting period. Revenues and expenses are generally translated using average exchange rates for the period 
and equity transactions are translated using the actual rate on the day of the transaction. 


Segment Information 


The Company operates within a single reportable segment primarily within North America. Net Sales for the Company 
outside of the U.S. were $7.0 billion for fiscal 2009 and were $7.4 billion for fiscal 2008 and 2007. Long-lived assets outside 
of the U.S. totaled $3.0 billion and $2.8 billion as of January 31, 2010 and February 1, 2009, respectively. 
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10-Year Summary of Financial and Operating Results 
The Home Depot, Inc. and Subsidiaries 


10-Year 
amounts in millions, except where noted Compound Annual 
Growth Rate 2009 2008 2007” 

STATEMENT OF EARNINGS DATA” 
Net sales 5.6% $ 66,176 $ 71,288 $ 77,349 
Net sales increase (decrease) (%) — (7.2) (7.8) (2.1) 
Earnings before provision for income taxes 0.5 3,982 3,590 6,620 
Net earnings 2 2,620 Zoe 4,210 
Net earnings increase (decrease) (%) — 13.3 (45.1) (20.1) 
Diluted earnings per share ($) 4.5 1.55 legi7/ Deel 
Diluted earnings per share increase (decrease) (%) — 13.1 (39.6) (11.0) 
Diluted weighted average number of common shares (G2) 1,692 1,686 1,856 
Gross margin — % of sales — 33.9 33:7 33.6 
Total operating expenses — % of sales = 26.6 Mod 24.3 
Interest and other, net — % of sales — 1.2 1.1 0.8 
Earnings before provision for income taxes — % of 

sales — 6.0 5.0 8.6 
Net earnings — % of sales — 4.0 3.2 5.4 
BALANCE SHEET DATA AND FINANCIAL 

RATIOS” 
Total assets 9.1% $ 40,877 $ 41,164 $ 44,324 
Working capital 2.6 SES/ 2,209 1,968 
Merchandise inventories 6.4 10,188 10,673 11,731 
Net property and equipment 9.6 25,550 26,234 27,476 
Long-term debt 27.7 8,662 9,667 11,383 
Stockholders’ equity 4.6 19,393 WET 17,714 
Book value per share ($) 7.9 11.42 10.48 10.48 
Long-term debt-to-equity (%) = 44.7 54.4 64.3 
Total debt-to-equity (%) — 49.9 64.3 75.8 
Current ratio — 1.34:1 12021 iLilssil 
Inventory turnover” — 4.1x 4.0x 4.2x 
Return on invested capital (%)” — 10.7 9.5 13.9 
STATEMENT OF CASH FLOWS DATA 
Depreciation and amortization 14.6% $ 61,806 $ 1,902 $ 1,906 
Capital expenditures (9.5) 966 1,847 3,558 
Payments for businesses acquired, net (100.0) _— — 13 
Cash dividends per share ($) 23.3 0.900 0.900 0.900 
STORE DATA 
Number of stores 9.2% 2,244 2,274 2,234 
Square footage at fiscal year-end 8.9 235 238 235) 
(Decrease) increase in square footage (%) — (1.3) 1.3 4.9 
Average square footage per store (in thousands) (0.3) 105 105 105 
STORE SALES AND OTHER DATA 
Comparable store sales increase (decrease) (%)°” — (6.6) (8.7) (6.7) 
Weighted average weekly sales per operating store 

(in thousands) (4.3)% $ 563 $ 601 §$ 658 
Weighted average sales per square foot ($) (4.1) 279 298 332 
Number of customer transactions 4.8 1,274 1,272 1,336 
Average ticket ($) 0.8 51.76 55.61 57.48 
Number of associates at fiscal year-end” 4.6 317,000 322,000 331,000 


(1) Fiscal years 2007 and 2001 include 53 weeks; all other fiscal years reported include 52 weeks. 


(2) Fiscal years 2003 through 2009 include Continuing Operations only. The discontinued operations in fiscal years prior to 2003 
were not material. See Note 4 to the Consolidated Financial Statements included in Item 8, “Financial Statements and 
Supplementary Data.” 


(3) Amounts for fiscal years 2009, 2008 and 2007 include Continuing Operations only. All amounts in other fiscal years reported 
include discontinued operations. See Note 4 to the Consolidated Financial Statements included in Item 8, “Financial 
Statements and Supplementary Data.” 
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amounts in millions, except where noted 


STATEMENT OF EARNINGS DATA” 


Net sales 

Net sales increase (decrease) (%) 

Earnings before provision for income taxes 

Net earnings 

Net earnings increase (decrease) (%) 

Diluted earnings per share ($) 

Diluted earnings per share increase (decrease) (%) 
Diluted weighted average number of common shares 
Gross margin — % of sales 

Total operating expenses — % of sales 

Interest and other, net — % of sales 

Earnings before provision for income taxes — % of sales 
Net earnings — % of sales 

BALANCE SHEET DATA AND FINANCIAL RATIOS” 


Total assets 

Working capital 

Merchandise inventories 

Net property and equipment 
Long-term debt 

Stockholders’ equity 

Book value per share ($) 
Long-term debt-to-equity (%) 
Total debt-to-equity (%) 
Current ratio 

Inventory turnover” 

Return on invested capital (%)® 
STATEMENT OF CASH FLOWS DATA 


Depreciation and amortization 
Capital expenditures 

Payments for businesses acquired, net 
Cash dividends per share ($) 

STORE DATA 


Number of stores 

Square footage at fiscal year-end 

(Decrease) increase in square footage (%) 
Average square footage per store (in thousands) 
STORE SALES AND OTHER DATA 


Comparable store sales increase (decrease) (%)” 
Weighted average weekly sales per operating store (in 
thousands) 

Weighted average sales per square foot ($) 

Number of customer transactions 

Average ticket ($) 

Number of associates at fiscal year-end” 


2006 2005 2004 2003 2002 


A-13 


2001" 2000 


$ 79,022 $ 77,019 $ 71,100 $ 63,660 $ 58,247 $ 53,553 $ 45,738 


$ 


$ 


$ 


2.6 8.3 ile 8) 8.8 
8,502 8,967 7,790 6,762 5,872 
5,266 5,641 4,922 4,253 3,664 

(6.6) 14.6 15.7 16.1 20.4 
25 2.63 2D) 1.86 1.56 
(3.0) 18.5 19.4 19.2 20.9 
2,062 2,147 2,216 2,289 2,344 
33.6 33.7 33.4 31.7 31.1 


22.4 ZIG) 22.4 2d Piel 
0.5 0.1 — — (0.1) 

10.8 11.6 11.0 10.6 10.1 
6.7 7.3 6.9 6.7 6.3 


52,263 $ 44,405 $ 39,020 $ 34,437 $ 30,011 $ 
5,069 2,563 3,818 3,774 3,882 
12,822 11,401 10,076 9,076 8,338 
26,605 24,901 22,726 20,063 17,168 
11,643 2,672 2,148 856 1,321 
25,030 26,909 24,158 22,407 19,802 
12.71 12.67 11.06 9.93 8.38 


46.5 9.9 8.9 3.8 6.7 
46.6 15.2 8.9 6.1 6.7 
1.39:1 P20 PST 1.40:1 1.48:1 
4.5x 4.7x 4.9x 5.0x 5.3x 


16.8 20.4 IQS) OR 18.8 


1,886 $ 1,579$ 1,319$ 1,076$ 903 $ 
3,542 3,881 3,948 3,508 2,749 
4,268 2,546 2 AMS) 235) 
0.675 0.400 0.325 0.26 0.21 


2,147 2,042 1,890 1,707 1,532 


224 PS 201 183 166 
4.2 7.0 9.8 10.2 14.1 
105 105 106 107 108 

(2.8) Bell Doll Shell (0.5) 


723 § 763$ 766$ 763$ 772 $ 
358 377 375 371 370 
1,330 1,330 1,295 1,246 1,161 
58.90 57.98 54.89 51.15 49.43 
364,400 344,800 323,100 298,800 280,900 


(4) Includes Net Sales at locations open greater than 12 months, including relocated and remodeled stores. 
Stores become comparable on the Monday following their 365th day of operation. Comparable store 
sales is intended only as supplemental information and is not a substitute for Net Sales or Net Earnings 
presented in accordance with generally accepted accounting principles. 


(5) Comparable store sales in fiscal years prior to 2002 were reported to the nearest percent. 


oil 19.0 
4,957 4,217 
3,044 2,581 

17.9 11.3 

E29) 1.10 

17.3 10.0 
2g) ZOD 

30.2 29.9 

20.9 20.7 

9.3 92 
Si 5.6 


26,394 $ 21,385 


3,860 3,392 
6,725 6,556 
152375) 9131068 
1,250 1,545 
18,082 15,004 
7.71 6.46 
6.9 10.3 
6.9 10.3 
159: flea qeil 
5.4x 5.1x 
18.3 19.6 
764 $ 601 
3,393 3,574 
190 26 
0.17 0.16 
1,333 1,134 
146 123 
18.5 22.6 
109 108 
= 4 
812 $ 864 
394 415 
1,091 937 
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APPENDIX B 


The Time Value of Money 


Future Amounts and Present Values 


AFTER STUDYING THIS APPENDIX, YOU SHOULD BE ABLE TO: 


Loi Explain what is meant by the phrase time value of money. 
192 Describe the relationships between present values and future amounts. 


Log Explain three basic ways in which decision makers apply the time value of 
money. 


104. Compute future amounts and the investments necessary to accumulate future 
amounts. 


105 | Compute the present values of future cash flows. 


Log Discuss accounting applications of the concept of present value. 


The Concept 


The Concept 


One of the most basic—and important—concepts of investing is the time value of money. This 
concept is based on the idea that an amount of money available today can be safely invested 
to accumulate to a larger amount in the future. As a result, an amount of money available 
today is considered to be equivalent in value to a larger sum available at a future date. 

In our discussion, we will refer to an amount of money available today as a present value. 
In contrast, an amount receivable or payable at a future date will be described as a future 
amount. 

To illustrate, assume that you place $500 in a savings account that earns interest at the rate 
of 8 percent per year. The balance of your account at the end of each of the next four years is 
illustrated in Exhibit B-1. 


Balance ($) 


1 2 3 - 


Time (in years) 


These balances represent different time values of your $500 investment. When you first 
open the account, your investment has a present value of only $500. As time passes, the value 
of your investment increases to the future amounts illustrated in the graph. (Throughout this 
appendix, present values will be illustrated in red, and future amounts will be shown in blue.) 


RELATIONSHIPS BETWEEN PRESENT VALUES 
AND FUTURE AMOUNTS 


The difference between a present value and any future amount is the interest that is included 
in the future amount. We have seen that interest accrues over time. Therefore, the difference 
between the present value and a future amount depends on two factors: (1) the rate of interest 
at which the present value increases and (2) the length of time over which interest accumu- 
lates. (Notice in our graph, the farther away the future date, the larger the future amount.) 


Present Values Chan ge over Time The present value of an investment gradually 
increases toward the future amount. In fact, when a future date arrives, what once was a future 
amount becomes the present value of the investment. For example, at the end of the first year, 
$540 will no longer be a future amount—it will be the present value of your savings account. 


The Basic Concept (Stated Several Different Ways) Notice that the pres- 
ent value of our savings account is always less than its future amounts. This is the basic idea 
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OVER TIME 


Future values are bigger, 
but are they worth more? 
This is the real issue. 
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underlying the time value of money. But this idea often is expressed in different ways, includ- 
ing the following: 


e A present value is always less than a future amount. 

e A future amount is always greater than a present value. 

¢ A dollar available today is always worth more than a dollar that does not become available 
until a future date. 

e A dollar available at a future date is always worth Jess than a dollar that is available today. 


Read these statements carefully. All four reflect the idea that a present value is the “equiva- 
lent” of a larger number of dollars at a future date. This is what is meant by the time value of 
money. 


COMPOUND INTEREST 


The relationships between present values and future amounts assume that the interest earned 
on the investment is reinvested, rather than withdrawn. This concept often is called com- 
pounding the interest. Compounding has an interesting effect. Reinvesting the interest causes 
the amount invested to increase each period. This, in turn, causes more interest to be earned 
in each successive period. Over a long period of time, an investment in which interest is com- 
pounded continuously will increase to surprisingly large amounts. 


In 1626, Peter Minuit is said to have purchased Manhattan Island from a group of Indians 
for $24 worth of “beads, cloth, and trinkets.” This episode often is portrayed as an incred- 
ible bargain—even a steal. But if the Indians had invested this $24 to earn interest at a 
compound interest rate of 8 percent, they would have more than enough money today to 
buy the island back—along with everything on it. 


APPLICATIONS OF THE TIME VALUE OF MONEY CONCEPT 


Investors, accountants, and other decision makers apply the time value of money in three 
basic ways. These applications are summarized below, along with a typical example. 


. To determine the amount to which an investment will accumulate over time. Example: 
If we invest $5,000 each year and earn an annual rate of return of 10 percent, how much 
will be accumulated after 10 years? 

2. To determine the amount that must be invested every period to accumulate a required future 
amount. Example: We must accumulate a $200 million bond sinking fund over the next 
20 years. How much must we deposit into this fund each year, assuming that the fund’s 
assets will be invested to earn an annual rate of return of 8 percent? 

3. To determine the present value of cash flows expected to occur in the future. Example: 
Assuming that we require a 15 percent return on our investments, how much can we afford 
to pay today for new machinery that is expected to reduce production costs by $20,000 per 
year for the next 10 years? 


We will now introduce a framework for answering such questions. 


Future Amounts 


A future amount is simply the dollar amount to which a present value will accumulate over 
time. As we have stated, the difference between a present value and a related future amount 
depends on (1) the interest rate and (2) the period of time over which the present value 
accumulates. 


Future Amounts 


Starting with the present value, we may compute future amounts through a series of mul- 
tiplications, as illustrated in our graph in Exhibit B—1. But there are faster and easier ways. 
For example, many financial calculators are programmed to compute future amounts; you 
merely enter the present value, the interest rate, and the number of periods. Or you may use 
a table of future amounts, such as Table FA—1 in Exhibit B-2. 


Table FA-1 
Future Value of $1 after n Periods 
Number 
of Interest Rate 
Periods 
(n) 1% 12% 5% 6% 8% 10% 12% 15% 20% 
1 1.010 1.015 1.050 1.060 1.080 1.100 1.120 1.150 1.200 
2 1.020 1.030 1.103 1.124 1.166 1.210 1.254 ee 28} 1.440 
S} 1.030 1.046 1.158 1.191 1.260 esi 1.405 1521 1.728 
4 1.041 1.061 1.216 1.262 1.360 1.464 i574 1.749 2.074 
5 1051 4:077%  1:276 -1:838 1.469 leGd 1.762 2.011 2.488 
6 1.062 1.093 1.340 1.419 1.587 eve 1.974 PR ENS) 2.986 
7 1072 etOl 1-407. 1504) eras 1.949 2.211 2.660 6583) 
8 1083) Tele Gmenle47i7eme th 594! 1.851 2.144 2.476 3.059 4.300 
9 1.094 1.143 1.551 1.689 1099 2 SOS enn Sos 5.160 
10 1.105 1.161 1.629 1.791 2.159 2.594 3.106 4.046 6.192 
20 1.220 1.347 2.653 3.207 4.661 6.727 9.646 16.367 38.338 
24 1.270 1.430 3.225 4.049 6.341 9.850 15.179 28.625 79.497 
36 1.431 1.709 5.792 8.147 15.968 30.913 59.136 153.152 708.802 


THE TABLES APPROACH 


A table of future amounts shows the future amount to which $/ will accumulate over a given 
number of periods, assuming that it has been invested to earn any of the illustrated interest 
rates. We will refer to the amounts shown in the body of this table as factors, rather than as 
dollar amounts. 

To find the future amount of a present value greater than $1, simply multiply the pres- 
ent value by the factor obtained from the table. The formula for using the table in this 
manner is: 


Future Amount = Present Value < Factor (from Table FA-1) 


Let us demonstrate this approach using the data for our savings account, illustrated in 
Exhibit B—1. The account started with a present value of $500, invested at an annual interest 
rate of 8 percent. Thus, the future values of the account in each of the next four years can be 
computed as follows (rounded to the nearest dollar): 


Future Computation 
Year Amount (Using Table FA-1) 
1 $540 $500 x 1.080 = $540 
2 $583 $500 x 1.166 = $583 
3 $630 $500 x 1.260 = $630 
4 $680 $500 x 1.360 = $680 


Computing a future amount is relatively easy. The more interesting question is: How much 
must we invest today to accumulate a required future amount? 
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THE FUTURE VALUE OF $1 
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Using the table to 
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Computing the Required Investment At the beginning of Year 1, Metro Recy- 

cling agrees to create a fully funded pension plan for its employees by the end of Year 5. It 

is estimated that $5 million will be required to fully fund the pension plan. How much must 

Metro invest in this plan today to accumulate the promised $5 million by the end of Year 5, 

assuming that payments to the fund will be invested to earn an annual return of 8 percent? 
Let us repeat our original formula for computing future amounts using Table FA—1: 


Future Amount = Present Value < Factor (from Table FA-1) 


In this situation, we know the future amount—$5 million. We are looking for the present 
value which, when invested at an interest rate of 8 percent, will accumulate to $5 million 
in five years. To determine the present value, the formula shown above may be restated as 
follows: 


Future Amount 
Factor (from Table FA-1) 


Present Value = 


Referring to Table FA-1, we get a factor of 1.469 at the intersection of five periods and 
8 percent interest. Thus, the amount of the required investment at the beginning of Year | is 
$3,403,676 ($5 million + 1.469). Invested at 8 percent, this amount will accumulate to the 
required $5 million at the end of five years as illustrated in Exhibit B-3. 


Future 
amount 
$5,000,000 


Year 2 Year 3 Year 4 Year 5 


Present 
value 
$3,403,676 


THE FUTURE AMOUNT OF AN ANNUITY 


In many situations, an investor will make a series of investment payments rather than a 
single payment. As an example, assume that you plan to deposit $500 into your savings 
account at the end of each of the next five years. If the account pays annual interest of 
8 percent, what will be the balance in your savings account at the end of the fifth year? 
Tables, such as Table FA—2 in Exhibit B—4, may be used to answer this question. Table 
FA-2 presents the future amount of an ordinary annuity of $1, which is a series of payments 
of $1 made at the end of each of a specified number of periods. 

To find the future amount of an ordinary annuity of payments greater than $1, we sim- 
ply multiply the amount of the periodic payment by the factor appearing in the table, as 
shown here: 


Future Amount 


of an Annuity = Periodic Payment X Factor (from Table FA-2) 


In our example, a factor of 5.867 is obtained from the table at the intersection of five periods 
and 8 percent interest. If this factor is multiplied by the periodic payment of $500, we find 
that your savings account will accumulate to a balance of $2,934 ($500 X 5.867) at the end of 


Future Amounts B-5 


Table FA-2 Exhibit B-4 
Future Amount of $1 Paid Periodically for n Periods FUTURE VALUE OF AN 
Number ORDINARY ANNUITY 
Ben’ de Interest Rate 
(n) 1% 1%% 5% 6% 8% 10% 12% 15% 20% 
1 1.000 1.000 1.000 1.000 1.000 # 1.000 1.000 1.000 1.000 
2 22010) 2015) 72.050) 22060) 2080) 2100) 25120 2.150 2.200 
3 3.030 3.045 3.153 3.184 3.246 3.310 3.374 3.473 3.640 
4 4.060 4.091 4.310 4375 4.506 4.641 4.779 4.993 5.368 
5 SalOl 6315259 5:526) 516875) 5867, 61055 96.353) 6.742 7.442 
6 6i152>16:230)96:802) 6975 Si7-3a6) e716 6.115 8.754 9.930 
a 7.214 7.323 8.142 8394 8923 9.487 10.089 11.067 12.916 
8 8.286 8.433 9.549 9.897 10.637 11.486 12.300 13.727 16.499 
9 9.369 9.559 11.027 11.491 12.488 13.579 14.776 16.786 20.799 
10 10.462 10.703 12.578 13.181 14.487 15.937 17.549 20.304 25.959 
20 22.019 23.124 33.066 36.786 45.762 57.275 72.052 102.444 186.688 
24 26.974 28.634 44.502 50.816 66.765 88.497 118.155 184.168 392.484 
36 43.077 47.276 95.836 119.121 187.102 299.127 484.463 1014.346 3539.009 


five years. Therefore, if you invest $500 at the end of each of the next five years in the savings 
account, you will accumulate $2,934 at the end of the five-year period. 

While computing the future amount of an investment is sometimes necessary, many busi- 
ness and accounting problems require us to determine the amount of the periodic payments 
that must be made to accumulate the required future amount. 


Computing the Required Periodic Payments Assume that Ultra Tech Com- 
pany is required to accumulate $10 million in a bond sinking fund to retire bonds payable 
five years from now. The bond indenture requires Ultra Tech to make equal payments to 
the fund at the end of each of the next five years. What is the amount of the required peri- 
odic payment, assuming that the fund will earn 10 percent annual interest? To answer this 
question, we simply rearrange the following formula for computing the future amount of an 


annuity: 
= i x a Our original formula .. . 
oF a Aammiaty Periodic Payment Xx Factor (from Table FA—2) es 


In our example, we know that Ultra Tech is required to accumulate a future amount of $10 
million. However, we need to know the amount of the periodic payments that, when invested 
at 10 percent annual interest, will accumulate to that future amount. To make this calculation, 
the formula may be restated as follows: 


Future Amount of an Annuity 


Factor (from Table FA-2) restated fo find the 


Periodic Payment = 


amount of the periodic 
payments 


The amount of each required payment, therefore, is $1,638,000 ($10 million + 6.105). If 
payments of $1,638,000 are made at the end of each of the next five years to a bond sinking 
fund that earns 10 percent annual interest, the fund will accumulate to $10 million, as shown 
in Exhibit B-5. 


INTEREST PERIODS OF LESS THAN ONE YEAR 


In our computations of future amounts, we have assumed that interest is paid (compounded) 
or payments are made annually. Therefore, in using the tables, we used annual periods and 
an annual interest rate. Investment payments or interest payments may be made on a more 
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Exhibit B-5 FUTURE AMOUNT OF A SERIES OF INVESTMENTS 


Future 
amount 
$10,000,000 


Year 1 


Year 2 Year 3 Year 4 Year 5 


Sinking fund Sinking fund Sinking fund Sinking fund Sinking fund 


payment 1 
$1,638,000 


payment 2 payment 3 payment 4 payment 5 
$1,638,000 $1,638,000 $1,638,000 $1,638,000 


Learning Objective 


L05 


Compute the present values 
of future cash flows. 


frequent basis, such as monthly, quarterly, or semiannually. Tables FA—1 and FA—2 may be 
used with any of these payment periods, but the rate of interest must represent the interest rate 
for that period. 

As an example, assume that 24 monthly payments are to be made to an investment fund 
that pays a 12 percent annual interest rate. To determine the future amount of this investment, 
we would multiply the amount of the monthly payments by the factor from Table FA—2 for 
24 periods, using a monthly interest rate of 1 percent—the 12 percent annual rate divided by 
12 months. 


Present Values 


As indicated previously, the present value is today’s value of funds to be received in the 
future. While present value has many applications in business and accounting, it is most easily 
explained in the context of evaluating investment opportunities. In this context, the present 
value is the amount that a knowledgeable investor would pay today for the right to receive an 
expected future amount of cash. The present value is always Jess than the future amount, 
because the investor will expect to earn a return on the investment. The amount by which the 
future cash receipt exceeds its present value represents the investor’s profit. 

The amount of the profit on a particular investment depends on two factors: (1) the rate of 
return (called the discount rate) required by the investor and (2) the length of time until the 
future amount will be received. The process of determining the present value of a future cash 
receipt is called discounting the future amount. 

To illustrate the computation of present value, assume that an investment is expected 
to result in a $1,000 cash receipt at the end of one year and that an investor requires a 10 
percent return on this investment. We know from our discussion of present and future val- 
ues that the difference between a present value and a future amount is the return (interest) 
on the investment. In our example, the future amount would be equal to 110 percent of 
the original investment, because the investor expects 100 percent of the investment back 
plus a 10 percent return on the investment. Thus, the investor would be willing to pay 
$909 ($1,000 + 1.10) for this investment. This computation may be verified as follows 
(amounts rounded to the nearest dollar): 


Amount to’be.investedi(present Value)... sc o.cti coon ene geeestecn gees oes eee $ 909 
Required return on investment ($909 X 10%) ... 12.0... cece eee eee eee 91 
Amount to be received in one year (future value) ............--0-0 0c ee eee eee $1,000 


Present Values 


As illustrated in Exhibit B—6, if the $1,000 is to be received two years in the future, the 
investor would pay only $826 for the investment today [($1,000 + 1.10) + 1.10]. This com- 
putation may be verified as follows (amounts rounded to the nearest dollar): 


Amount to be invested (present value) .............. 000 c cee te eee $ 826 
Required return on investment in first year ($826 X 10%)..........-...-00-00-- __ 8s) 
Amount invested/aftenone\years .. n.e a. osc unsn se cess sean Peres scene eee $ 909 
Required return on investment in second year ($909 X 10%)...........+---00-- 91 
Amount to be received in two years (future value) ....................-20-008- $1,000 


The amount that our investor would pay today, $826, is the present value of $1,000 to be 
received two years from now, discounted at an annual rate of 10 percent. The $174 difference 
between the $826 present value and the $1,000 future amount is the return (interest revenue) 
to be earned by the investor over the two-year period. 


Future 
amount 
$1,000 


Year 2 


Present 
value 
$826 


USING PRESENT VALUE TABLES 


Although we can compute the present value of future amounts by a series of divisions, tables 
are available that simplify the calculations. We can use a table of present values to find the 
present value of $1 at a specified discount rate and then multiply that value by the future 
amount as illustrated in the following formula: 


Present Value = Future Amount X Factor (from Table PV—1) 


Referring to Table PY-1 in Exhibit B—7, we find a factor of .826 at the intersection of two 
periods and 10 percent interest. If we multiply this factor by the expected future cash receipt of 
$1,000, we get a present value of $826 ($1,000 X .826), the same amount computed previously. 


WHAT IS THE APPROPRIATE DISCOUNT RATE? 


As explained earlier, the discount rate may be viewed as the investor’s required rate of return. 
All investments involve some degree of risk that actual future cash flows may turn out to 
be less than expected. Investors will require a rate of return that justifies taking this risk. In 
today’s market conditions, investors require annual returns of between 2 percent and 6 percent 
on low-risk investments, such as government bonds and certificates of deposit. For relatively 
high-risk investments, such as the introduction of a new product line, investors may expect 
to earn an annual return of perhaps 15 percent or more. When a higher discount rate is used, 
the present value of the investment will be lower. In other words, as the risk of an investment 
increases, its value to investors decreases. 


Exhibit B-6 


PRESENT VALUE OF 
$1,000 TO BE RECEIVED 
IN A SINGLE SUM IN TWO 
YEARS 


Formula for finding 
present value 


Exhibit B-7 


PRESENT VALUE OF $1 
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Table PV-1 
Present Values of $1 Due in n Periods 
Number 
aoe dé Discount Rate 
(n) 1% 12% 5% 6% 8% 10% 12% 15% 20% 
1 .990 .985 952 943 .926 909 893 .870 833 
2 .980 nora .907 .890 Isto .826 om .756 .694 
&} .971 .956 .864 .840 794 lS} ot .658 579 
4 .961 .942 823 .792 “Tots .683 .636 ove 482 
5 .951 .928 .784 747 .681 621 567 497 .402 
6 .942 915 -746 .705 .630 564 .507 432 Pooo) 
7 933 .901 off 1) .665 583 ail) 452 .376 .279 
8 923 .888 .677 .627 .540 467 404 Poe P2335 
9 .914 .875 .645 592 .500 424 361 .284 .194 
10 -905 .862 .614 .558 463 .386 Poee, .247 .162 
20 .820 742 Evel 2 215 149 104 .061 .026 
24 .788 .700 .310 .247 .158 .102 .066 1035) .013 
36 .699 585 173 a2 .063 .032 .017 .007 .001 


THE PRESENT VALUE OF AN ANNUITY 


Many investment opportunities are expected to produce annual cash flows for a number of 
years, instead of one single future cash flow. Let us assume that Camino Company is evaluat- 
ing an investment that is expected to produce annual net cash flows of $10,000 in each of the 
next three years.' If Camino Company expects a 12 percent return on this type of investment, 
it may compute the present value of these cash flows as follows: 


Expected Present Value 
New Cash x of $1 Discounted = Present Value of 
Year Flows at 12% Net Cash Flows 
1 $10,000 .893 $ 8,930 
2 10,000 197 7,970 
3 10,000 TA 7,120 
Total present value of the investment..............2000 cee eee eee $24,020 


This analysis indicates that the present value of the expected net cash flows from the invest- 
ment, discounted at an annual rate of 12 percent, amounts to $24,020. This is the maximum 
amount that Camino Company could afford to pay for this investment and still expect to earn 
the 12 percent required rate of return, as shown in Exhibit B-8. 

In the preceding analysis, we computed the present value of the investment by separately 
discounting each period’s cash flows, using the appropriate factors from Table PV—1. Sepa- 
rately discounting each period’s cash flows is necessary only when the cash flows vary in 
amount from period to period. Since the annual cash flows in our example are uniform in 
amount, there are easier ways to compute the total present value. 

Many financial calculators are programmed to compute the present value of an investment 
after the interest rate, the future cash flows, and the number of periods have been entered. 


' “Annual net cash flows” normally are the net result of a series of cash receipts and cash payments occurring 
throughout the year. For convenience, we follow the common practice of assuming that the entire net cash 
flows for each year occur at year-end. This assumption causes relatively little distortion and greatly simplifies 
computations. 


Present Values 


Cash flow Cash flow Cash flow 
year 1 year 2 year 3 
$10,000 $10,000 $10,000 


Year 1 Year 2 Year 3 


Present 
value 
$24,020 


Another approach is to refer to a present value annuity table, which shows the present value 
of $1 to be received each period for a specified number of periods. An annuity table labeled 
Table PV-2 appears in Exhibit B-9.? 

To illustrate the use of Table PV—2, let’s return to the example of the investment by Camino 
Company. That investment was expected to return $10,000 per year for the next three years, 
and the company’s required rate of return was 12 percent per year. Using Table PV—2, we can 
compute the present value of the investment with the following formula: 


Present Value of an Annuity = Periodic Cash Flows X Factor (from Table PV—2) 


As illustrated in Table PY—2, the present value of $1 to be received at the end of the next 
three years, discounted at an annual rate of 12 percent, is 2.402. If we multiply 2.402 by the 
expected future annual cash receipt of $10,000, we get a present value of $24,020, which is 
the same amount produced by the series of calculations made earlier. 


Table PV-2 
Present Values of $1 to Be Received Periodically for n Periods 
Number 
et ae Discount Rate 
(n) 1% 12% 5% 6% 8% 10% 12% 15% 20% 
1 0.990 0.985 0.952 0.943 0.926 0.909 0.893 0.870 0.833 
2 1.970 1.956 1.859 1.833 1.783) 12736, 1-690) 9 1:626>) 1528) 
8 2.941 2.912 223 2.673 2.577 2.487 2.402 2.283 2.106 
4 3.902 3.854 3.546 3.465 Son hind) Sey Bebb Bei) 
5 4.853 4.783 4.329 4.212 31993 379i S'605e5 Bis02 2.99 
6 5.795 5.697 5.076 4.917 4623 4.355 4.111 3.784 3.326 
7 6.728 6.598 5.786 5.582 5.206 4.868 4.564 4.160 3.605 
8 7.002 7.486 6.463 6.210 5.747 5.335 4.968 4.487 3.837 
9 8.566 8.361 7.108 6.802 6.247 5.759 5.328 4.772 4.031 
10 9.471 9.222 eee 7.360 6.710 6.145 5650 5.019 4.192 
20 18.046 17.169 12.462 11.470 9.818 8.514 7.469 6.259 4.870 
24 21.243 20.030 13.799 12.550 10.529 8.985 7.784 6.4384 4.937 
36 30.108 27.661 16.547 14621 11.717 9.677 8.192 6.623 4.993 


> This table is for an ordinary annuity, which assumes that the periodic cash flows occur at the end of each 
period. 
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PRESENT VALUE OF 

THREE $10,000 CASH 
FLOWS DISCOUNTED 
AT 12% 


Formula to find the 
present value of a series 
of cash flows 


Exhibit B-9 


PRESENT VALUE OF AN 
ORDINARY ANNUITY 
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DISCOUNT PERIODS OF LESS THAN ONE YEAR 


The interval between regular periodic cash flows is called the discount period. In our preced- 
ing examples, we have assumed cash flows once a year. Often, cash flows occur on a more 
frequent basis, such as monthly, quarterly, or semiannually. The present value tables can be 
used with discount periods of any length, but the discount rate must be for that length of time. 
For example, if we use Table PV—2 to find the present value of a series of quarterly cash pay- 
ments, the discount rate must be the quarterly rate. 

There are many applications of the present value concept in accounting. In the next several 
pages, we will discuss some of the most important of these applications. 


Valuation of Financial Instruments 


Accountants use the phrase financial instruments to describe cash, equity investments in 
another business, and any contracts that call for receipts or payments of cash. (Notice that this 
phrase applies to all financial assets, as well as most liabilities. In fact, the only common liabil- 
ities not considered financial instruments are unearned revenue and deferred income taxes.) 

Whenever the present value of a financial instrument differs significantly from the sum 
of the expected future cash flows, the instrument is recorded in the accounting records at its 
present value—not at the expected amount of the future cash receipts or payments. 

Let us illustrate with a few common examples. Cash appears in the balance sheet at its face 
amount. This face value is a present value—that is, the value of the cash today. 

Marketable securities appear in the balance sheet at their current market values. These 
too are present values—representing the amount of cash into which the security can be 
converted today. 

Accounts receivable and accounts payable normally appear in the balance sheet at the 
amounts expected to be collected or paid in the near future. Technically, these are future 
amounts, not present values. But they usually are received or paid within 30 or 60 days. Con- 
sidering the short periods of time involved, the differences between these future amounts and 
their present values simply are not material. 


INTEREST-BEARING RECEIVABLES AND PAYABLES 


When a financial instrument calls for the receipt or payment of interest, the difference between 
the present value and the future amounts does become material. Thus, interest-bearing receiv- 
ables and payables initially are recorded in accounting records at the present value of the 
future cash flows—also called the “principal amount” of the obligation. This present value 
often is substantially less than the sum of the expected future amounts. 

Consider, for example, $100 million in 30-year, 9 percent bonds payable issued at par. At the 
issuance date, the present value of this bond issue is $100 million—the amount of cash received. 
But the future payments to bondholders are expected to total $370 million, computed as follows: 


Future interest payments ($100 million x 9% X 30 years) .............--0-- $ 270,000,000 
Maturity value of the bonds (due in 30 years) ...................-...0405- 100,000,000 
SuMMOfthe: futureicash)PaVyMeMtSiy.r ast ese racy ara a eevee testatencyenene rere rien $370,000,000 


Thus the $100 million issuance price represents the present value of $370 million in future 
cash payments to be made over a period of 30 years. 

In essence, interest-bearing financial instruments are “automatically” recorded at their pres- 
ent values simply because we do not include future interest charges in the original valuation of 
the receivable or the liability. 


“NON-INTEREST-BEARING” NOTES 


On occasion, companies may issue or accept notes that make no mention of interest, or in 
which the stated interest rates are unreasonably low. If the difference between the present value 
of such a note and its face amount is material, the note initially is recorded at its present value. 


Valuation of Financial Instruments 


To illustrate, assume that on January 1, 2011, Elron Corporation purchases land from U.S. 
Development Co. As full payment for this land, Elron issues a $300,000 installment note pay- 
able, due in three annual installments of $100,000, beginning on December 31, 2011. This 
note makes no mention of interest charges. 

Clearly, three annual installments of $100,000 are not the equivalent of $300,000 available 
today. Elron should use the present value of this note—not the face amount—in determining 
the cost of the land and reporting its liability. 

Assume that a realistic interest rate for financing land over a three-year period currently is 
10 percent per annum. The present value of Elron’s installment note, discounted at 10 percent, 
is $248,700 [$100,000, 3-year annuity X 2.487 (from Table PV—2) in Exhibit B—9]. Elron 
should view this $248,700 as the “principal amount” of this installment note payable. The 
remaining $51,300 ($300,000 — $248,700) represents interest charges included in the install- 
ment payments. 

Elron should record the purchase of the land and the issuance of this note as follows: 


LIE ae IB eve tot sues icten cl caiies cileeaue. ave ER va ave Ik Momma ate Gwe ale a ERE cereale Je: ee ce 248,700 
NotesiPayableciceicses vcs cine acurie ehcan eee ee tac eeu ere uenensin eats 248,700 


Purchased land, issuing a 3-year installment note payable with 
a present value of $248,700. 


(U.S. Development Co. should make similar computations in determining the sales price of 
the land and the valuation of its note receivable.) 

Elron also should prepare an amortization table to allocate the amount of each install- 
ment payment between interest expense and reduction in the principal amount of this obliga- 
tion. This table, based on an original unpaid balance of $248,700, three annual payments of 
$100,000, and an annual interest rate of 10 percent, is illustrated in Exhibit B—10. 


AMORTIZATION TABLE 
(3-YEAR, $300,000 INSTALLMENT NOTE PAYABLE, 


DISCOUNTED AT 10% PER ANNUM) 


Interest 
Expense 
(10% of Reduction 
the Last in 
Interest Payment Annual Unpaid Unpaid Unpaid 
Period Date Payment Balance) Balance Balance 
Issue date Jan. 1, 2011 $248,700 
1 Dec. 31, 2011 $100,000 $24,870 $75,130 173:570 
2 Dec. 31, 2012 100,000 ivecom 82,643 90,927 
S Dec. 31, 2013 100,000 9,073* 90,927 -0- 


*In the last period, interest expense is equal to the amount of the final payment minus the remaining unpaid balance. This com- 
pensates for the use of a present value table with factors carried to only three decimal places. 


The entry at December 31, 2011, to record the first installment payment will be as follows: 


IntereStiEXpenS@xarce ces ers revere ee teenwriear ce creracecueea may coer eran Aun werent tee 24,870 
Notes: Payable anixe snd wpa eee ciety sat ee ny tare es eee ee ae 145511640) 
GAS Hiss a esc see se cn ea Se IS EE See Cre re Lone cere 100,000 


Made annual payment on installment note payable to U.S. 
Development Co. 


3 There is an alternative recording technique that makes use of an account entitled Discount on Notes Payable. 
This alternative approach produces the same results and will be explained in later accounting courses. 
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Exhibit B-10 


AMORTIZATION TABLE 
FOR A DISCOUNTED NOTE 
PAYABLE 
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MARKET PRICES OF BONDS 


The market price of bonds may be regarded as the present value to bondholders of the future 
principal and interest payments, discounted at the prevailing market rate of interest at the time 
of issuance. To illustrate, assume that Driscole Corporation issues $1,000,000 of 10-year, 
10 percent bonds when the going market rate of interest is 12 percent. Because bond interest 
is paid semiannually, we must use 20 semiannual periods as the life of the bond issue and a 
6 percent semiannual market rate of interest in our present value calculations. The discounted 
present value of the bond’s future cash flows, discounted for 20 semiannual periods at 6 percent, 
is $885,500, computed as follows: 


Present value of future principal payments: 
$1,000,000 due after 20 semiannual periods, discounted at 6%: 
SIOCOOOOk G73 2\(fromipablei PVA) eae wsrysys ete ners ceensi cy ceeareatenetncie $312,000 
Present value of future interest payments: 
$50,000 per period ($1,000,000 x 10% xX ¥%) for 20 semiannual periods, 
discounted at 6%: $50,000 x 11.470 (from Table PV-2)................--5 573,500 
Expectediissuance|price of bondiissue: sa. cmcusGese 1. et nccivas scant siete $885,500 


Note that, because the market rate of interest exceeds the bond’s coupon rate, the bonds are 
issued at a $114,500 discount ($1,000,000 face value — $885,500 issue price). Thus, we know 
that these bonds were sold to an underwriter at 88.55 (meaning 88.55 percent of their face value). 

As illustrated in Chapter 10, the entire amount of the discount is debited to an account 
titled Discount on Bonds Payable at the time the bonds are issued. The entry to record the 
issuance of this bond is: 


Cashpe ce se henna cotus aie eS Weta See ae seh one Sie eRe enone, heres: ane 885,500 
Discount oniBondsiRayablene aasai ee earl ieee ere 114,500 
Bonds Payable .c sacctscccts sae cima vevien to erearieevusetaneron euomeusareuae 1,000,000 


Issued 10%, 10-year bonds with $1,000,000 face value to an 
underwriter at a price of 88.55. 


When the bonds mature in 10 years, Driscole must pay bondholders the full $1 million face 
value of the bond issue, or $114,500 more than it received at the time the bonds were issued. 
As discussed in Chapter 10, the additional $114,500 due at maturity represents a portion of 
the company’s total interest expense that must be amortized over the 10-year life of the bond. 
Thus, Driscole will incur interest expense of $55,725 every six months, computed as follows: 


Semiannual interest payment (1,000,000 x 10% X %) 1.0... eee eee $50,000 
Add: Semiannual amortization of bond discount 

(RSE solo) > OWES] << VA) cesacccuccsunacccncnvcssnuguegneucece 5,725 
SAMEMMUVEMMMEGHI CEI crancansnavonaqunneduadseunsnadedanaegnacae $55,725 


The entry to record $55,725 of semiannual interest expense is: 


Bond sInterestiExpemse toc cccre wervy-ceanees vcarmevere emucnere muvesionenenvaverenitararnan ys Bi), 7/25) 
EO PETE hopes racers ach a Gla eee Ey EME Cee cieeMeR EER ENS ClOeh RI MCRETEE MEL ch AE egal 50,000 
DiscountoniBonds) Rayalole vec -rycn tr (etnnsete erence yas nsrceaer sien 5,725 


To record semiannual interest expense and to recognize 
six months’ amortization of the $114,500 discount 
on 10-year bonds payable. 


Notice that, while the amortization of the discount increases semiannual interest expense 
by $5,725, it does not require an immediate cash outlay. The $114,500 of additional interest 
expense for the entire 10-year period will not be paid until the bonds mature. 


Valuation of Financial Instruments 


CAPITAL LEASES 


We briefly discuss capital leases in Chapter 10, but do not illustrate the accounting for these 
instruments. This appendix gives us an opportunity to explore this topic in greater detail. 

A capital lease is regarded as a sale of the leased asset by the lessor to the lessee. At the 
date of this sale, the lessor recognizes sales revenue equal to the present value of the future 
lease payments receivable, discounted at a realistic rate of interest. The lessee also uses 
the present value of the future payments to determine the cost of the leased asset and the 
valuation of the related liability. 

To illustrate, assume that, on December 1, Pace Tractor uses a capital lease to finance 
the sale of a tractor to Kelly Grading Co. The tractor was carried in Pace Tractor’s perpetual 
inventory records at a cost of $15,000. Terms of the lease call for Kelly Grading Co. to make 
24 monthly payments of $1,000 each, beginning on December 31. These lease payments 
include an interest charge of J percent per month. At the end of the 24-month lease, title to the 
tractor will pass to Kelly Grading Co. at no additional cost. 


Accounting by the Lessor (Pace Tractor) Table PV-2 shows that the pres- 
ent value of $1 to be received monthly for 24 months, discounted at 1 percent per month, is 
21.243. Therefore, the present value of the 24 future lease payments is $1,000 21.243, or 
$21,243. Pace Tractor should record this capital lease as a sale of the tractor at a price equal 
to the present value of the lease payments, as follows: 


Sales nee oe cacpa arse eeesee tocar ripepasaswese heh Ai CCR TSS eer ree Reus 21,243 
Financed sale of a tractor to Kelly Grading Co. using a 
capital lease requiring 24 monthly payments of $1,000. 
Payments include a 1% monthly interest charge. 
(Gyorsyi (oli (Efovoyols Stolle] seep oweaaedeancnrooosogatenesuooouceeae os 15,000 
INVEMtO ny Persia saetectner eres ae ence soa ay eaetsl scateborey yc Mueieunncdetverten rene nese 15,000 
To record cost of tractor sold under capital lease. 


Notice that the sales price of the tractor is only $21,243, even though the gross amount to 
be collected from Kelly Grading Co. amounts to $24,000 ($1,000 < 24 payments). The dif- 
ference between these two amounts, $2,757, will be recognized by Pace Tractor as interest 
revenue over the term of the lease. 

To illustrate the recognition of interest revenue, the entry on December 31 to record collec- 
tion of the first monthly lease payment (rounded to the nearest dollar) will be: 


Lease Payments Receivable (net).................-..e eee eee eee 788 


Received first lease payment from Kelly Grading Co.: 
$1,000 lease payment received, less $212 interest revenue ($21,243 x 1%), 
equals $788 reduction in lease payments receivable. 


After this first monthly payment is collected, the present value of the lease payments 
receivable is reduced to $20,455 ($21,243 original balance, less $788). Therefore, the interest 
revenue earned during the second month of the lease (rounded to the nearest dollar) will be 
$205 ($20,455 X 1%).4 


4 Both Pace Tractor and Kelly Grading Co. would prepare amortization tables showing the allocation of each 
lease payment between interest and the principal amount due. 
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Accounting by the Lessee (Kelly Grading Co.) Kelly Grading Co. also should 
use the present value of the lease payments to determine the cost of the tractor and the amount 
of the related liability, as follows: 


EeasediEquipmmenter servers cutee aie ace aman suns ar omemenies aiciia ens euaieunsonts 21243 
EcaseiPayments @bligationy arsenite ete erent 21,243 


To record acquisition of a tractor through a capital lease from 
Pace Tractor. Terms call for 24 monthly payments of $1,000, 
which include a 1% monthly interest charge. 


The entry on December 31 to record the first monthly lease payment (rounded to the near- 
est dollar) will be: 


InterestiEXpenSe een sacra cetrven sear nent enone ance tense a out eenne nora ene PZ 
Eease: Rayments:@bligationyi rcs ae.cin sicher ete secre cue isiscsne ueener aueon crew easieach oss 788 
(GAS gears nee cee cote Rarer oe OS, Or MOA en tan Sy pec tree mee ye 1,000 


To record first monthly lease payment to Pace Tractor: 
$1,000 lease payment, less $212 interest expense ($21,243 x 1%), 
equals $788 reduction in lease payments obligation. 


OBLIGATIONS FOR POSTRETIREMENT BENEFITS 


As we explain in Chapter 10, any unfunded obligation for postretirement benefits appears in 
the balance sheet at the present value of the expected future cash outlays to retired employees. 
The computation of this present value is so complex that it is performed by a professional 
actuary. But the present value of this obligation normally is far less than the expected future 
payments, as the cash payments will take place many years in the future. 


Tues Discussion Questions 


1. Explain what is meant by the phrase time value of money. 6. Define financial instruments. Explain the valuation concept 
2. Explain why the present value of a future amount is always used in initially recording financial instruments in financial 
statements. 


Jess than the future amount. 

7. Are normal accounts receivable and accounts payable finan- 
cial instruments? Are these items shown in the balance sheet 
at their present values? Explain. 


3. Identify the two factors that determine the difference 
between the present value and the future amount of an 
investment. 

8. Assuming no change in the expected amount of future cash 
flows, what factors may cause the present value of a finan- 
cial instrument to change? Explain fully. 


4. Describe three basic investment applications of the concept 
of the time value of money. 

5. Briefly explain the relationships between present value and 
(a) the length of time until the future cash flow occurs, and 
(b) the discount rate used in determining present value. 


Problems la connect” 


[ACCOUNTING 


Lo1 PROBLEM B.1 Use Table FA-1 (in Exhibit B—2) and Table FA—2 (in Exhibit B—4) to determine the future 
Using Future Amount amounts of the following investments: 
Tables a. $20,000 is invested for 10 years, at 6 percent interest, compounded annually. 

Lo2 


b. $100,000 is to be received five years from today, at 10 percent annual interest. 


Lo4 


Problems 

103 PROBLEM B.2 
Bond Sinking Fund 

L04 

101 PROBLEM B.3 
Using Present Value 

Lo2 Tables 

LOS 

L03 PROBLEM B.4 
Present Value and 

LO5 Bond Prices 

LO6 

L038 PROBLEM B.5 
Valuation of a Note 

LO5 Payable 

LO6 
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c. $10,000 is invested in a fund at the end of each of the next 10 years, at 8 percent interest, 
compounded annually. 

d. $50,000 is invested initially, plus $5,000 is invested annually at the end of each of the next 
three years, at 12 percent interest, compounded annually. 


Tilman Company is required by a bond indenture to make equal annual payments to a bond sinking 
fund at the end of each of the next 20 years. The sinking fund will earn 8 percent interest and must 
accumulate to a total of $500,000 at the end of the 20-year period. 


Instructions 

a. Calculate the amount of the annual payments. 

b. Calculate the total amount of interest that will be earned by the fund over the 20-year period. 
c. Make the general journal entry to record redemption of the bond issue at the end of the 20-year 


period, assuming that the sinking fund is recorded on Tilman’s accounting records at $500,000 
and bonds payable are recorded at the same amount. 


d. What would be the effect of an increase in the rate of return on the required annual payment? 
Explain. 


Use Table PV-1 (in Exhibit B—7) and Table PV—2 (in Exhibit B—9) to determine the present val- 

ues of the following cash flows: 

a. $15,000 to be paid annually for 10 years, discounted at an annual rate of 6 percent. Payments 
are to occur at the end of each year. 

b. $9,200 to be received today, assuming that the money will be invested in a two-year certificate 
of deposit earning 8 percent annually. 

c. $300 to be paid monthly for 36 months, with an additional “balloon payment” of $12,000 due 
at the end of the thirty-sixth month, discounted at a monthly interest rate of 1% percent. The 
first payment is to be one month from today. 

d. $25,000 to be received annually for the first three years, followed by $15,000 to be received 
annually for the next two years (total of five years in which collections are received), dis- 
counted at an annual rate of 8 percent. Assume collections occur at year-end. 


On June 30 of the current year, Rural Gas & Electric Co. issued $50,000,000 face value, 9 percent, 
10-year bonds payable, with interest dates of December 31 and June 30. The bonds were issued at 
a discount, resulting in an effective semiannual interest rate of 5 percent. 


Instructions 

a. Compute the issue price for the bond that results in an effective semiannual interest rate of 
5 percent. (Hint: Discount both the interest payments and the maturity value over 20 semian- 
nual periods.) 

b. Prepare a journal entry to record the issuance of the bonds at the sales price you computed in 
part a. 


c. Explain why the bonds were issued at a discount. 

On December 1, Showcase Interiors purchased a shipment of furniture from Colonial House by 
paying $10,500 cash and issuing an installment note payable in the face amount of $28,800. The 
note is to be paid in 24 monthly installments of $1,200 each. Although the note makes no mention 


of an interest charge, the rate of interest usually charged to Showcase Interiors in such transactions 
is 1% percent per month. 


Instructions 
a. Compute the present value of the note payable, using a discount rate of 1/2 percent per month. 
b. Prepare the journal entries in the accounts of Showcase Interiors on: 

1. December 1, to record the purchase of the furniture (debit Inventory). 


2. December 31, to record the first $1,200 monthly payment on the note and to recognize 
interest expense for one month by the effective interest method. (Round interest expense 
to the nearest dollar.) 


c. Show how the liability for this note would appear in the balance sheet at December 31. 
(Assume that the note is classified as a current liability.) 
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LO3 


L05 


LOG 


LOS 


LOG 


PROBLEM B.6 


Capital Leases: A 
Comprehensive 
Problem 


PROBLEM B.7 


Valuation of a Note 
Receivable with an 
Unrealistic Interest 
Rate 
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Custom Truck Builders frequently uses long-term lease contracts to finance the sale of its trucks. 
On November 1, 2011, Custom Truck Builders leased to Interstate Van Lines a truck carried in 
the perpetual inventory records at $33,520. The terms of the lease call for Interstate Van Lines to 
make 36 monthly payments of $1,400 each, beginning on November 30, 2011. The present value 
of these payments, after considering a built-in interest charge of 1 percent per month, is equal to 
the regular $42,150 sales price of the truck. At the end of the 36-month lease, title to the truck will 
transfer to Interstate Van Lines. 


Instructions 
a. Prepare journal entries for 2011 in the accounts of Custom Truck Builders on: 


1. November 1, to record the sale financed by the lease and the related cost of goods sold. 
(Debit Lease Payments Receivable for the $42,150 present value of the future lease 
payments.) 


2. November 30, to record receipt of the first $1,400 monthly payment. (Prepare a com- 
pound journal entry that allocates the cash receipt between interest revenue and reduc- 
tion of Lease Payments Receivable. The portion of each monthly payment recognized 
as interest revenue is equal to | percent of the balance of the account Lease Payments 
Receivable, at the beginning of that month. Round all interest computations to the nearest 
dollar.) 


3. December 31, to record receipt of the second monthly payment. 
b. Prepare journal entries for 2011 in the accounts of Interstate Van Lines on: 

1. November 1, to record acquisition of the leased truck. 

2. November 30, to record the first monthly lease payment. (Determine the portion of 
the payment representing interest expense in a manner parallel to that described in 
part a.) 

3. December 31, to record the second monthly lease payment. 

4. December 31, to recognize depreciation on the leased truck through year-end. Compute 


depreciation expense by the straight-line method, using a 10-year service life and an esti- 
mated salvage value of $6,150. 


c. Compute the net carrying value of the leased truck in the balance sheet of Interstate Van Lines 
at December 31, 2011. 


d. Compute the amount of Interstate Van Lines’s lease payment obligation at December 31, 
2011. 


On December 31, Richland Farms sold a tract of land, which had cost $930,000, to Skyline Devel- 
opers in exchange for $150,000 cash and a five-year, 4 percent note receivable for $900,000. Inter- 
est on the note is payable annually, and the principal amount is due in five years. The accountant 
for Richland Farms did not notice the unrealistically low interest rate on the note and made the 
following entry on December 31 to record this sale. 


Gasiieseren ey eke mer en iumtetcce rear aye aera cee er Ace Sec as rare eV Ren 150,000 

Notes: Receivable wnt a7 San 8 rece as o e crmy cates ins c cues ienets eee 900,000 
ancien erence eh neti e mena eae yee hie eee A Reese ne eee 930,000 
Gainron:Salejof(Panditercs ee a eee ee eee tae 120,000 


Sold land to Skyline Developers in exchange for cash and 
five-year note with interest due annually. 


Problems 
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Instructions 

a. Compute the present value of the note receivable from Skyline Developers at the date of sale, 
assuming that a realistic rate of interest for this transaction is 12 percent. (Hint: Consider both 
the annual interest payments and the maturity value of the note.) 


b. Prepare the journal entry on December 31 to record the sale of the land correctly. Show sup- 
porting computations for the gain or loss on the sale. 


c. Explain what effects the error made by Richland Farms’s accountant will have on (1) the net 
income in the year of the sale and (2) the combined net income of the next five years. Ignore 
income taxes. 


APPENDIX C 


Forms of Business 
Organization 


AFTER STUDYING THIS APPENDIX, YOU SHOULD BE ABLE TO: 


101 Describe the basic characteristics of a sole proprietorship. 


102 Identify factors to consider in evaluating the profitability and liquidity of a sole 
proprietorship. 


LO3 Describe the basic characteristics of a general partnership and of partnerships 
that limit personal liability. 


104 Describe the basic characteristics of a corporation. 


Account for corporate income taxes; explain the effects of these taxes on 


LOS 
before-tax profits and losses. 


LOG Account for the issuance of capital stock. 


Explain the nature of retained earnings, account for dividends, and prepare a 


a statement of retained earnings. 


LO8 Explain why the financial statements of a corporation are interpreted 
differently from those of an unincorporated business. 


Lo9 Discuss the principal factors to consider in selecting a form of business 
organization. 


1010 Allocate partnership net income among the partners. 


Sole Proprietorships 


IMPORTANCE OF BUSINESS FORM 


The legal form of a business organization is an important consideration not only when the 
business is first formed but also throughout its operating life. The form of an enterprise affects 
its ability to raise capital, the relationship between the organization and its owners, and the 
security of both creditors’ and owners’ claims. Three primary forms of business organization 
are generally found in the United States—sole proprietorships, partnerships, and corporations. 

Corporations carry out the majority of business activity, and as a result, that form of busi- 
ness organization is the primary focus of this textbook. Sole proprietorships and partnerships 
are also important, however, because they represent the largest numbers of business organiza- 
tions in the United States. This appendix supplements the introductory coverage of sole pro- 
prietorships and partnerships presented earlier in the text, as well as expanding the coverage 
of corporations as the dominant form of business organization. 


Sole Proprietorships 


A sole proprietorship is an unincorporated business owned by one person. Proprietorships 
are the most common form of business organization because they are so easy to start. 

Creating a sole proprietorship requires no authorization from any governmental agency. 
Often the business requires little or no investment of capital. For example, a youngster with 
a paper route, baby-sitting service, or lawn-mowing business is a sole proprietorship. On a 
larger scale, sole proprietorships are widely used for farms, service businesses, small retail 
stores, restaurants, and professional practices, such as medicine, law, and public accounting. 

A sole proprietorship provides an excellent model for demonstrating accounting principles 
because it is the simplest form of business organization. But in the business world, you will 
seldom encounter financial statements for these organizations. 

Most sole proprietorships are relatively small businesses with few—if any—financial 
reporting obligations. Their needs for accounting information consist primarily of data used 
in daily business operations—the balance in the company’s bank account and the amounts 
receivable and payable. In fact, many sole proprietorships do not prepare formal financial 
statements unless some special need arises, such as information to support bank loans. 


THE CONCEPT OF THE SEPARATE BUSINESS ENTITY 


For accounting purposes, and consistent with one of the basic accounting principles, we treat 
every business organization—including a sole proprietorship—as an entity separate from the 
other activities of its owner. This enables us to measure the performance of the business sepa- 
rately from the other financial affairs of its owner. 

In the eyes of the law, however, a sole proprietorship is not an entity separate from its 
owner. Under the law, the proprietor is the “entity,’ and a sole proprietorship merely repre- 
sents some of this individual’s financial activities. The fact that a sole proprietorship and its 
owner legally are one and the same explains many of the distinctive characteristics of this 
form of organization. 


CHARACTERISTICS OF A SOLE PROPRIETORSHIP 


Among the key characteristics of sole proprietorships are: 


¢ Ease of formation. (This explains why these organizations are so common.) 


¢ Business assets actually belong to the proprietor. Because the business is not a legal entity, 
it cannot own property. The business assets actually belong to the proprietor, not to the 
business. Therefore, the proprietor may transfer assets in or out of the business at will. 


¢ The business pays no income taxes. Federal tax laws do not view a sole proprietorship as 
separate from the other financial activities of its owner. Therefore, the proprietorship does 
not file an income tax return or pay income taxes. Instead, the owner must include the 
income of the business in his or her personal federal income tax return. 


¢ The business pays no salary to the owner. The owner of a sole proprietorship is not 
working for a salary. Rather, the owner’s compensation consists of the entire net income 


Learning Objective 


Describe the basic 
characteristics of a sole 
proprietorship. 


101 
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Learning Objective 
Identify factors to 

consider in evaluating the 
profitability and liquidity of 
a sole proprietorship. 
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(or net loss) of the business. Any money withdrawn from the business by its owner should 
be recorded in the owner’s drawing account, not recognized as salaries expense. 


¢ The owner is personally liable for the debts of the business. This concept, called unlimited 
personal liability, is too important to be treated as just one item in a list. It deserves 
special attention. 


UNLIMITED PERSONAL LIABILITY 


The owner of a sole proprietorship is personally responsible for all of the company’s debts. 
Thus, a business “mishap,” such as personal injuries stemming from business operations, may 
result in enormous personal liability for the business owner.! 

Unlimited personal liability is the greatest disadvantage to this form of organization. Other 
forms of business organization provide owners with some means of limiting their personal 
liability for business debts—but not the sole proprietorship. If business operations entail a 
risk of substantial liability, the owner should consider another form of business organization. 


ACCOUNTING PRACTICES OF SOLE PROPRIETORSHIPS 


In the balance sheet of a sole proprietorship, total owner’s equity is represented by the balance 
in the owner’s capital account. Investments of assets by the owner are recorded by crediting 
this account. Withdrawals of assets by the owner are recorded by debiting the owner’s drawing 
account. At the end of the accounting period, the drawing account and the Income Summary 
account are closed into the owner’s capital account and presented as a single amount. 

The only financial reporting obligation of many sole proprietorships is the information 
that must be included in the owner’s personal income tax return. For this reason, some sole 
proprietorships base their accounting procedures on income tax rules, rather than generally 
accepted accounting principles. 


EVALUATING THE FINANCIAL STATEMENTS 
OF A PROPRIETORSHIP 


The Adequacy of Net Income Sole proprietorships do not recognize any salary 
expense relating to the owner, nor any interest expense on the capital that the owner has 
invested in the business. Thus, if the business is to be considered successful, its net income 
should at least provide the owner with reasonable compensation for any personal services and 
equity capital that the owner has provided to the business. 

In addition, the net income of a sole proprietorship should be adequate to compensate the 
owner for taking significant risks. Many small businesses fail. The owner of a sole proprietorship 
has unlimited personal liability for the debts of the business. Therefore, if a sole proprietorship sus- 
tains large losses, the owner can lose much more than the amount of his or her equity investment. 

In summary, the net income of a sole proprietorship should be sufficient to compensate the 
owner for three factors: (1) personal services rendered to the business, (2) capital invested, 
and (3) the degree of financial risk that the owner is taking. 


Evalu ating Liq uidity For a business organized as a corporation, creditors often base 
their lending decisions on the relationships between assets and liabilities in the corporation’s 
balance sheet. But if the business is organized as a sole proprietorship, the balance sheet is 
less useful to creditors. 

Remember, the assets listed in the balance sheet are owned by the proprietor, not by the 
business. The owner can transfer assets in and out of the business at will. Also, it is the 
owner who is financially responsible for the company’s debts. Therefore, the ability of a sole 
proprietorship to pay its debts depends on the financial strength of the owner, not on the rela- 
tionships among the assets and liabilities appearing in the company’s balance sheet. 


' Injuries sustained by employees or customers have often resulted in multimillion-dollar liabilities for the busi- 
ness organization. The judgments against a business that result from litigation may exceed available insurance 
coverage. A sole proprietorship should always carry substantial malpractice and general liability insurance to 
protect the owner from losing personal assets. 


Partnerships 


The financial strength of a sole proprietor may be affected by many things that do not 
appear in the financial statements of the business. For example, the owner may have great 
personal wealth—or overwhelming personal debts. 

In summary, creditors of a sole proprietorship should look past the balance sheet of the 
business. The real issue is the debt-paying ability of the owner. Creditors of the business may 
ask the owner to supply personal financial information. They also may investigate the owner’s 
credit history, using such credit-rating agencies as TRW. 


A Word of Caution In Chapter 1, we discussed several factors that promote the integ- 
rity of the financial statements of publicly owned companies. Among these safeguards are the 
structure of internal control, audits by independent accountants, federal securities laws, and 
the competence and integrity of the professional accountants. 

Let us stress that these safeguards apply to the public information distributed by publicly 
owned companies. However, they often do not apply to financial information provided by 
small businesses. 

Small businesses may not have the resources—or the need—to establish sophisticated 
internal control structures. The financial information that they develop usually is not audited. 
Federal securities laws apply only to companies that are publicly owned. And the account- 
ing records of a sole proprietorship often are maintained by the owner, who may have little 
experience in accounting. 


Partnerships 


A partnership is an unincorporated business owned by two or more partners.” A partnership 
often is referred to as a firm. 

Partnerships are the /east common form of business organization, but they are widely used 
for professional practices, such as medicine, law, and public accounting.’ Partnerships also 
are used for many small businesses, especially those that are family-owned. Most partnerships 
are small businesses—but certainly not all. 

For accounting purposes, we view a partnership as an entity separate from the other activi- 
ties of its owners. But under the law, the partnership is not separate from its owners. Rather, 
the law regards the partners as personally—and jointly—tesponsible for the activities of the 
business. 

The assets of a partnership do not belong to the business—they belong jointly to all of the 
partners. Unless special provisions are made, each partner has unlimited personal liability for 
the debts of the business. The partnership itself pays no income taxes, but the partners include 
their respective shares of the firm’s income in their personal income tax returns. 

From a legal standpoint, partnerships have limited lives. A partnership ends upon the with- 
drawal or death of an existing partner. Admission of a new partner terminates the previous 
partnership and creates a new legal entity. However, this is only a legal distinction. Most part- 
nerships have continuity of existence extending beyond the participation of individual part- 
ners. Partnership agreements often have provisions that make the retirement of partners and 
the admission of new partners routine events that do not affect the operations of the business. 

The term partnership actually includes three distinct types of organizations: general part- 
nerships, limited partnerships, and limited liability partnerships. We will begin our discussion 
with the characteristics of general partnerships. 


GENERAL PARTNERSHIPS 


In a general partnership, each partner has rights and responsibilities similar to those of a sole 
proprietor. For example, each general partner can withdraw cash and other assets from the 


> A partner may be either an individual or a corporation. 


3 Some state laws prohibit professional practices from incorporating. Therefore, professional practices with 
more than one owner must operate as partnerships. 
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business at will.* Also, each partner has the full authority of an owner to negotiate contracts 
binding upon the business. This concept is called mutual agency. Every partner also has 
unlimited personal liability for the debts of the firm. 

Combining the characteristics of unlimited personal liability and mutual agency makes a 
general partnership a potentially risky form of business organization. Assume, for example, 
that you enter into a general partnership with Tom Jones. You agree to split profits and losses 
“50-50.” While you are on vacation, Jones commits the partnership to a contract that it simply 
does not have the resources to complete. Your firm’s failure to complete the contract causes 
large financial losses to the customer. The customer sues your firm and is awarded a judgment 
of $5 million by the court. 

Jones has few financial resources and declares personal bankruptcy. The holder of the 
judgment against your firm can hold you personally liable for the whole $5 million. The fact 
that you and Jones agreed to split everything “50-50” does not lessen your personal liability 
to the partnership’s creditors. You may have a legal claim against Jones for his half of this 
debt, but so what? Jones is bankrupt. 

In summary, general partnerships involve the same unlimited personal liability as sole pro- 
prietorships. This risk is intensified, however, because you may be held financially respon- 
sible for your partner’s actions, as well as for your own. 


PARTNERSHIPS THAT LIMIT PERSONAL LIABILITY 


Over the years, state laws have evolved to allow modified forms of partnerships, including 
limited partnerships and limited liability partnerships. The purpose of these modified forms of 
partnerships is to place limits on the potential liability of individual partners. 


Limited Partnerships A limited partnership has one or more general partners and 
one or more limited partners. The general partners are partners in the traditional sense, with 
unlimited personal liability for the debts of the business and the right to make managerial 
decisions. 

The limited partners are basically passive investors. They share in the profits and losses 
of the business, but they do not participate actively in management and are not personally 
liable for debts of the business. Thus, if the firm has financial troubles, the losses incurred by 
the limited partners are limited to the amounts they have invested in the business. 

In the past, limited partnerships were widely used for various investment ventures, such 
as drilling for oil, developing real estate, or making a motion picture. These businesses often 
lost money—at least in the early years; if they were profitable, the profits came in later years. 

For such ventures, the limited partnership concept had great appeal to investors. Limited 
partners could include their share of any partnership net loss in their personal income tax 
returns, offsetting taxable income from other sources. And as limited partners, their financial 
risk was limited to the amount of their equity investment. 

Recent changes in tax laws have greatly restricted the extent to which limited partners may 
offset partnership losses against other types of income. For this reason, there are fewer limited 
partnerships today than in the past. But in many cases, investors today can obtain similar tax 
benefits if the business venture is organized as an S Corporation, a form of business organiza- 
tion discussed later in this appendix. 


Limited Liability Partnerships A limited liability partnership is a relatively 
new form of business organization. States traditionally have required professionals, such as 
doctors, lawyers, and accountants, to organize their practices either as sole proprietorships or 
as partnerships. The purpose of this requirement was to ensure that these professionals had 
unlimited liability for their professional activities. 

Over the years, many professional partnerships have grown in size. Several public account- 
ing firms, for example, now have thousands of partners and operate in countries all over the 


+ Title to real estate is held in the name of the partnership and, therefore, cannot be sold or withdrawn by any 
partner at will. 


Partnerships 


world. Also, lawsuits against professional firms have increased greatly in number and in dol- 
lar amount. To prevent these lawsuits from bankrupting innocent partners, the concept of the 
limited liability partnership has emerged. In this type of partnership, each partner has unlim- 
ited personal liability for his or her own professional activities, but not for the actions of other 
partners. Unlike a limited partnership, all of the partners in a limited liability partnership may 
participate in management of the firm. 


ACCOUNTING PRACTICES OF PARTNERSHIPS 


In most respects, partnership accounting is similar to that in a sole proprietorship—except 
there are more owners. As a result, a separate capital account and a separate drawing account 
are maintained for each partner. 

Partnerships, like sole proprietorships, recognize no salaries expense for services provided 
to the organization by the partners. Amounts paid to partners are recorded in the partner’s 
drawing account. 

The statement of owner’s equity is replaced by a statement of partners’ equity, which 
shows separately the changes in each partner’s capital account.° A typical statement of part- 
ners’ equity appears in Exhibit C-1. 


BLAIR AND CROSS 


STATEMENT OF PARTNERS’ EQUITY 
FOR THE YEAR ENDED DECEMBER 31, 2011 


Blair Cross Total 
BalancessJamsae- 20M oon cers eee aurea er $160,000 $160,000 $320,000 
Add: Additional Investments ................+..0. 10,000 10,000 20,000 
Net Income for the Year ..................05. 30,000 30,000 60,000 
SUDIOtalSie ss sie A cise ensures eae yen eemtye taken aL a $200,000 $200,000 $400,000 
OSSHIDrAWINGS: foveer-arecceretsocueasey-e-ourreucneteov yeu ene-easaeerecins 24,000 16,000 40,000 
Balances Decor oilis2 Oil anteater $176,000 $184,000 $360,000 


Allocating Net Income among the Partners A special feature of a partner- 
ship is the need to allocate the firm’s net income among its partners. Allocating partnership 
net income means computing each partner’s share of total net income (or loss) and crediting 
(or debiting) this amount to the partner’s capital account. 

This allocation of partnership income is simply a bookkeeping entry, made as the Income 
Summary account is closed into the various partners’ capital accounts. It does not involve any 
distributions of cash or other assets to the partners. 

The amount that an individual partner withdraws during the year may differ substantially 
from the amount of partnership net income allocated to that partner. All partners pay personal 
income taxes on the amount of partnership income allocated to them—xot on the amount of 
assets withdrawn. 

Partners have great freedom in deciding how to allocate the firm’s net income among 
themselves. In the absence of prior agreement, state laws generally provide for an equal split 
among the partners. But this seldom happens. Partners usually agree in advance how the 
firm’s net income will be allocated. 

Various features of partnership accounting, including the allocation of net income, are 
illustrated later in this appendix. 


The Importance of a Partnership Contract Every partnership needs a care- 
fully written partnership contract, prepared before the firm begins operation. This contract 
is an agreement among the partners as to their rights and responsibilities. It spells out the 


>In firms with a large number of partners, this statement is condensed to show only the changes in total 
partners’ equity. 
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responsibilities of individual partners, how net income will be divided between or among the 
partners, and the amounts of assets that partners are allowed to withdraw. 

A partnership contract does not prevent disputes from arising among the partners, but it 
does provide a contractual foundation for their resolution. 


EVALUATING THE FINANCIAL STATEMENTS 
OF A PARTNERSHIP 


The Adequacy of Net Income The net income of a partnership is similar to that 
of a sole proprietorship. It represents the partners’ compensation for (1) personal services, 
(2) invested capital, and (3) assumption of the risks of ownership. Also, the reported net 
income is a pretax amount because the partnership itself pays no income tax. 

The services and capital provided by individual partners may vary, as may the degree of 
financial risk assumed. Therefore, it is quite difficult to evaluate the income of a partnership. 
Rather, the individual partners must separately evaluate their respective shares of the partner- 
ship net income in light of their personal contributions to the firm. Some partners may find 
the partnership quite rewarding, while others may consider their share of the partnership net 
income inadequate. 


Evaluating Liquidity The balance sheet of a partnership is more meaningful than 
that of a sole proprietorship. This is because there are legal distinctions between partnership 
assets, which are jointly owned, and the personal assets of individual partners. Another reason 
is that personal responsibility for business debts may not extend to all of the partners. 
Creditors should understand the distinctions among the types of partnerships. In a general 
partnership, all partners have unlimited personal liability for the debts of the business. This 
situation affords creditors the maximum degree of protection. In a limited partnership, only 
the general partners have personal liability for these obligations. In a limited liability partner- 
ship, liability for negligence or malpractice extends only to those partners directly involved. 


Nearly all large businesses—and many small ones—are organized as corporations. There are 
many more sole proprietorships than corporations; but in dollar volume of business activity, 
corporations hold an impressive lead. Because of the dominant role of the corporation in our 
economy, it is important for everyone interested in business, economics, or politics to have an 
understanding of corporations and their accounting policies. 


WHAT IS A CORPORATION? 


A corporation is a legal entity, having an existence separate and distinct from that of its owners. 
The owners of a corporation are called stockholders (or shareholders), and their ownership is 
evidenced by transferable shares of capital stock. 

A corporation is more difficult and costly to form than other types of organizations. The 
corporation must obtain a charter from the state in which it is formed, and it must receive 
authorization from that state to issue shares of capital stock. The formation of a corporation 
usually requires the services of an attorney. 


As a separate legal entity, a corporation may own property in its own name. The assets of 
a corporation belong to the corporation itself, not to the stockholders. A corporation has legal 
status in court—it may sue and be sued as if it were a person. As a legal entity, a corporation 
may enter into contracts, is responsible for its own debts, and pays income taxes on its earnings. 


On a daily basis, corporations are run by salaried professional managers, not by their 
stockholders.® Thus, the stockholders are primarily investors, rather than active participants 
in the business. 


° In many cases, the managers and stockholders are one and the same. That is, managers may own stock, and 
stockholders may be hired into management roles. Ownership of stock, however, does not automatically give 
the shareholder managerial authority. 


Corporations 


The top level of a corporation’s professional management is the board of directors. These 
directors are elected by the stockholders and are responsible for hiring the other professional 
managers. In addition, the directors make major policy decisions, including the extent to 
which profits of the corporation are distributed to stockholders. 

The fact that directors are elected by the stockholders means that a stockholder—or group 
of stockholders—owning more than 50 percent of the company’s stock effectively controls 
the corporation. These controlling stockholders have the voting power to elect the directors, 
who in turn set company policies and appoint managers and corporate officers. 

The transferability of corporate ownership, together with professional management, gives 
corporations a greater continuity of existence than other forms of organization. Individual 
stockholders may sell, give, or bequeath their shares to someone else without disrupting busi- 
ness operations. Thus, a corporation may continue its business operations indefinitely, without 
regard to changes in ownership. 

In Exhibit C—2 we contrast the corporate form of business with a sole proprietorship and a 
general partnership. 


Characteristics of Forms of Business Organizations 
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STOCKHOLDERS’ LIABILITY FOR DEBTS OF A CORPORATION 


The second item in Exhibit C-2—the liability of owners for business debts—deserves special 
attention. Stockholders in a corporation have no personal liability for the debts of the busi- 
ness. If a corporation fails, stockholders’ potential losses are limited to the amount of their 
equity in the business. 

To investors in large companies—and to the owners of many small businesses—limited 
personal liability is the greatest advantage of the corporate form of business organization. 

Creditors, too, should understand that shareholders are not personally liable for the debts 
of a corporation. Creditors have claims against only the assets of the corporation, not the per- 
sonal assets of the corporation’s owners. 


WHAT TYPES OF BUSINESSES CHOOSE THE 
CORPORATE FORM OF ORGANIZATION? 


The answer, basically, is all kinds. 

When we think of corporations, we often think of large, well-known companies such as 
IBM, Procter & Gamble, and AT&T. Indeed, almost all large businesses are organized as 
corporations. Limited shareholder liability, transferability of ownership, professional man- 
agement, and continuity of existence make the corporation the best form of organization for 
pooling the resources of a great many equity investors. 
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The stocks of these large corporations are traded (bought and sold by investors) on orga- 
nized securities markets, such as the New York Stock Exchange and the National Associa- 
tion of Securities Dealers Automated Quotations (NASDAQ). Companies whose shares are 
traded on these exchanges are said to be publicly owned corporations because anyone may 
purchase their stock. 

When you purchase stock through an exchange, you normally are acquiring the shares 
from another investor (stockholder), not from the corporation itself. The existence of orga- 
nized stock exchanges is what makes the stock in publicly owned corporations readily 
transferable. 

Not all corporations, however, are large and publicly owned. Many small businesses 
are organized as corporations. In fact, many corporations have only one stockholder. Cor- 
porations whose ownership shares are not publicly traded are said to be closely held 
corporations. 

Generally accepted accounting principles are basically the same for all types of business 
organizations. Because of the legal characteristics of corporations, however, there are sig- 
nificant differences in the ways these organizations account for income taxes, salaries paid to 
owners, owners’ equity, and distributions of profits to their owners. 


ACCOUNTING FOR CORPORATE INCOME TAXES 


One of the principal differences between a corporation and an unincorporated business is that 
the corporation must pay income taxes on its earnings. 

Corporate income taxes usually are payable in four quarterly installments. If the company 
is to properly “match” income taxes with the related revenue, income tax expense should 
be recognized in the periods in which the taxable income is earned. This is accomplished by 
making an adjusting entry at the end of each accounting period. 

Total income tax expense for the year cannot be accurately determined until the corpora- 
tion completes its annual income tax return. But the income tax expense for each accounting 
period can be reasonably estimated by applying the current tax rate to the company’s taxable 
income. This relationship is summarized below: 


Taxable Income 
(determined according x 
to tax regulations) 


Tax Rate _ Income Tax 
(set by law) ~ Expense 


Taxable income is computed in conformity with income tax regulations, not generally 
accepted accounting principles. In this introductory discussion, we will assume that taxable 
income is equal to income before income tax—a subtotal that often appears in a corporate 
income statement. Income before income tax is simply total revenue less all expenses other 
than income tax expense.’ 

Tax rates vary depending on the amount of taxable income. Also, Congress may change 
these rates from one year to the next. For purposes of illustration, we will assume a corpo- 
rate tax rate of 40 percent to include the effects of both federal and state income taxes. 

To illustrate the recognition of income tax expense, assume that, in November, Warren, 
Inc., earns income before tax of $50,000. The month-end adjusting entry to recognize the 
related income tax would be: 


Income naxiExPeMSe acs. nis) tsietars nltaye iat amieicts mie misheters irae ah acsuen aeiaecses 20,000 
Income tiax: Payablevecacacc isco. ccs wens sis neces meus esac 20,000 


To record estimated income tax expense on income 
earned in November ($50,000 x 40%). 


TTn most cases, income before tax provides a reasonable approximation of taxable income, but differences in 
the determination of income before income tax and taxable income do exist. We discuss significant differences 
between these subtotals at various points throughout this textbook, although an in-depth discussion of this topic 
is deferred to more advanced accounting courses. 
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Income tax payable is a current liability that will appear in Warren’s balance sheet. The pre- 
sentation of income tax expense in the company’s November income statement is illustrated 
in Exhibit C-3: 


WARREN, INC. Exhibit C-3 
CONDENSED INCOME STATEMENT CONDENSED INCOME 
FOR THE MONTH ENDED NOVEMBER 30, 2011 STATEMENT 
NetSaleS: cana cc arnt as Rn gaan a eacuee aa eens SAS Sea Sue aauneoeee $550,000 
Gost Of GOODS! SOI pec crsiey pene st sieiey sueten ev -hea sy bons) oes cede now sete jee enns ep evencatej ce ae 350,000 Notice income taxes 
(ET olstes{ 0) £0) | Sirrese rps cs perc pecre ertcen eemee an, ea ener can hey vit rent ores eae ten esr hs eeeeee aM Er ce $200,000 appear separately from 
Expenses (other than income taxes—detail not shown) ..................... 150,000 otal ex penaes 
Incomeibeforesincometax: 22a ness cneeeenega eee ier ing ees ete mieneteear ove coer eu eereres re $ 50,000 
Income:taxiexpemSerss: nha oceite ones epasace eta aie ia cern sn rete nen yedean smekan Decay eerien 20,000 
INGtiIMCOMO rei err Reece sec pty ee tes en ene eee any pei tgraet nen een eR $ 30,000 


Income tax expense differs from other business expenses in that income taxes do not 
help generate revenue. For this reason, income tax is often shown separately from other 
expenses in the income statement—following a subtotal such as Income (or Loss) Before 
Income Tax. In an income statement, income tax expense often is termed provision for 
income taxes. 


Income Tax in Unprofitable Periods = What happens to income tax expense when 
losses are incurred? In these situations, the company may recognize a negative amount of 
income tax expense. The adjusting entry to record income tax in an unprofitable accounting 
period consists of a debit to Income Tax Payable and a credit to Income Tax Expense. 

“Negative” income tax expense means that the company expects to recover from the gov- 
ernment some of the income tax recognized as expense in earlier profitable periods.’ A nega- 
tive (credit) balance in the Income Tax Expense account is offset against the amount of the 
before-tax loss, as shown below: 


Partial Income Statement—for an Unprofitable Period 


Income tax benefit 
reduces a pretax loss 


Incomes(loss)iibefore ImComentaxterr reenter iee ener $(100,000) 
Income tax benefit (recovery of previously recorded tax) ................... 40,000 
Neil fata foie tay ler en 2 ety ereace a Scie saclay ecenay acre enc a ebee tne et tercecl er atts a eee mekcred $ (60,000) 


We have seen that income tax expense reduces the amount of before-tax profits. Notice 
now that an income tax benefit—representing tax refunds—reduces the amount of a pretax 
loss. Thus, income tax reduces the amounts of both profits and losses. 

If the Income Taxes Payable account has a negative (debit) balance at year-end, it is reclas- 
sified in the balance sheet as an asset, called “Income Tax Refund Receivable.” 


SALARIES PAID TO OWNERS 


We have made the point that unincorporated businesses record payments to their owners as 
drawings, not as salaries expense. But the owners of a corporation cannot make withdraw- 
als of corporate assets. Also, many of a corporation’s employees—perhaps thousands—may 
also be stockholders. Therefore, corporations make no distinction between employees who 
are stockholders and those who are not. All salaries paid to employees (including employee/ 
stockholders) are recognized by the corporation as salaries expense. 


8 Tax refunds are limited to taxes paid in recent years. In this introductory discussion, we assume the com- 
pany has paid sufficient taxes in prior periods to permit full recovery of any negative tax expense relating to 
a loss in the current period. 
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OWNERS’ EQUITY IN A CORPORATE BALANCE SHEET 


In every form of business organization, there are two basic sources of owners’ equity: 
(1) investment by the owners and (2) earnings from profitable operations. State laws require 
corporations to distinguish in their balance sheets between the amounts of equity arising from 
each source. 

To illustrate, assume the following: 


e On January 4, 2009, Mary Foster and several investors started Mary’s Cab Co., a closely 
held corporation, by investing $100,000 cash. In exchange, the corporation issued to these 
investors 10,000 shares of its capital stock. 

¢ Itis now December 31, 2011. Over its three-year life, Mary’s Cab Co. has earned total net 
income of $180,000, of which $60,000 has been distributed to the stockholders as dividends. 


The stockholders’ equity section of the company’s 2011 balance sheet follows: 


Stockholders’ equity: 


GapitalStocksr rps seer yee Ree ete Pear emer order fo A oer eee $100,000 
Retainediearnings:2vi.ccgisave ten accu jemmnivin neces nani ete ua einiennds ate a ema 120,000 
Totalistockholdersvequityi tit tac cisss arcs ns esis We abyss easier $220,000 


The Capital Stock account represents the $100,000 invested in the business by Mary Foster 
and the other stockholders. This amount often is described as “invested capital,” or “paid-in 
capital.” 

The $120,000 shown as retained earnings represents the lifetime earnings of the business, 
less the amount of cash representing those earnings that has been distributed to the stockhold- 
ers as dividends (that is, $180,000 in net income, less $60,000 in dividends, equals $120,000). 
Retained earnings often are described as “earned capital.” 


THE ISSUANCE OF CAPITAL STOCK 


When a corporation receives cash or other assets from its owners, in a sale of capital stock, it 
records these investment transactions by crediting the Capital Stock account. 

For example, the entry made by Mary’s Cab Co. to record the issuance of 10,000 shares of 
capital stock in exchange for $100,000 cash is: 


(GESTS) fhe nee Sete eae EP) eg Oh a ge PS Re RT Pre Oe 100,000 
GapitaliStockoert: egret natn sc een ie do ree eee ee ty ee 100,000 
Issued 10,000 shares of capital stock for cash. 


RETAINED EARNINGS 


Retained earnings represent the owners’ equity created through profitable operation of the 
business. Earning net income causes the balance in the Retained Earnings account to increase. 
However, many corporations follow a policy of distributing to their stockholders some of the 
resources generated by profitable operations. These distributions are termed dividends. 

Dividends reduce both total assets and stockholders’ equity (similar to drawings in an 
unincorporated business). The reduction in stockholders’ equity is reflected by decreasing 
the balance in the Retained Earnings account. Retained earnings also are reduced by any net 
losses incurred by the business. 

Notice that the balance of the Retained Earnings account does not represent the net income 
or net loss of one specific accounting period. Rather, it represents the cumulative net income 
(or net loss) of the business to date, Jess any amounts that have been distributed to the stock- 
holders as dividends. In short, retained earnings represent the earnings that have been retained 
in the corporation. Some of the largest corporations have become large by consistently retain- 
ing in the business most of the resources generated by profitable operations. 


Corporations 


Remember, retained earnings are an element of owners’ equity. The owners’ equity in a 
business does not represent cash or any other asset. The amount of cash owned by a corpora- 
tion appears in the asset section of the balance sheet, not in the stockholders’ equity section. 


ACCOUNTING FOR DIVIDENDS 


The owners of a corporation may not withdraw profits from the business at will. Instead, 
distributions of cash or other assets to the stockholders must be formally authorized—or 
declared—by the company’s board of directors. These formal distributions are termed divi- 
dends. By law, dividends must be distributed to all stockholders in proportion to the number 
of shares owned. 

A dividend is officially declared by the board of directors on one date, and then is paid 
(distributed) in the near future. To illustrate, assume that on December 1, 2011, the directors 
of Mary’s Cab Co. declare a regular quarterly dividend of 50 cents per share on the 10,000 
shares of outstanding capital stock. The board’s resolution specifies that the dividend will be 
paid on December 15 to stockholders of record on December 10. 

Two entries are required: one on December | to record the declaration of the dividend, and 
the other on December 15 to record payment: 

Decree Dividends seer sere ree re ry eee ee ete Pie een See 5,000 

Dividends:Pavableacjacwsecciisr eistateuctuctumieta cube sunere sree: 
Declared a dividend of 50 cents per share payable 
Dec. 15 to stockholders of record on Dec. 10. 
Hy DividendsiPayable: aces oer. sce sence center teenie uateaseyease tone 5,000 
GAS IM eee ee ee cee ctat cc eu ees cavrevsea thus & eral sci allelazs  svseames can(eususushanens 
Paid dividend declared on Dec. 1. 


Notice that at the declaration date, December 1, there is no reduction in assets. But the 
stockholders’ right to receive the dividend is recognized as a liability. This liability is dis- 
charged on the payment date, December 15, when the dividend checks are actually mailed to 
stockholders. No entry is required on the date of record, December 10. 

At the end of the period, the Dividends account is closed into the Retained Earnings account. 


CLOSING ENTRIES AND THE STATEMENT 
OF RETAINED EARNINGS 


Updating the Retained Earnings Account for Profits, Losses, and 
Dividends To review, the amount of retained earnings is increased by earning net 
income; it is reduced by incurring net losses and by declaring dividends. In the accounting 
records, these changes are recorded by closing the balances in the Income Summary account 
and Dividends account into the Retained Earnings account. 

To illustrate, assume that at January 1, 2011, Mary’s Cab Co. had retained earnings of 
$80,000. During the year, the company earned net income of $60,000 and paid four quarterly 
dividends totaling $20,000. These entries at December 31 close the Income Summary and 
Dividends accounts: 


INCOME: SUMIMANYs2-= rence eos, sce seetaus ake cae encvafehonsieus Gas a usiapsedeeaameenehanassi 60,000 
Retained EarminGs sartacn. 2 ictie estes ne oni nes nere aes weep amiaes 60,000 
To close the Income Summary account at the end of a profitable year. 
Retained! Earnings’: .tc2 ts 226 cs esa ton pence ces Sieasuanue See eres cus elamnaeat 20,000 
DIVIGEMOS ee rea eee cceren ep eyeas eee ae ner a see eten eeeaeaae 20,000 


To close the Dividends account, thereby reducing retained 
earnings by the amount of dividends declared during the year. 
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Net income increases 
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STATEMENT OF 
RETAINED EARNINGS 


Learning Objective 


LO8 


Explain why the financial 
statements of a corporation 
are interpreted differently 
from those of an 
unincorporated business. 
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If the corporation had incurred a net loss for the year, the Income Summary account would 
have had a debit balance. The entry to close the account then would have involved a debit to 
Retained Earnings, which would reduce total stockholders’ equity, and a credit to the Income 
Summary account. 


The Statement of Retained Earnings Corporations prepare a statement of 
retained earnings, summarizing the changes in the amount of retained earnings over the 
year.” A statement of retained earnings for Mary’s Cab Co. is in Exhibit C-4. The last line 
of the statement represents the amount of retained earnings that will appear in the company’s 
year-end balance sheet. 


MARY’S CAB CO. 


STATEMENT OF RETAINED EARNINGS 
FOR THE YEAR ENDED DECEMBER 31, 2011 


Retainedearningssedarns dar Oi scene concert nevecore satyrcsre cae rene enees seyret sae tence ae $ 80,000 
Netlincomenforntiheiyean asicccataccacstenc noi apn eeeaea ents unt st eae ences aeen 60,000 

EST] 0} Col €21| oe vrore ctsree see sere eeerr etre ere ces ee eee HSH TePan Tor OPE eC one ETI OP HE eT REET Ree $140,000 
Fess HDIVidemdS = tay sre etcuteces hon teeicreeccetatccas en het scan EA ane er enecnutUn Ineo ane 20,000 
RGLEliNetel CE MMIII, Dees C1, AN) ccoccungonneneecngdaounpeppodegdecea nny $120,000 


EVALUATING THE FINANCIAL STATEMENTS 
OF A CORPORATION 


The Adequacy of Net Income Insome respects, the financial statements of a cor- 
poration are easier to evaluate than those of an unincorporated business. For example, the 
income of an unincorporated business represents compensation to the owners for three dis- 
tinct factors: 


1. Services rendered to the business. 
2. Capital invested in the business. 
3. The risks of ownership, which often include unlimited personal liability. 


But this is not the case with a corporation. If stockholders render services to the business, 
they are compensated with a salary. The corporation recognizes this salary as an expense in 
the computation of its net income. Therefore, the net income does not serve as compensation 
to the owners for personal services rendered to the business. 

Also, stockholders’ financial risk of ownership is limited to the amount of their investment. 
Thus, the net income of a corporation represents simply the return on the stockholders’ finan- 
cial investment. The stockholder need only ask, “Is this net income sufficient to compensate 
me for risking the amount of my investment?” This makes it relatively easy for stockholders 
to compare the profitability of various corporations in making investment decisions. 

Remember also that stockholders do not report their respective shares of the corporate net 
income in their personal income tax returns. However, they must pay personal income taxes 
on the amount of any dividends received.!° 


Evaluatin g Liq u idity When extending credit to an unincorporated business, creditors 
often look to the liquidity of the individual owners, rather than that of the business entity. This 
is because the owners often are personally liable for the business debts. But in lending funds 
to a corporation, creditors generally look only to the business entity for repayment. Therefore, 
the financial strength of the business organization becomes much more important when the 
business is organized as a corporation. 


° Many corporations instead prepare a statement of stockholders’ equity, which shows the changes in all 
stockholders’ equity accounts over the year. A statement of stockholders’ equity is illustrated and discussed 
in Chapter 12. 


‘0 An exception to this rule is S Corporations, which we discuss shortly. 


Corporations 


Small Corporations and Loan Guarantees Small, closely held corporations 
often do not have sufficient financial resources to qualify for the credit they need. In such 
cases, creditors may require one or more of the company’s stockholders to personally guaran- 
tee (or co-sign) specific debts of the business entity. By co-signing debts of the corporation, 
the individual stockholders do become personally liable for the debts if the corporation fails 
to make payment. 


THE CONCEPT—AND THE PROBLEM— 
OF “DOUBLE TAXATION” 


Unincorporated businesses do not pay income taxes. Instead, each owner pays personal 
income taxes on his or her share of the business net income. 

Corporations, in contrast, must pay corporate income taxes on their taxable income. In 
addition, the stockholders must pay personal income taxes on the dividends they receive. As a 
result, corporate earnings may end up being taxed twice: once to the corporation as the income 
is earned and then again to the stockholders when the profits are distributed as dividends. 

This concept of taxing a corporation’s earnings at two levels is often called double taxation. 
Together, these two levels of taxation can consume as much as 60 percent to 70 percent of a 
corporation’s before-tax income. Few businesses would be able to raise equity capital if inves- 
tors indeed expected to face such a high overall tax rate. Therefore, careful tax planning is 
absolutely essential in any business organized as a corporation. 

There are several ways to avoid the full impact of double taxation. For example, corpora- 
tions always should pay salaries to stockholders who work in the business. These salaries are 
taxable to the stockholders, but they are expenses of the business and therefore reduce the 
corporation’s taxable income. Also, the taxation of dividends can be avoided entirely if the 
corporation retains its profits, rather than distributing them as dividends. 

There are legal limits, however, on the extent to which taxes can be avoided by a corpo- 
ration retaining its earnings rather than distributing them to stockholders. If a corporation 
exceeds these limits, it may be required to pay a supplemental tax. 


S CORPORATIONS 


Tax laws allow many small, closely held corporations a special tax status under Subchap- 
ter S of the tax code.'! Corporations that qualify for this special tax treatment are called 
S Corporations. 

S Corporations do not pay corporate income taxes; nor do stockholders pay personal 
income taxes on the amounts of dividends received. Instead, each stockholder pays per- 
sonal income taxes on his or her share of the corporate net income. The net income of an 
S Corporation is taxed in the same manner as that of a partnership. 

S Corporation status is most advantageous in the following situations: 


e A profitable corporation plans to distribute most of its earnings as dividends. In this case, 
organization as an S Corporation avoids the problem of double taxation. 


e Anew corporation is expected to incur net losses in its early years of operation. Ordinarily, 
net losses incurred by a corporation have no effect on the stockholders’ personal income 
tax returns. But if the business is organized as an S Corporation, stockholders may deduct 
their share of any net business loss in their personal income tax returns. 


From a tax standpoint, S Corporation status may greatly benefit the owners of a closely 
held corporation. Owners of small businesses should consider this form of organization. 

S Corporations are a special case, not the norm. Unless we specifically state otherwise, 
you should assume that all corporations used in our examples and assignment materials are 
regular corporations, not S Corporations. 


"| An S Corporation must have 75 or fewer stockholders, all of whom are individuals and residents of the 
United States. Thus, while one corporation generally may own stock in another, it may not be a stockholder 
in an S Corporation. 
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Learning Objective 
Discuss the principal 


i) Peer one of Business Organization 


business organization. 


Selecting an Appropriate Form 


Anyone planning to start a business should give careful thought to the form of organization. 
Among the factors most often considered are: 


¢ The personal liability of the owner(s) for business debts. 

¢ Income tax considerations. 

e The need to raise large amounts of equity capital. 

e The owners’ need for flexibility in withdrawing assets from the business. 

e Whether all owners are to have managerial authority. 

¢ The need for continuity in business operations, despite future changes in ownership. 
¢ The ease and cost of forming the business. 


INCORPORATING AN ESTABLISHED BUSINESS 


Often a business starts out as a sole proprietorship or partnership, but as it grows larger, it is 
reorganized as a closely held corporation. Eventually, the business may “go public,” mean- 
ing that it issues stock to the general public and its shares are traded on an organized stock 
exchange. 

When an existing business is reorganized as a corporation, the corporation is a new busi- 
ness entity. The valuation of the corporation’s assets and liabilities is based on their current 
market value when the new entity is established, not on their values in the accounting records 
of the previous business entity. 

Assume, for example, that Devin Ryan has long owned and operated a sole proprietorship 
called Ryan Engineering. In January, Ryan decides to incorporate his business. He obtains a 
corporate charter and transfers to the new corporation all of the assets used in his sole pro- 
prietorship. The new corporation also assumes responsibility for all of the proprietorship’s 
business debts. In exchange for these net assets (assets less liabilities), Ryan receives 20,000 
shares of capital stock in the new corporation. 

The following table lists the assets, liabilities, and owner’s equity of the sole proprietorship 
at the date the new business is formed. The left-hand column indicates the amounts of these 
items in the proprietorship’s accounting records. The right-hand column indicates the current 
market value of these items on this date. (In each column, owner’s equity is equal to total 
assets less total liabilities.) 


Amount in 

Proprietorship’s Current 

Accounting Market 

Records Value 
Gash arrears irerey mens Share eras fan caren pease NS $ 30,000 $ 30,000 
Accounts: Receivables san seas alee a ee eee pene es 75,000 60,000 
INVeNtOony: Se yo ai aac exueeueters ace eisusieehes can ene seaee erates 10,000 15,000 
LEN ho et ak etek tei ay nia es Seine ee ney ae oboe asm En 40,000 100,000 
Building rceeece ete Se yeaea Mets come eae a eee ee See treeenen 60,000 50,000 
Equipments scene rie armieiaiaereereicia ae meieltnals cers 70,000 80,000 
NotesiRayablews vekercunisisseusde oietcustensusuarcssenant settee otare at 55,000 55,000 
Accounts) Payable. water sec een isennrst ne eater saeaueu raeeeraeee 20,000 20,000 
OWENS EQUITY’ jechacyercuriere aucaeeyece ccteus ei sbeenl siege suaiciatceree Darts 210,000 260,000 


The entry to establish a new set of records for the business as a corporation based on the 
values of the assets received and the liabilities assumed is as follows: 
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Gash serenity cea elen eres cane ene te eee tenet ey ene eens Payers Ponce ene ene Ren aes 30,000 Entries to record the 
ACCOUNISHRECEIVADI Gs amenmit ers Rte Ts reece eis er eT Aa eto 60,000 formation of a partnership 
IVOM LON eee eres cate era este tnane hr neiaramy une wat aeepn tees eine asa niece freer 15,000 
PeeLIT GL ee teyane ysiect accreted cRetey ciecaco casts echeneUtie au chav tenGvel mieovece Peg treoue crus aeeeu cy soemes 100,000 
BUI is ptnertr ete rere cy cere irene Chak cr open PaO Len Sa rutin at tence Seeley eN 50,000 
E-GUIDIMIO MI beet stew cteasan urate tree neem isut aur tm yereeeb Ne totehs chet atcha erect gtyck Algae 80,000 

Notes:Pavable:. ccna ene a aeeen enemas eres 55,000 

AccountsiPayable: war. saccn cone sola senatacette Gvncie ftha nes aoe eae eens 20,000 

Capital Stock pares aMis-csice gen Aner ca creer rg ee een harcore ge 260,000 


Acquired assets and assumed liabilities of Ryan Engineering; 
issued 20,000 shares of capital stock in exchange. 


A publicly owned corporation receives cash only when it first sells shares of stock to the 
investing public (called an “initial public offering,’ or IPO). Future trading of these securi- 
ties takes place between individual investors and has no direct impact on the company’s cash 
flows. Yet publicly owned corporations are extremely concerned about growth trends in the 
market value of their outstanding securities. 

Why is this? There are several reasons. First, corporations monitor closely the current 
market value of their securities because current stock performance directly influences the 
ability to raise equity capital in the future (through new public offerings). Second, poor stock 
performance often signals that a company is experiencing financial difficulty. This, in turn, 
often makes it difficult for the company to obtain credit and may even make potential custom- 
ers reluctant to buy the goods or services it sells. Finally, a growing number of corporations 
include stock options in their executive compensation plans. If the market price of the com- 
pany’s stock falls below a certain value, these options become worthless. When this happens, 
key executives often lose motivation to stay with the company and make the decision to take 
their “intellectual capital” elsewhere. 


SUPPLEMENTAL TOPIC 


Partnership Accounting—A Closer Look 


There are a number of unique aspects of partnership accounting. In this section, we describe 
opening the accounts of a new partnership, additional investments and withdrawals by 
owners, allocating partnership net income among the partners, and closing the accounts at 
year-end. 


OPENING THE ACCOUNTS OF A NEW PARTNERSHIP 


When a partner contributes assets other than cash, a question always arises as to the value 
of such assets. The valuations assigned to noncash assets should be their fair values at 
the date of transfer to the partnership. The valuations assigned must be agreed to by all 
partners. 


To illustrate the opening entries for a newly formed partnership, assume that on January 1, 
2009, Joan Blair and Richard Cross, who operate competing retail stores, decide to form a 
partnership by consolidating their two businesses. A capital account is opened for each part- 
ner and credited with the agreed valuation of the net assets (total assets less total liabilities) 
that the partner contributes. The journal entries to open the accounts of the partnership of 
Blair and Cross are as follows: 
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(OFLTS Wigner rca ein ete eee eect cer Ne ay ee ena eerie eve ae 40,000 

Accounts Receivabloodemc. seerycu sence oe rarpcanne eres ee see 60,000 

IMVEMLOIys Neswcanceaccheesnn enercas ecko ereactsuse snay sieves sicher satus eeesUsi ak rusucyson 90,000 
ACCOUMSiRaVab low Miia rcc tea mice eek eines Cerra van ena nen 30,000 
Joaniblairs@apitaligere rr eraea renee reese ices ene i 160,000 

To record the investment by Joan Blair in the partnership of Blair 

and Cross. 

aha rere ees aes eee ce note erg ete Suen eueetesp ect tec ry a nn 10,000 

INVOMLONY siepueccccecye epkene: oeekcowe <cste aneesranviae ohstare ayes s, somesartwcnennytaus 60,000 

Leedricl Oeesaenegssesecuonnenes stasme-vosatesacorScurac  easeegsuvevace machen aural ee ema eens ep rohenreaes 60,000 

BuiIGING) sis ia se steeie sank oe ase wer anuatinn Sao enaacs goss eis ctens 100,000 
ACCOUNTS: PaVable tees sceresc:svacueceracencssos teen arctan e sue neyensan eteaeie eoase ieee 70,000 
RichardiGross-3CG apitaleesperecran ergo ae tee in entree 160,000 


To record the investment by Richard Cross in the partnership 
of Blair and Cross. 


Accounting in a partnership is similar to that in a sole proprietorship, except that sepa- 
rate capital accounts are maintained for each partner. These capital accounts show for 
each partner the amounts invested, the amounts withdrawn, and the appropriate share of 
partnership net income. In brief, each partner is provided with a history of his or her equity 
in the firm. 

Separate drawing accounts also are maintained for each partner. These drawing accounts 
are debited to record all withdrawals of cash or other assets, including the use of partnership 
funds to pay a partner’s personal debts. 


Additional Investments Assume that after six months of operation the firm is in 
need of more cash, and the partners make additional investments of $10,000 each on July 1. 
These additional investments are credited to the capital accounts as shown below: 


(OEE ay aan Fame eter cn cha Romie: EL aea bs Bod pe rr ene a he Ee eee nieh ete eae 20,000 
JoamBlainGapitall ese veiers ea yates Goi enna cnenmnene eae 10,000 
RichardiCrosssG@apitall Sees aesepsenr meena re eres eee a eee a 10,000 


To record additional investments. 


Closing the Accounts of a Partnership at Year-End At the end of the 
accounting period, the balance in the Income Summary account is closed into the partners’ 
capital accounts. The profits or losses of a partnership may be divided among the partners in 
any manner agreed upon by the partners in their partnership agreement. 

In our illustration, let us assume that Blair and Cross have agreed to share profits equally. 
(We will discuss other profit-and-loss sharing arrangements later in this section.) Assuming 
that the partnership earns net income of $60,000 in the first year of operations, the entry to 
close the Income Summary account is as follows: 


INGOME®S UMMA eer ee roe reat ee en te ante eter geen eae 60,000 
JoaniBlaing@a pitallipe wes cacececn cer eset eerie ero kce mere a ee tear ic enee ree 30,000 
Richard: Gross Capital ear eee ita ee cer erence rere oer eueeere 30,000 


To divide net income for the year in accordance with partnership 
agreement to share profits equally. 


The next step in closing the accounts is to transfer the balance of each partner’s drawing 
account to his or her Capital account. Assuming that withdrawals during the year amounted 
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to $24,000 for Blair and $16,000 for Cross, the entry at December 31 to close the drawing 
accounts is as follows: 


JoaniBlairsCapitaligeaterer ccm cece mace okra rae 24,000 : ‘ 
f : Closing the partners 
Richard Cross, Capital Sere DPets Te cbebataGenereciacarstatt crore here parePecectsnecs det rroyeeehteber 16,000 drawing accounts to their 
JoaniBlai rs Drawing ussrccernce eer cee wetter 24,000 capital accounts 
Richard: Cross Drawitrerscscce ese vecevecdecresre cers eeepc eee teeeresereraey even sees 16,000 


To transfer debit balances in partners’ drawing accounts to their 
respective capital accounts. 


Income Statement fora Partnership The income statement for a partnership 
differs from that of a sole proprietorship in only one respect: A final section may be added 
to show the division of the net income between the partners, as illustrated in Exhibit C—5 for 
the firm of Blair and Cross. The income statement of a partnership is consistent with that of 
a sole proprietorship in showing no income taxes expense and no salaries relating to services 
rendered by partners. 


BLAIR AND CROSS Exhibit C-5 
INCOME STATEMENT INCOME STATEMENT 
FOR THE YEAR ENDED DECEMBER 31, 2011 
ASYe (= Sole ties eras em Peta Paulick et srty Pe ae het en ental h cee etree cern ae eat $600,000 
Costiofi GoOds:Soldareseasrcasconersee ceccsass cer snare etcpecen ecb aen eye ens 400,000 
Grossiprofit OMESAlOS! fers saree er seeraee nce ateks meen sen elt meaner ese? $200,000 
Operating expenses: 
SellinglexMEMSES) nec ce-sene tose see tees a a ume Hee are $100,000 
General & administrative expenses ..............-2-+0+0-00- 40,000 140,000 
NetiinGOme nara are ss teen eecnsi cas erect Fo Ae rae ne eee $ 60,000 
Division of net income: 
TowWoan)Blain(S0%o)) aaa noe ek seie eee eee $ 30,000 
Woche] Cees (GO) ncn oacdsasnpoocdananashoaannaneeae 30,000 $ 60,000 


Statement of Partners’ Equity The partners usually want an explanation of the 
change in their capital accounts from one year-end to the next. The statement of partners’ 
equity for Blair and Cross appears in Exhibit C—6 (this statement also was illustrated in 
Exhibit C-1): 


BLAIR AND CROSS Exhibit C-6 
STATEMENT OF PARTNERS’ EQUITY STATEMENT OF 
FOR THE YEAR ENDED DECEMBER 31, 2011 PARTNERS’ EQUITY 
Blair Cross Total 
Balancesi dams Wer 2Odil 2 es eee Sn ee eerie $160,000 $160,000 $320,000 
Add: Additional Investments ...................05. 10,000 10,000 20,000 
NetiIncomesfonthe Gates. eer 30,000 30,000 60,000 
SUBtOtalS reciente oe ere Ug ee tee ca ae $200,000 $200,000 $400,000 
KeSssDrawinGSerc ca res.easctneedy cevcseer eeeuade Ono aar 24,000 16,000 40,000 
Balances Dec sie: 20lilimerm merrier reir $176,000 $184,000 $360,000 


The balance sheet of Blair and Cross would show the capital balance for each partner, as well 
as the total equity of $360,000. 
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ALLOCATING PARTNERSHIP NET INCOME 
AMONG THE PARTNERS 


Profits earned by partnerships compensate the owners for (1) personal services rendered to 
the business, (2) capital invested in the business, and (3) assuming the risks of ownership. 
Recognition of these three factors is helpful in developing an equitable plan for the division 
of partnership profits. 

If one partner devotes full time to the business while another devotes little or no time, the 
difference in the partners’ contributions of time and effort should be reflected in the profit- 
sharing agreement. If one partner possesses special skills, the profit-sharing agreement should 
reward this partner’s talent. Also, partners may each provide different amounts of capital to 
the business entity. Again, the differences in the value of the partners’ contributions to the 
business should be reflected in the profit-and-loss sharing agreement. 

To recognize the particular contributions of each partner to the business, partnership profit- 
and-loss sharing agreements often include salary allowances to partners and interest on the 
balances of partners’ capital accounts. These “salaries” and “interest” are not expenses of 
the business; rather, they are steps in the computation made to divide partnership net income 
among the partners. 

In the preceding illustrations of the partnership of Blair and Cross, we assumed that 
the partners invested equal amounts of capital, rendered equal services, and divided net 
income equally. We are now ready to consider cases in which the partners invest unequal 
amounts of capital and services. Partners can share net income or loss in any manner 
they choose; however, most profit-sharing agreements fall under one of the following 
types: 


1. A fixed ratio. The fixed ratio method has already been illustrated in the example of the 
Blair and Cross partnership, in which profits were shared equally, that is, 50 percent and 
50 percent. Partners may agree upon any fixed ratio such as 60 percent and 40 percent, or 
70 percent and 30 percent. 


2. Salary allowances to the partners, with remaining net income or loss divided in a fixed ratio. 

3. Interest allowances on partners’ capital balances, with remaining net income or loss divi- 
ded in a fixed ratio. 

4. Salary allowances to the partners, interest allowances on partners’ capital balances, and 
remaining net income or loss divided in a fixed ratio. 


All these methods of sharing partnership net income are intended to recognize differences 
in the personal services rendered by partners and in the amounts of capital invested in the 
firm. 

In the illustrations that follow, the assumption is made that beginning balances in the part- 
ners’ capital accounts are Brooke Adams, $160,000, and Ben Barnes, $40,000. At year-end, 
the Income Summary account shows a credit balance of $96,000, representing the net income 
for the year. 


Salaries to Partners, with Remainder in a Fixed Ratio Because partners 
often contribute different amounts of personal services, partnership agreements often provide 
for partners’ salaries as a factor in the division of profits. 


For example, assume that Adams and Barnes agree to annual salary allowances of $12,000 
for Adams and $60,000 for Barnes. These salaries, which total $72,000 per year, are agreed 
upon by the partners in advance. Of course, the net income of the business is not likely to be 
exactly $72,000 in a given year. Therefore, the profit-and-loss sharing agreement should also 
specify a fixed ratio for dividing any profit or loss remaining after giving consideration to the 
agreed-upon salary allowances. We will assume that Adams and Barnes agree to divide any 
remaining profit or loss equally. 

The division of the $96,000 in partnership net income between Adams and Barnes 
is illustrated in the schedule shown in Exhibit C—7. The first step is to allocate to each 
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partner his or her agreed-upon salary allowance. This step allocates $72,000 of the part- 
nership net income. The remaining $24,000 is then divided in the agreed-upon fixed ratio 
(50-50 in this example). 


Division of Partnership Net Income 


Adams’ Barnes’ Net Income 

Netiincomeltolbeidividedies ere enrr er nen $96,000 
Salary allowances to partners..............--.-00- $12,000 $60,000 (72,000) 
Remaining income after salary 

allOWANCES cece wmemiern couse ieonetases teas ain eesenoieiit $24,000 
Allocated in a fixed ratio: 

Rdauion SO \uncee treet ee eee 12,000 

Barnesn(S0%s) hs aes ea cenc cera canis enone es 12,000 (24,000) 
ijotalishareitoleachpanneheaaraneeer eee $24,000 $72,000 $ -0- 


Under this agreement, Adams’s share of the $96,000 profit amounts to $24,000 and 
Barnes’s share amounts to $72,000. The entry to close the Income Summary account 
would be: 


INCOMES UMIMANY: sos ccssesnece se creeks seas ances seuss aie wuersieneasaceterelsnusestens 96,000 
Brooke:Adams::Gapitall esate au ceseree snes wens sence ereraw wena ce 24,000 
BemBamesyCapitalltesss worrt-yace eee eoeetotteese re ene oemacent 72,000 


To close the Income Summary account by crediting each 
partner with agreed-upon salary allowance and dividing 
the remaining profits equally. 


The salary allowances used in dividing partnership net income are sometimes misinter- 
preted, even by the partners. These salary allowances are merely an agreed-upon device for 
dividing net income; they are not expenses of the business and are not recorded in any ledger 
account. A partner is considered an owner of the business, not an employee. In a partnership, 
the services that a partner renders to the firm are assumed to be rendered in anticipation of 
earning a share of the profits, not a salary. 


The amount of cash or other assets that a partner withdraws from the partnership may be 
greater than or less than the partner’s salary allowance. Even if a partner decides to withdraw 
an amount of cash equal to his or her “salary allowance,” the withdrawal should be recorded 
by debiting the partner’s drawing account, not by debiting an expense account. Let us repeat 
the main point: “Salary allowances” to partners should not be recorded as expenses of the 
business.'* 


Interest Allowances on Partners’ Capital, with Remainder in a Fixed 
Ratio Next we shall assume a business situation in which the partners spend very little 
time in the business and net income depends primarily on the amount of money invested. 
The profit-sharing plan then might emphasize invested capital as a basis for the first step in 
allocating income. 


For example, assume that Adams and Barnes had agreed that both partners are to be 
allowed interest at 75 percent on their beginning capital balances, with any remaining profit 
or loss to be divided equally. Net income to be divided is $96,000, and the beginning capital 
balances are Adams, $160,000, and Barnes, $40,000. Exhibit C—8 shows the distribution of 
partnership net income in this case. 


'2 Some exceptions to this general rule will be discussed in more advanced accounting courses. 
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Exhibit C-7 


DISTRIBUTION OF 
PARTNERSHIP NET 
INCOME 


Profit sharing: Salary 
allowances and remainder 
in a fixed ratio 


Notice that the allocation 


of partnership income is 
used in this closing entry 
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Exhibit C-8 


DISTRIBUTION OF 
PARTNERSHIP NET 
INCOME 


Profit sharing: Interest on 
es capital and remainder in a 
fixed ratio 


Each partners’ capital 
account is increased by his 
or her share of partnership 
net income 


Exhibit C-9 


DISTRIBUTION OF 
PARTNERSHIP NET 
INCOME 


Profit sharing: Salaries, 
interest, and remainder in 
a fixed ratio 
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Division of Partnership Net Income 


Adams Barnes’ NetIncome 


Net income to be divided ...............-.--.--0-- $96,000 
Interest allowances on beginning capital: 

ACETINS GiGOWOO 2 WEY) no nccanscnensceasuunns $24,000 

ERTIES (CYOLO0) $< G6) an onconennancpedannance $ 6,000 

Total allocated as interest allowances ........... (30,000) 

Remaining income after interest 

alloOWaNCESy -cuairsirtueer sa tek ti, ean eh eens $66,000 
Allocated in a fixed ratio: 

Adams (50%) tack ae eis wean gcse nee 33,000 

Bannes:(5096) ievercr scence cn-ycverseraree seen aru emergency 33,000 (66,000) 
Total share to each partner .............----00-05- $57,000 $39,000 $ -0- 


The entry to close the Income Summary account in this example would be: 


Income: SUMMAaly BaeacGe nein swecinas ne Geunddiowmienne Ge aun ay emneieute 96,000 
Brooke-Adams:Gapital S275. sie en sense se een emer oats 57,000 
BeniBarmesx@anitalitees reas scactec eter erences ae en ert 39,000 


To close the Income Summary account by crediting each 
partner with interest at 15% on beginning capital and 
dividing the remaining profits equally. 


Salary Allowances, Interest on Capital, and Remainder in a Fixed 
Ratio The preceding example took into consideration the difference in amounts of capital 
provided by Adams and Barnes but ignored any difference in personal services performed. 
In the next example, we shall assume that the partners agree to a profit-sharing plan provid- 
ing for salaries and for interest on beginning capital balances. Salary allowances, as before, 
are authorized at $12,000 for Adams and $60,000 for Barnes. Beginning capital balances are 
$160,000 for Adams and $40,000 for Barnes. Partners are to be allowed interest at 10 percent 
on their beginning capital balances, and any profit or loss remaining after authorized salary 
and interest allowances is to be divided equally. Exhibit C—9 shows the distribution of part- 
nership net income under this agreement. 


Division of Partnership Net Income 


Adams’ Barnes’ Net Income 


Netiincomeltolbeidividedieeemrn rtm rriistiercr $96,000 
Salary allowances to partners ............-....--- $12,000 $60,000 (72,000) 
Income after salary allowances ................... $24,000 
Interest allowances on beginning capital: 

PRORTINS CIGO (OO WOLG) cccnnanacaaonanagsoad 16,000 

Barnesi(G40}000)<11020) Nee serene 4,000 

Total allocated as interest allowances........... (20,000) 

Remaining income after salary and 

IMVCSEIICMEINGS son ooonanmansaucnannenponne $ 4,000 
Allocated in a fixed ratio: 

AC AIMmSs( SOS) i tcistece eeecracic Hisesto ta sued eeearsveve acre ce steuhe 2,000 

Barmesi(SO76) were ete eens eer aoe meer were 2,000 (4,000) 


Total share to each partner .............--..0---- $30,000 $66,000 $ -0- 
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The journal entry to close the Income Summary account in this case will be: 


INCOMOSS UMIMANY ets veces cneneivos eres eararcreemacoreaigones coeur eaves seas 96,000 
Brooke;Adams:Gapitalie sean neis ce tee eee eee 30,000 
BenliBarnes=Gapitaleesee acyn cree cee cece cre acre cect ere wenereeeers 66,000 


To close the Income Summary account by crediting each 
partner with authorized salary and interest at 10% on 
beginning capital, and dividing the remaining profits equally. 


Authorized Salary and Interest Allowance in Excess of Net Income In 
the preceding example the total of the authorized salaries and interest was $92,000 and the net 
income to be divided was $96,000. Suppose that the net income had been only $50,000. How 
should the division have been made? 


If the partnership contract provides for salaries and interest on invested capital, these pro- 
visions are to be followed even though the net income for the year is /ess than the total of the 
authorized salaries and interest. If the net income of the firm of Adams and Barnes amounted 
to only $50,000, this amount would be allocated as shown in Exhibit C—10. 


Division of Partnership Net Income Exhibit C-10 
Adams Barnes Net Income DISTRIBUTION OF 
Netiincomelto)beldividedieee mts ee ner cree $ 50,000 Feats alae A 
Salary allowances to partners ...............-.-. $12,000 $60,000 (72,000) 
Residual loss after salary allowances ............. $(22,000) 
Interest allowances on beginning capital: ; 
Adams ($160,000 X 10%) ......0.0e0eeeee eens 16,000 Farber tsce lt al 
Barnesi(G40}000;<ai109c) eer ene eee 4,000 excess of net income 
Total allocated as interest allowances.......... (20,000) 
Residual loss after salary and interest SS 
alloWANCESitwae sya wt eh ne arent cn aoe a Naeger $(42,000) 
Allocated in a fixed ratio: 
Adamsi(SO%e) race ciecec ates abe seuss eusiee is (21,000) 
Barmes:(S0%6)) x ivaseex nce ere oe ener ene (21,000) 42,000 
Total share to each partner ..................--- $ 7,000 $43,000 $ -0- 


Unless she is thoroughly familiar with the terms of the partnership contract, Adams cer- 
tainly will be surprised at her allocation of net income for this accounting period. The alloca- 
tion formula caused Adams to actually be allocated income of only $7,000 for the period, 
while Barnes was allocated net income of $43,000. The entry to close the Income Summary 
will be as follows: 


INCOMOS SUNITA Rye sere ecto ae epee serene mneanen aera a cpengeenrree cas eyes emer wa 50,000 
BrookevAdams;(Gapitalleyeniacecs seeiec teas ie acco eosie caer eeenoe NS 7,000 
BenjBarnes" Capital sae amee cs mesos oon se ecererrem er eee 43,000 


To close the Income Summary account by crediting each 
partner with authorized salary and interest at 10% on 
beginning capital, and dividing the residual loss equally. 


Had the net income of the firm been even less, say, $30,000, Adams would actually have 
been allocated a negative amount, as shown in Exhibit C-11. 
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Exhibit C-11 
DISTRIBUTION OF 
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Division of Partnership Net Income 


PARTNERSHIP NET 
INCOME 


Interesting ... one partner’s 
“share of the profit” was a 


loss. Think about it. 


Adams’ Barnes’ Net Income 

Netincomestoiberdividediiememennrte eee $ 30,000 
Salary allowances to partners ...............-45. $12,000 $60,000 (72,000) 
Residual loss after salary allowances.............. $(42,000) 
Interest allowances on beginning capital: 

PNOTINS (CHIGO(N0W) 3< OLS) acancanaonnanaaaaace 16,000 

EY TINES (CHOY) S< 1096) a anaancocnennannncaan 4,000 

Total allocated as interest allowances .......... (20,000) 

Residual loss after salary and interest 

AIOWANCES i es natnere peter utah hued Unik eRe aemre Sree ete $(62,000) 
Allocated in a fixed ratio: 

AC amS\( 50%) i es age tone cee oelecsteracesesacesec eaeeacneeatee (31,000) 

Barmnesi(S0%s) tirtancan taste sc spain tristan rks (31,000) 62,000 
Total share to each partner ................-.0-. $(3,000) $33,000 $ -0- 


MTDMa Uae Discussion Questions 


1. Terry Hanson owns Hanson Sporting Goods, a retail store 
organized as a sole proprietorship. He also owns a home 
that he purchased for $200,000 but that is worth $250,000 
today. (Hanson has a $140,000 mortgage against this 
house.) Explain how this house and mortgage should be 
classified in the financial statements of Hanson Sporting 
Goods. 


2. Jane Miller is the proprietor of a small manufacturing busi- 
ness. She is considering the possibility of joining in partner- 
ship with Tom Bracken, whom she considers to be thoroughly 
competent and congenial. Prepare a brief statement outlin- 
ing the advantages and disadvantages of the potential part- 
nership to Miller. 


3. What is meant by the term mutual agency? 


4. A real estate development business is managed by two expe- 
rienced developers and is financed by 50 investors from 
throughout the state. To allow maximum income tax benefits 
to the investors, the business is organized as a partnership. 
Explain why this type of business probably would be a lim- 
ited partnership rather than a regular partnership. 


5. What factors should be considered when comparing the net 
income figure of a partnership to that of a corporation of 
similar size? 


PROBLEMS 


tog PROBLEM C.1 


Partnership 
Transaction 


6. Susan Reed is a partner in Computer Works, a retail store. 
During the current year, she withdraws $45,000 in cash from 
this business and takes for her personal use inventory cost- 
ing $3,200. Her share of the partnership net income for the 
year amounts to $39,000. What amount must Reed report on 
her personal income tax return? 

7. Distinguish between corporations and partnerships in terms 
of the following characteristics: 


a. Owners’ liability for debts of the business. 
b. Transferability of ownership interest. 
c. Continuity of existence. 
d. Federal taxation on income. 
8. Explain the meaning of the term double taxation as it applies 
to corporate profits. 


9. What factors should be considered in drawing up an agree- 
ment as to the way in which income shall be shared by two 
or more partners? 


10. Partner John Young has a choice to make. He has been 
offered by his partners a choice between no salary allowance 
and a one-third share in the partnership income or a salary of 
$16,000 per year and a one-quarter share of residual profits. 
Write a brief memorandum explaining the factors he should 
consider in reaching a decision. 


f connect 


[ACCOUNTING 


E-Z Manufacturing Company is a partnership among Yolando Gonzales, Willie Todd, and Linda 
Yeager. The partnership contract states that partnership profits will be split equally among the three 
partners. During the current year Gonzales withdrew $25,000, Todd withdrew $23,000, and Yeager 


L10 withdrew $30,000. Net income of E-Z Manufacturing Company amounted to $180,000. 


a. Calculate each partner’s share of net income for the period. 


b. Describe the effects, if any, that partnership operations would have on the individual tax 


returns of the partners. 
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LO3 


PROBLEM C.2 
Analysis of Equity 


PROBLEM C.3 
Division of 
Partnership Income 


PROBLEM C.4 


Analysis of 
Partnership Accounts 


c. Prepare a statement of partners’ equity for the year. Assume that partners’ capital accounts 
had beginning balances of $50,000, $60,000, and $40,000 for Gonzales, Todd, and Yeager, 
respectively. 


Shown below are the amounts from the stockholders’ equity section of the balance sheets of 
Wasson Corporation for the years ended December 31, 2010 and 2011. 


2011 2010 
Stockholders’ equity: 
Capital: Stock aa cent rece ca a eeenrne ree oye Seeenne eure $ 50,000 $ 30,000 
FetainediiBannimos ct: ct creucre crap czie te Gisecetteyauaceeeicisleyetes cute ysyeeeueuansle 200,000 180,000 
Motalistockholdersvequity: aterm on weenie ss ew uneiens $250,000 $210,000 


a. Calculate the amount of additional investment that the stockholders made during 2011. 
b. Assuming that the corporation declared and paid $10,000 in dividends during 2011, calculate 
the amount of net income earned by the corporation during 2011. 


c. Explain the significance of the $200,000 balance of retained earnings at December 31, 2011. 


Guenther and Firmin, both of whom are CPAs, form a partnership, with Guenther investing 
$100,000 and Firmin, $80,000. They agree to share net income as follows: 


1. Salary allowances of $80,000 to Guenther and $50,000 to Firmin. 
2. Interest allowances at 15 percent of beginning capital account balances. 


3. Any partnership earnings in excess of the amount required to cover the interest and salary 
allowances to be divided 60 percent to Guenther and 40 percent to Firmin. 


The partnership net income for the first year of operations amounted to $247,000 before interest 
and salary allowances. Show how this $247,000 should be divided between the two partners. Use a 
three-column schedule of the type illustrated in Exhibit C—9. List on separate lines the amounts of 
interest, salaries, and the residual amount divided. 


Hot Dog Shack is a fast-food restaurant that is operated as a partnership of three individuals. The 
three partners share profits equally. The following selected account balances are for the current 
year before any closing entries are made: 


Debit Credit 
GlensGapitall pace Sce corey cen eye ne tee aer on enna wer carne mens seu en ma uee ae 55,000 
Chow Capital mcwreem iti cnce ie eaceeee terriers ocr hess ny eee mcs eee 60,000 
West::Capitalieias aceicese ie erent eyes rites eae oy ceegeae tyra tety a, OnE elgg 5,000 
Glenebrawingikrrs seanctenaruehetsccenc ache unto reatce iets: aieinic Receebae oy saat 15,000 
Chow: DrawinQ) x taccsctecn seneanen cys euneoresae cremtees ne cacneereeee yeas ewan evant outa 15,000 
West Drawing): cu emeed a waunea navn sursaiee mn eahad aie enamel enatae name 30,000 
Income: SUMMaly> teats venient nee os hae eee wane enemunstoae 90,000 


Instructions 

On the basis of this information, answer the following questions and show any necessary 

computations. 

a. How much must each of the three partners report on his individual income tax return related 
to this business? 

b. Prepare a Statement of Partners’ Equity for the current year ended December 31. Assume that 
no partner has made an additional investment during the year. 

c. Assuming that each of the partners devotes the same amount of time to the business, why 
might Glen and Chow consider the profit-sharing agreement to be inequitable? 

d. Which factors should the partners consider when evaluating whether the profit from the part- 
nership is adequate? 
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PROBLEM C.5 


Stockholders’ Equity 
Transactions 


PROBLEM C.6 
Stockholders’ Equity 
Transactions— More 
Challenging 


PROBLEM C.7 


Stockholders’ Equity 
Section 


PROBLEM C.8 
Comparison of 
Proprietorship with 
Corporation 
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The Top Hat, Inc., is a chain of magic shops that is organized as a corporation. During the month 
of June, the stockholders’ equity accounts of The Top Hat were affected by the following events: 


June 3 = The corporation sold 1,000 shares of capital stock at $20 per share. 

June 10 — The corporation declared a 25 cents per share dividend on its 20,000 shares 
of outstanding capital stock, payable on June 23. 

June 23. —- The corporation paid the dividend declared on June 10. 


June 30 The Income Summary account showed a credit balance of $60,000; the 
corporation’s accounts are closed monthly. 


Instructions 


a. Prepare journal entries for each of the above events in the accounts of The Top Hat. Include 
the entries necessary to close the Income Summary and Dividends accounts. 


b. Prepare a statement of retained earnings for June. Assume that the balance of retained earn- 
ings on May 31 was $520,000. 


William Bost organized Frontier Western Wear, Inc., early in 2010. On January 15, the corporation 
issued to Bost and other investors 40,000 shares of capital stock at $20 per share. 

After the revenue and expense accounts (except Income Tax Expense) were closed into the 
Income Summary account at the end of 2010, the account showed a before-tax profit of $120,000. 
The income tax rate for the corporation is 40 percent. No dividends were declared during the year. 

On March 15, 2011, the board of directors declared a cash dividend of 50 cents per share, 
payable on April 15. 


Instructions 


a. Prepare the journal entries for 2010 to (1) record the issuance of the common stock, (2) record 
the income tax liability at December 31, and (3) close the Income Tax Expense account. 

b. Prepare the journal entries in 2011 for the declaration of the dividend on March 15 and pay- 
ment of the dividend on April 15. 

c. Operations in 2011 resulted in an $18,000 net loss. Prepare the journal entries to close the 
Income Summary and Dividends accounts at December 31, 2011. 


d. Prepare the stockholders’ equity section of the balance sheet at December 31, 2011. Include a 
separate supporting schedule showing your determination of retained earnings at that date. 


The two cases described below are independent of each other. Each case provides the information 
necessary to prepare the stockholders’ equity section of a corporate balance sheet. 


a. Early in 2009, Wesson Corporation was formed with the issuance of 50,000 shares of capital 
stock at $5 per share. The corporation reported a net loss of $32,000 for 2009, and a net loss 
of $12,000 in 2010. In 2011 the corporation reported net income of $90,000 and declared a 
dividend of 50 cents per share. 


b. Martin Industries was organized early in 2007 with the issuance of 100,000 shares of capital 
stock at $10 per share. During the first five years of its existence, the corporation earned a 
total of $800,000 and paid dividends of 25 cents per share each year on the common stock. 


Instructions 
Prepare the stockholders’ equity section of the corporate balance sheet for each company for the 
year ending December 31, 2011. 


S & X Co. is a retail store owned solely by Paul Turner. During the month of November, the equity 
accounts were affected by the following events: 


Noy. 9 Turner invested an additional $15,000 in the business. 

Nov. 15 Turner withdrew $1,500 for his salary for the first two weeks of the month. 
Nov. 30 = Turner withdrew $1,500 for his salary for the second two weeks of the month. 
Nov. 30S & X distributed $1,000 of earnings to Turner. 
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Instructions 
a. Assuming that the business is organized as a sole proprietorship: 
1. Prepare the journal entries to record the above events in the accounts of S & X. 


2. Prepare the closing entries for the month of November. Assume that after closing all of 
the revenue and expense accounts the Income Summary account has a balance of $5,000. 


Hint: Record the investment in a separate capital account and the withdrawals (salary) in a 
separate drawing account. Close the drawing account into the capital account as part of the 
closing entries. 


b. Assuming that the business is organized as a corporation: 


1. Prepare the journal entries to record the above events in the accounts of S & X. Assume 
that the distribution of earnings on November 30 was payment of a dividend that was 
declared on November 20. 


2. Prepare the closing entries for the month of November. Assume that after closing all of 
the revenue and expense accounts (except Income Tax Expense) the Income Summary 
account has a balance of $2,000. Before preparing the closing entries, prepare the entries 
to accrue income tax expense for the month and to close the Income Tax Expense account 
to the Income Summary account. Assume that the corporate income tax rate is 30 percent. 


c. Explain the causes of the differences in net income between S & X as a sole proprietorship 
and S & X as a corporation. 


d. Describe the effects of the business operations on Turner’s individual income tax return, 
assuming that the business is organized as (1) a sole proprietorship and (2) a corporation. 


Loi9 PROBLEM C.9 The partnership of Avery and Kirk was formed on July 1, when George Avery and Dinah Kirk 
Formation of a agreed to invest equal amounts and to share profits and losses equally. The investment by Avery 
Partnership consists of $30,000 cash and an inventory of merchandise valued at $56,000. 


Kirk also is to contribute a total of $86,000. However, it is agreed that her contribution will con- 
sist of the transfer of both the assets of her business and its liabilities (listed below). A list of the 
agreed values of the various items as well as their carrying values on Kirk’s records follows. Kirk 
also contributes enough cash to bring her capital account to $86,000. 


Investment by Kirk 


Balances on Agreed 
Kirk’s Records Value 


Accounts! Receivablemenacte-mecumieirra tie potest ie rr $81,680 $79,600 
INVENTONVs kak ancien sme reiretsoataee win cienemomeuenan st ¢ 11,400 12,800 
Office Equipment)(net)ikms see e ee eee 14,300 9,000 
Accounts|Payablexwct.. smc sacie senate ear cncoie veces nese 24,800 24,800 


Instructions 


a. Draft entries (in general journal form) to record the investments of Avery and Kirk in the new 
partnership. 


b. Prepare the beginning balance sheet of the partnership (in report form) at the close of business 
July 1, reflecting the above transfers to the firm. 


c. On the following June 30 after one year of operation, the Income Summary account showed a 
credit balance of $74,000, and the Drawing account for each partner showed a debit balance 
of $31,000. Prepare journal entries to close the Income Summary account and the Drawing 
accounts at June 30. 


Loi9 PROBLEM C.10 A comedy club called Comedy Today was organized as a partnership with Abbott investing 
Sharing Partnership $80,000 and Martin investing $120,000. During the first year, net income amounted to $110,000. 
Net Income: Various 


Meiners Instructions 


a. Determine how the $110,000 net income would be divided under each of the following three 
independent assumptions as to the agreement for sharing profits and losses. Use schedules of 
the type illustrated in this chapter to show all steps in the division of net income between the 
partners. 
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1. Net income is to be divided in a fixed ratio: 40 percent to Abbott and 60 percent to 
Martin. 


2. Interest at 15 percent to be allowed on beginning capital investments and balance to be 
divided equally. 

3. Salaries of $36,000 to Abbott and $56,000 to Martin; interest at 15 percent to be allowed 
on beginning capital investments; balance to be divided equally. 


b. Prepare the journal entry to close the Income Summary account, using the division of net 
income developed in part a(3). 


Rothchild Furnishings, Inc., has three partners—Axle, Brandt, and Conrad. At the beginning of the 
current year their capital balances were: Axle, $180,000; Brandt, $140,000; and Conrad, $80,000. 
The partnership agreement provides that partners shall receive salary allowances as follows: Axle, 
$10,000; Brandt, $50,000; and Conrad, $28,000. The partners shall also be allowed 12 percent 
interest annually on their capital balances. Residual profit or loss is to be divided: Axle, one-half; 
Brandt, one-third; and Conrad, one-sixth. 


Instructions 

Prepare separate schedules showing how income will be divided among the three partners in each 
of the following cases. The figure given in each case is the annual partnership net income or loss to 
be allocated among the partners. Round calculations to the nearest dollar. 


a. Income of $526,000. 
b. Income of $95,000. 
c. Loss of $32,000. 


Alan Weber originally started Prime Cuts, a small butcher shop, as a sole proprietorship. Then he 
began advertising in gift catalogs, and his company quickly grew into a large mail-order business. 
Now Prime Cuts sends meat and seafood all over the world by overnight mail. 

At the beginning of the current year, Weber reorganized Prime Cuts as a corporation—with 
himself as the sole stockholder. This year, the company earned $1 million before income taxes. 
(For the current year, the corporate income tax rate is 40 percent. Weber’s personal income is taxed 
at the rate of 45 percent.) 

With respect to salaries and withdrawals of assets, Weber continued the same policies as when 
the business had been a sole proprietorship. Although he personally runs the business, he draws no 
salary. He explains, “Why should I draw a salary? Nowadays, I have plenty of income from other 
sources. Besides, a salary would just reduce the company’s profits—which belong to me.” 

In recent years, Weber had made monthly transfers from the business bank account to his per- 
sonal bank account of an amount equal to the company’s monthly net income. After Prime Cuts 
became a corporation, he continued making these transfers by declaring monthly dividends. 


Instructions 


a. Without regard to income taxes, identify several reasons why it might be advantageous for 
Weber to have incorporated this business. 


b. Compute the portion of the company’s $1 million pretax income that Weber would have 
retained after income taxes if Prime Cuts had remained a sole proprietorship. 


c. Compute the portion of this $1 million before-tax income that Weber will retain after income 
taxes, given that Prime Cuts is now a corporation. 


d. Explain the meaning of the term double taxation. 


e. Discuss several ways that Weber legally might have reduced the overall “tax bite” on his com- 
pany’s before-tax earnings. 


Juan Ramirez and Jimmy Smith are considering forming a partnership to engage in the business 
of aerial photography. Ramirez is a licensed pilot, is currently earning $48,000 a year, and has 
$50,000 to invest in the partnership. Smith is a professional photographer who is currently earn- 
ing $30,000 a year. He has recently inherited $70,000, which he plans to invest in the partnership. 

Both partners will work full-time in the business. After careful study, they have estimated that 
expenses are likely to exceed revenue by $10,000 during the first year of operations. In the second 
year, however, they expect the business to become profitable, with revenue exceeding expenses by 
an estimated $90,000. (Bear in mind that these estimates of expenses do not include any salaries or 
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interest to the partners.) Under present market conditions, a fair rate of return on capital invested in 
this type of business is 20 percent. 


Instructions 


a. On the basis of this information, prepare a brief description of the income-sharing agreement 
that you would recommend for Ramirez and Smith. Explain the basis for your proposal. 


b. Prepare a separate schedule for each of the next two years showing how the estimated amounts 
of net income would be divided between the two partners under your plan. (Assume that the 
original capital balances for both partners remain unchanged during the two-year period. This 
simplifying assumption allows you to ignore the changes that would normally occur in capital 
accounts as a result of divisions of profits, or from drawings or additional investments.) 


c. Write a brief statement explaining the differences in allocation of income to the two partners 
and defending the results indicated by your income-sharing proposal. 
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Credit risk, 627-632, 652-653 
Credit terms, 257-259 
Creditors, 42—43, 430 
evaluating claims of, 452-454 
financial statement use by, 38, 646-650, 652-653 
Credits, 87-89 
in double-entry accounting, 88-89 
rules for, 88, 100-101 
Cross-border financing, 689 
Culture, accounting practices and, 687-688 
Cumulative preferred stock, 491-492, 525-526 
Current assets, 55, 196, 299 
accounts receivable. See Accounts receivable 
cash. See Cash 
cash equivalents, 289, 567, 569-570 
described, 627-629 
inventory. See Inventory 
marketable securities, 288, 295-299, 574 
notes receivable, 307-309 
prepaid expenses, 144-146 
Current liabilities, 55, 196, 431-435 
accounts payable. See Accounts payable 
accrued expenses, 150-152, 433 
cash flows from operations to, 650-651, 652 
current assets and, 629 
current portion of long-term debt, 432-433, 433n, 438 
defined, 629 
financial analysis by short-term creditors, 646-650, 652-653 
income tax payable, 153-154 
notes payable, 42, 431-432 
payroll, 150-151, 433-435, 730-731 
sales tax payable, 262 
unearned revenue, 149-150, 435 
Current ratio, 55, 205, 431, 454, 629-630, 649, 652 


Customer service activities, 842, 843 
Cycle time, 853 


D 


Date of declaration, 529 
Date of record, 529 
Days to collect average accounts receivable, 652 
Days to sell the average inventory, 653 
Debenture bonds, 439 
Debit balances, 87-88 
Debit memoranda, 293n, 294 
Debits, 87-89 
in double-entry accounting, 88-89 
rules for, 88, 100-101 
Debt. See also Liabilities 
appropriate level of, 453 
equity vs., 430 
leverage, 453, 645 
relative amount of, 627 
understatement of, 455 
Debt ratio, 454, 630, 645, 646, 653 
Debt service, 436 
Debt service budget, 1006 
Decelerated depreciation, 398 
Decision making 
activity-based costing (ABC) for, 844-847 
assigning decision-making authority, 722, 994 
budgets and, 994 
decision-focused judgment, 920, 929 
incremental analysis for, 922-929 
joint product decisions, 928-929 
make or buy decisions, 925-926 
management accounting in, 722-723 
production constraint decisions, 923-924 
relevant financial information, 918—922, 929 
relevant nonfinancial information, 919-920, 929 
sell, scrap, or rebuild decisions, 926-927 
special order decisions, 922—923 
Declining-balance depreciation, 393-395 
Default, 309 
Deferrals 
of expenses, 140-141, 142, 144-148, 156, 458-459, 583 
of income taxes, 458-459, 583 
intangibles as, 405 
of revenue, 141, 142, 149-150, 156 
Deflation, 42 
Dell, Michael, 725 
Dell Computer, 296, 348, 454, 645, 725, 804 
Demand-pull production, 852 
Depletion, 407-408 
Deposits in transit, 292 
Depreciable assets, 146, 386 
Depreciation, 146-148, 389-399 
of buildings, 147-148, 407 
causes of, 390 
computing, 390-396 
accelerated methods, 391 
decelerated methods, 398 
declining-balance method, 393-395 


double-declining balance method, 394-395 
half-year convention, 393 
MACRS (Modified Accelerated Cost Recovery System), 
393n, 394n, 398, 583n 
most-used methods, 395-396, 399 
150 percent declining-balance method, 394n, 395 
straight-line method, 147, 390-393, 395-396 
sum-of-the-years’ digits (SYD) method, 398 
units-of-output method, 398 
cost allocation over years of use, 389-390 
defined, 389 
of equipment, 148, 407 
as estimate, 146-147 
financial statement disclosures, 197, 396-397 
for fractional periods, 392-393 
goal of, 407-408 
impairment losses, 397 
as noncash expense, 148 
process of, 389 
residual value, 147n, 391-392, 394-395, 396 
tax considerations, 393n, 394n, 395-396, 583 
useful life, 146-147, 396, 397 
valuation vs., 390 
Depreciation rate, 392 
Design activities, 842, 843 
Devry, Inc., 169 
Dick’s Sporting Goods, 975 
Diluted earnings per share, 528 
Direct labor, 726, 730-731 
in job order costing, 765 
in process costing, 806-807 
rate and efficiency variances, 1044-1045, 1050, 1052 
standard costs for, 1040 
Direct manufacturing costs, 732 
Direct materials, 726, 729-730 
global sourcing of, 764 
in job order costing, 764 
price and quantity variances, 1042-1044, 1050, 1052 
in process costing, 806-807 
standard costs for, 1040 
Direct write-off method, 305 
Disclosure, 58, 196-198, 206. See also Notes accompanying 
financial statements 
Discontinued operations, 522, 523 
Discount period, 257 
Discount rate, 449, 1120, B-6, B-7—B-8 
Discounted cash flows, 1119-1121, B-6—-B-10 
Discounts 
on bonds payable, 442-445, 448, B-12 
on purchase transactions, 257—259 
on sales transactions, 261, 264 
understating sales discounts, 264 
Discover Bank, 321 
Distribution activities, 842, 843 
Dividend yield, 495, 642-643, 653 
Dividends, 96, 101 
accounting for, 106, 529-530, C-11 
cash. See Cash dividends 
debit-credit rules for, 101 
dividend dates, 529 
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liquidating, 530 
stock, 530-532 
Dollar changes, financial statement analysis, 623-624 
Dollar sales volume, 890 
Double-declining balance depreciation, 394-395 
Double-entry accounting, 88-89 
Double taxation, 484, C-13 
Dow Chemical Co., 406, 947-948 
Drawing accounts, C-2, C-16 
Due on demand liabilities, 430n 
Dun & Bradstreet, Inc., 626n, 631, 655 
DuPont, 406, 429, 468, 1079-1080 
DuPont system of performance measurement, 1079-1084 
capital turnover, 1081, 1082 
return on investment (ROI), 1079-1084 
return on sales (ROS), 1081-1082 
Dynergy, 264, 584-585 


E 


E. I. du Pont de Nemours and Co. See DuPont 
Earnings per share (EPS), 525-528, 636, 653 
analysis by common stockholders, 642 
basic, 528 
diluted, 528 
income statement presentation, 526-528 
net, 528 
preferred dividends and, 525-526 
weighted-average, 525 
Earnings statement. See Income statement 
Economic substance, 436 
Economic systems, 687 
Economic value added (EVA), 1085 
Economies of scale, 884 
Edison, Thomas A., 1115 
Edison Electric Light Co., 1115 
Effective rate of interest, 449 
Efficiency 
in just-in-time (JIT) systems, 853-854 
labor variances, 1044—1045, 1050, 1052 
manufacturing efficiency ratio, 853 
process costing in evaluating, 815 
Eli Lilly & Co., 406, 1085 
Enron, 9, 26, 111, 159, 408, 455, 634 
Entity principle, 40 
Equipment, 386. See also Plant assets 
acquisition of, 387-388 
cost determination, 387 
depreciation of, 148, 407. See also Depreciation 
disposal of, 399-401 
trading in used for new, 400-401 
Equivalent units, 807-810, 816 
Estimates 
Allowance for Doubtful Accounts, 301 
cash budget, 1004—1007 
cost of goods sold, 356-357 
credit losses, 302—304 
depreciation, 146-147 
fractional periods, 392-393 
useful life, 396 
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Estimates—Cont. 
ending inventory, 356-357 
in externally reported financial information, 13 
goodwill, 403-404 
high-low method for semivariable costs, 894-895 
income tax expense, 153-154 
liabilities, 430-431, 451 
operating budget, 999-1003 
overhead application rates, 761-763 
predictive information for operations, 522 
residual value, 147n, 391-392, 394-395, 396 
uncollectible accounts, 302—304 
Ethics. See also Corporate governance 
AICPA code of professional conduct, 22, 23 
corporate codes of, 408, 1125 
equivalent units, computing, 816 
integrity and, 21-22 
E-Trade Financial, 295 
Ex-dividend date, 529, 530 
Exchange rates, 691-699 
competitive prices and, 697 
fluctuations in, 696-697, 926, 994 
foreign currency transactions, accounting for, 692-696 
global sourcing and, 698-699 
jargon, 692 
Executive compensation. See Management compensation 
Expense accounts, 258 
Expenses, 49, 96, 98-101 
accrued, 141, 142, 150-152, 156 
benefiting more than one accounting period, 99 
cash payments for, 102, 105, 572-573 
closing entries for expense accounts, 199-200 
converting assets to, 140-141, 142, 144-148, 156 
debit and credit rules for, 100-101 
deferred, 140-141, 142, 144-148, 156, 458-459, 583 
defined, 522 
depreciation. See Depreciation 
entries for accrued, 103, 106 
in financial statement analysis, 643-644 
insurance policies, 144-145 
matching principle and, 99 
noncash, 148, 408, 578 
nonoperating items, 635 
payment of, 48 
prepaid, 144-146 
Exporting, 685 
External failure costs, TQM, 854 
External users, of accounting information, 9-10, 12-13, 57-59, 
723-725 
Extraordinary items, 522, 523-525 
ExxonMobil, 484 


F 


Face amount, 308 

Facilitating payments, 701 
Factoring, 305-306 

Fair value accounting, 298-299 
Fannie Mae, 35 

Fastow, Andrew, 111, 455 
Federal Trade Commission, 9 


Fees Earned, 98 
Fila, 536 
Finance charges, 258 
Financial accounting, 5—6, 9-13. See also Financial statements 
external users of information, 9-10, 12-13, 57-59, 723-725 
information characteristics, 12-13 
internal users of information, 58—59 
management accounting vs., 724 
objectives of, 10-12 
Financial Accounting Standards Board (FASB), 17-18, 622 
Accounting Standards Codification, 18 
capital lease criteria, 456 
cash flow statement categories, 566 
comprehensive income, 534 
direct method of cash flows, 579 
extraordinary items, 524 
FASB/IASB convergence project, 18-19, 354-355, 689-691, 
735, 920, 1010-1011, 1091 
goodwill reporting requirements, 404 
inflation adjustments, 42 
interest payments/receipts classifications, 566 
preferred stock reporting, 491 
R&D accounting, 406 
responsibility center reporting, 969 
SEC and, 17 
Financial assets, 286-337 
accounts receivable. See Accounts receivable 
cash. See Cash 
corporate governance issues, 311 
defined, 288 
financial analysis of, 309-310 
marketable securities, 288, 295-299, 574 
notes receivable, 307-309 
short-term investments, 295-296 
valuation of, 288—289, 298-299 
Financial budgets, 997, 998. See also Budgets and budgeting 
Financial Executives International (FEI), 21, 311 
Financial forecasting, 994 
Financial position, 5 
Financial reporting, 12-13 
conceptual framework for, 18, 146 
financial statements vs., 12 
fraudulent, 26. See also Corporate governance 
objectives of, 10-12, 54 
pro forma, 969 
timeline for, 53 
Financial statement analysis, 11-12, 55, 620-681 
accounts receivable turnover rate, 309-310, 358-359, 454, 
647-648, 652 
cash flow analysis, 650-651 
by common stockholders, 642-645 
comparative financial statements, 622, 623-627 
component percentages, 625 
dollar and percentage changes, 623-625, 634, 653 
quality of assets, 627 
quality of earnings, 626-627 
ratios, 625 
relative amount of debt, 627 
standards for comparison, 625-626, 631 
trend percentages, 624-625 
comprehensive illustration, 639-65 1 


corporate governance, rating quality of, 654 
of corporations, C-12—C-13 
cost ratio, 356-357 
by creditors, 38, 646-650, 652-653 
current ratio, 55, 205, 431, 454, 629-630, 649, 652 
debt ratio, 454, 630, 645, 646, 653 
fundamental analysis, 655 
gross profit margins, 263, 634-635 
industry standards and, 626, 631 
interest coverage ratio, 453, 454, 646, 653 
inventory turnover rate, 358, 454, 648, 652 
inventory valuation, 358-359 
liquidity and credit risk measures, 57-58, 204-205, 452-454, 
627-632, 652-653 
by long-term creditors, 646, 653 
for merchandising businesses, 263 
net cash flows from operating activities, 454, 581, 652 
net income percentage, 204, 653 
net sales, 260, 263 
of partnerships, C-6 
past performance and, 626 
price-earnings (p/e) ratio, 527, 636, 642, 653 
profitability measures, 203-204, 499, 632-639, 653 
quick ratio, 454, 630, 649, 652 
R&D to sales, 406 
return on assets (ROA), 453n, 499, 638, 644, 653 
return on common stockholders’ equity, 499, 644, 653 
return on equity (ROE), 204, 453n, 638-639, 653 
return on investment. See Return on investment (ROT) 
revenue and expense analysis, 643-644 
by short-term creditors, 646-650 
of sole proprietorships, C-2—C-3 
summary of measures, 652-653 
working capital, 205, 431, 454, 629, 647, 652 
Financial statement order, 109 
Financial statements, 12, 36-82 
adequate disclosure in, 58, 196-198, 206 
adjusting entries, effects of, 156-158 
articulation of, 39, 53 
audits of, 19, 192 
balance sheet. See Balance sheet 
certification requirements, 59 
classified, 622, 627-629, 633 
comparative, 622, 623-627 
consolidated, 622, 652, 698 
covering different time periods, 12, 205 
deferred income taxes in, 459, 583 
defined, 38 
economic substance and, 436 
external users of, 9-10, 38-39, 57-59 
filing with SEC, 24 
financial reporting vs., 12 
forms of business organization, 55-57 
Home Depot 2009 financial statements, A-1—A-13 
income statement. See Income statement 
interim, 12, 205 
introduction to, 38-39 
inventory cost flows through, 249, 340-349 
inventory errors and, 355-356 
loss contingencies in, 451-452 
management’s interest in, 58-59, 263 
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manufacturing company, 734-735 
notes accompanying. See Notes accompanying financial statements 
preparing, 192-196, 207-210 
purpose of, 622 
relationships among, 52-55, 196 
responsibility center reporting, 969-970 
statement of cash flows. See Statement of cash flows 
statement of partners’ equity, C-5, C-17 
statement of retained earnings, 194, 195, 532-534 
statement of stockholders’ equity, 534-535 
timeline for, 53 
types of, 12, 38-39 
uncollectible accounts presentation, 300 
window dressing, 59, 631-632 
worksheets, 207—210, 585-589 
Financing activities, 51, 494, 564 
cash flows from, 566, 569, 575-576 
noncash, 52 
treasury stock transactions, 498-499 
Finished goods, 729-730 
Finished goods inventory, 728, 730, 732-733, 1003 
Finished goods valuation, 1048 
First-in, first-out (FIFO) method, 348 
evaluation of, 346 
financial reporting standards, 354, 735 
in periodic inventory systems, 353 
in perpetual inventory systems, 343-344 
shrinkage and, 349 
Fiscal year, 98, 192n 
Fixed costs, 880, 1041 
committed, 964 
common, 961—962, 965 
controllable, 964 
corporate governance issues, 896 
in cost-volume relationships, 880, 881, 896 
fixed manufacturing costs, 1041 
responsibility center, 961-962, 964-965 
traceable, 961, 964-965 
Fixed-percentage-of-declining-balance depreciation, 393-395 
Flexible budgets, 1012-1014 
F.O.B. destination, 351, 431 
FO.B. shipping point, 351, 431 
Food Lion, Inc., 417 
Footlocker, Inc., 327 
Ford Motor Co., 240, 296, 369-370, 489, 637, 769, 915, 1040 
Foreign Corrupt Practices Act (FCPA), 700-701 
Foreign currency, 691-699 
consolidated financial statements, 698 
exchange rates, 691-692, 926 
accounting for foreign currency transactions, 692-696 
competitive prices and, 697 
fluctuations in, 696-697 
global sourcing and, 698-699 
jargon, 692 
future contracts, 697 
hedging, 697 
Foreign trade zones, 686 
Form 8-K, 896 
Forms of business organization, 55-57, C-1—C-27 
compared, C-7 
corporations. See Corporations 
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Forms of business organization—Cont. 
importance of business form, C-1 
liquidity/credit risk and, 632 
owners’ equity reported by type, 56-57 
partnerships. See Partnerships 
selecting appropriate, C-14—C-15 
sole proprietorships. See Sole proprietorships 

Franchises, 405 

Fraud. See Corporate governance 

Free cash flow, 581, 653 

Frito-Lay, 622 

Fundamental analysis, 655 

Future contracts, 697 

Future value, B-2—B-6. See also Present value 


G 


Gain, 297 

The Gap, Inc., 239, 246, 285, 327, 745 
Gatorade, 622 

GE Capital, 359 

General/administrative expenses, 635 
General credit obligations, 430 

General Electric, 155, 155n, 855, 1085, 1115 
General journal, 89-90, 94, 107, 157, 262 
General ledger accounts, 729 

General ledger software, 207 

General Mills, 745, 988-989 


General Motors, 98, 246, 369, 484, 679, 745, 759, 1040, 1085, 1089 


General partners, 632n 
General partnerships, C-3—C-4, C-7 
General-purpose information, 13 
Generally accepted accounting principles (GAAP), 17 
accounting allocations, 777 
adequate disclosure, 58, 196-198, 206 
capitalizing period costs, 727 
convergence with IFRS, 18-19, 354-355, 689-691, 735, 920, 
1010-1011, 1091 
FASB and, 17-18 
international financial reporting standards vs. 
borrowing costs on assets, 920 
budgeting, 1010-1011 
consolidated statements, 652 
expensed/capitalized costs, 100 
financial reporting requirements, 842 
inventory valuation, 252, 354-355, 728, 735 
management compensation, 1090-1091 
R&D activities, 842 
relevant costs, 920 
reversals of inventory write-downs, 252 
segment reporting, 652, 690-691, 969-970 
true and fair override, 196 
the value chain, 842 
Georgia-Pacific Corp., 557 
Getty, J. Paul, 97 
Gillette Corp., 933 
Global sourcing, 685, 698-699, 764 
Globalization, 682-719 
antidumping laws, 923n 
environmental forces, 686-689 
culture, 687-688 


economic systems, 687 
political/legal systems, 686-687 
technology/infrastructure, 688-689 
fixed and variable costs, separating, 881 
Foreign Corrupt Practices Act (FCPA), 700-701 
foreign currencies and exchange rates. See Foreign currency 
global sourcing, 685, 698-699, 764 
harmonization of accounting standards. See Harmonization of 
accounting standards 
multinational companies, locations of, 684 
stages of, 685 
GM Goodwrench, 759 
Goals 
accounting system role in achieving, 1078-1079 
communicating, 1078 
in life, 1092 
rewarding achievement of, 1078-1079 
Going concern assumption, 41 
Goods in transit, 351 
Goodwill, 402-404 
Goodyear Tire & Rubber, 322 
Google, 1077 
Government Accountability Office (GAO), 24 
Governmental accounting, 24 
Granite Construction, Inc., 784 
Grocers, Inc., 866 
Gross price method, 258-259 
Gross profit, 248, 634-635 
Gross profit margin, 263, 634-635, 653 
Gross profit method, 356-357 
Gross profit rate. See Gross profit margin 
Group of Twenty (G-20), 683 
Guarantees, loan, 632, C-13 
Guidance for Smaller Public Companies Reporting on Internal 
Control over Financial Reporting, 21 


H 


H. J. Heinz Co., 416, 805 

Half-year convention, 393 

Harley-Davidson Motorcycle Co., 933 

Harmonization of accounting standards, 18-19, 689-691 
adoption of IFRS, 18-19, 689-691, 1010-1011, 1091 
convergence with IFRS, 18-19, 354-355, 689-691, 735, 920, 

1010-1011, 1091 

HealthSouth, 26, 59 

Hedging, 697 

Held-to-maturity securities, 295n 

Herman Miller, 1085, 1092 

Hershey’s, 189 

Hewlett-Packard, 1045 

High-low method, 894-895 

Hillerich & Bradsby Co., 991, 992 

Historical cost, 41, 148 

Hofstede, Geert, 687n, 706-707 

The Hollywood Park Companies, 479 

Home Depot, Inc., 34, 68-69, 125, 171, 192, 196, 197, 224, 263, 


275, 324, 370, 418, 470, 510, 531, 534, 547-548, 582, 602, 622, 
637, 664, 680-681, 709, 714, 746, 867, 870, 935, 938, 976, 979, 


1024, 1061, 1090, 1100, 1101, 1103-1104, 1135, A-1—A-13 
Honda Motor Co., 710 


Horizontal analysis, 626 
Hyundai, 687 


IBM, 246, 449, 484, 495, 505, C-7 
IKEA, 996 
Immaterial items, 155, 256 
Impairment loss, 397 
Income 
from continuing operations, 522-523 
before income tax, C-8 
from interest, 307-309, 566, 570-571 
net. See Net income 
residual (RI), 1084-1085 
taxable, C-8 
Income statement, 12, 38-39, 49-51, 96-98, 522-528 
accounting periods and, 97-98 
accrual basis of accounting and, 100 
adjusting entries, effects of, 156-158 
budgeted, 998, 1003-1004 
classifications in, 633 
common size, 625 
comprehensive income and, 534 
continuing operations, 522-523 
discontinued operations, 522, 523 
earnings per share (EPS), 525-528, 636, 642 
expenses, 96, 98-101 
extraordinary items, 522, 523-525 
interim, 12, 205 
inventory errors and, 355-356 
limitations of, 193-195 
manufacturing company, 734-735 
merchandising company, 247-248 
multiple-step, 633-635 
partnership, C-17 
predictive information, 522 
preparing, 192-195 
profitability measures. See Profitability 
recording transactions, 101-107 
responsibility, 957, 958-959 
restructuring charges, 524 
revenue, 96, 98, 100-101 
sample, 194 
service company, 247 
single-step, 633 
time period principle, 97-98 
unusual gains/losses, 524 
Income statement approach, 304 
Income Summary, 198-201 
closing, 201, C-11—C-12 
expense account balances transferred to, 199-200 
revenue account balances transferred to, 199 
Income tax expense. See also Taxes 
accruing, 153-154 
budgeted, 1007 
capital investment decisions and, 1122-1123 
deferred, 458-459, 583 
estimated quarterly payments, 153 
as nonoperating item, 635 
recognizing, C-8—C-9 
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in unprofitable periods, 154, C-9 
unrealized gains/losses and, 299 
Incremental analysis, 916-950 
changing markets and, 918 
in common business decisions, 922—929 
joint product decisions, 928-929 
make or buy decisions, 925-926 
production constraint decisions, 923-924 
sell, scrap, or rebuild decisions, 926-927 
special order decisions, 922—923 
relevant cost information, 918—922 
Incremental (or differential) cost, 920 
Incremental (or differential) revenue, 920 
Indenture contracts, 430 
Indirect labor, 73 1-732, 765 
Indirect manufacturing costs, 732 
Indirect materials, 730, 731, 732n 
Industrial organizations, 687 
Industry standards, in financial statement analysis, 626, 631 
Inflation, 42 
Influence peddling, 700-701 
Infrastructure, 689 
ING Group, 685 
Installment notes payable, 436-438 
Institute of Certified Management Accountants (ICMA), 724 
Institute of Internal Auditors (ITA), 20, 311 
Institute of Management Accountants (IMA), 20, 311 
Intangible assets, 386, 401-406 
amortization of, 402 
characteristics of, 401 
copyrights, 405 
deferred charges, 405 
financial analysis of, 406 
franchises, 405 
goodwill, 402-404 
operating expenses vs., 402 
other types, 405 
patents, 404-405 
research and development (R&D) costs, 405-406 
trademarks/trade names, 405 
Integrity, 16-22. See also Corporate governance 
AICPA code of professional conduct, 22, 23 
competence and, 21—22 
ethical behavior and, 21—22 
institutional features, 17-19 
judgment and, 21 
professional organizations and, 20-21 
Intel Corp., 29, 37, 38, 385, 582, 846 
Interest, 307-308 
on bank accounts, 293 
compound, B-2 
computing, 308 
on liabilities, 430 
from marketable securities, 296-297 
present value and, B-1—B-2 
Interest coverage ratio, 453, 454, 646, 653 
Interest expense, 635 
accruing, 151-152, 431-432, 441-442 
on bonds payable, 440-442 
cash payments for, 573 
computing interest, 308 
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Interest expense—Cont. 
on discounted notes payable, B-10—B-11 
FASB/JIASB standards for classifying, 566 
on installment notes payable, 436-438 
on liabilities, 430, 431-432, 436-438 
on notes payable, 431-432, 432n 
as operating activity, 566 
plant assets and, 387 
as tax deduction, 440 
Interest income 
bank credits for interest earned, 293 
computing interest, 308 
FASB/IASB standards for classifying, 566 
on notes receivable, 307-309 
as operating activity, 566, 570-571 
Interest rates 
bond prices and, 449-450 
preferred stock and, 495 
present value and, B-1 
Interim financial statements, 12, 205 
Internal control, 8—9 
corporate governance issues, 856 
over cash, 290-291 
Sarbanes-Oxley Act and, 21 
total quality management (TQM), 854-857, 1051 
Internal Control-Integrated Framework, 8, 21 
Internal failure costs, TQM, 854 
Internal Revenue Service (IRS), 24 
Internal users, of accounting information, 13-14, 58-59, 723-725 
International Accounting Standards Board (IASB), 18, 683-684 
cash flow statement categories, 566 
FASB/IASB convergence project, 18—19, 354-355, 689-691, 
735, 920, 1010-1011, 1091 
goodwill reporting requirements, 404 
interest payments/receipts classifications, 566 
LIFO prohibited, 353 
International Aerospace Machinists, 32 
International Financial Reporting Standards (IFRS), 18-19, 683 
adoption of, 18-19, 689-691, 1010-1011, 1091 
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1011, 1091 
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GAAP vs. See Generally accepted accounting principles 
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management compensation, 1090-1091 
plant asset revaluation, 401 
relevant costs, 920 
responsibility center reporting, 969-970 
segment reporting, 652, 690-691, 969-970 
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International joint ventures, 685 
International licensing, 685 
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Inventory. See also Inventory systems; Inventory valuation 
accounting for, 249 
defined, 246, 340 
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compared, 255-256, 257 
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periodic. See Periodic inventory systems 
perpetual. See Perpetual inventory systems 
selecting, 256-257 
Inventory turnover rate, 358, 454, 648, 652 
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corporate governance issues, 359 
cost flow assumptions, 342 
average-cost method, 342-343, 346, 348, 353 
FIFO. See First-in, first-out (FIFO) method 
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in periodic system, 352-354 
errors in, 355-356 
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gross profit method, 356-357 
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evaluation of methods, 345-347 
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international standards, 252, 354—355, 728, 735 
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specific identification method, 348 
evaluation of, 345-346 
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summary of methods, 348 
tax considerations, 347, 354 
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job cost sheets, 763-764 
process costing vs., 804-805 
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posting entries to ledger accounts, 90-93, 101-109 
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balance sheet transactions, 90-93 
bonds payable, 440-448 
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notes payable, 432 
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special, 262—263 
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Junk bonds, 440 
Just for Feet, Inc., 536 
Just-in-time (JIT) systems, 347-349, 852-854, 1051 
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Larkin, J., 805 
Last-in, first-out (LIFO) method, 348 
evaluation of, 346-347 
financial reporting standards and, 354-355, 735 
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shrinkage and, 349 
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Liabilities, 42-43, 428-481 
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commitments, 452 
converting to revenue, 141, 142, 149-150, 156 
credit balances in liability accounts, 88 
creditors’ claims, evaluating, 452-454 
current. See Current liabilities 
deferred income taxes, 458-459, 583 
defined, 430 
due on demand, 430n 
estimated, 430-431, 451 
financial statement disclosures, 197 
lease payment obligations, 455-456 
long-term. See Long-term liabilities 
loss contingencies, 451-452 
nature of, 430-431 
owners’ equity vs., 430 
payment of, 47 
pensions/postretirement benefits, 456-458, B-14 
short-term, 43n, 454 
special purpose entities (SPEs), 455 
unfunded, 458 
Life-cycle costing, 851-852 
Limited liability partnerships, C-4—C-5 
Limited partnerships, 632n, C-4 
Limited personal liability, 56, 484, 632, C-7 
Lines of credit, 290, 454, 649-650 
Liquidity, 57-58, 627 
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sole proprietorship, C-2—C-3 
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long-term, 630, 646 
short-term, 58, 629-630, 646-650, 652-653 
Loan guarantees, 632, C-13 
Lockheed, 707 
Long-term liabilities, 43n, 435-451 
bonds payable. See Bonds payable 
current portion of, 432-433, 433n, 438 
financial analysis by long-term creditors, 452-454 
installment notes payable, 436-438 
maturing obligations intended to be refinanced, 433n, 435-436 
secured claims, 646 
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Loss contingencies, 451-452 
Lower-of-cost-or-market (LCM) rule, 350, 728 
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Management accounting, 6, 13-16, 720-757. See also Cost 
accounting systems; Manufacturing operations 
accounting information systems, 723-725 
career opportunities, 24 
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defined, 722 
financial accounting vs., 724 
information characteristics, 15-16 
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objectives of, 14-15 
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performance evaluation, 723 
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Management compensation, 1089-1092 
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cooperative vs. competitive incentives, 1092 
corporate governance issues, 1090 
design choices for, 1091-1092 
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IFRS and, 1090-1091 
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perquisites (perks), 1089-1090 
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Managerial accounting. See Management accounting 
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manufacturing costs in. See Manufacturing costs 
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operating cycle of, 246-247 
overhead in. See Manufacturing overhead 
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application of. See Overhead application rates 
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standard costs for, 1040 
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variances in, 1045-1047, 1052 
spending, 1045-1046, 1052 
summary of, 1047 
volume, 1045, 1046-1047, 1052 
Margin of safety, 890, 895 
Market economies, 687 
Market rate of interest, 449 
Market share, 634 
Market value, 494-496, 653 
accounting by investor, 495 
accounting by issuer, 494 
of assets, 148 
of bonds, 439, 449-450, B-12 
book value and, 496 
of common stock, 495-496 
of financial instruments, 653 
of marketable securities, 288—289, 298-299 
of preferred stock, 495 
as transfer price for profit centers, 966 
Marketable securities, 288, 295—299 
accounting for, 296-299, 567, 574 
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dividend/interest revenue recognition, 296-297 
purchase of, 296 
sale of, 297-298, 574 
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steps in preparing, 997-999 
MasterCard, 289, 306, 316 
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depreciation, 146, 407-408 
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income taxes, 458-459 
materiality and, 155 
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transportation costs, 260 
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Materiality, 155-156 
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Materials inventory, 728, 730 
Materials price variance, 1042-1044, 1052 
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bond retirement prior to, 450-451 
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Maturity value, 439 
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Memorandum entries, 496 
Merchandising companies, 244-285 
accounting system requirements, 248-249 
corporate governance issues, 264 
cost of goods sold, 247-248 
closing entries, 252 
creating account, 254 
periodic inventory systems, 253-255 
perpetual inventory systems, 249-252, 340-351 
year-end balance, 255 
financial analysis of, 263 
income statement, 247-248 
inventory systems 
compared, 255-256, 257 
periodic, 252-257 
perpetual, 249-252, 340-351 
selecting, 256-257 
manufacturing operations vs., 246 
modifying accounting system, 262-263 
operating cycle of, 246-247, 340, 358-359, 648-649 
performance measures, 263 
purchase-related transactions, 250, 251, 253, 255, 257-260 
retailers, 246-247 
sales-related transactions, 250-251, 255, 260-262 
service companies vs., 247 
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394n, 398, 583n 
Molson Coors Brewing Co., 318 
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Mortgage bonds, 439 
Motorola, 855 
Moving average method, 342-343 
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Financial Reporting Standards (IFRS) 
budgeting for, 994 
transfer prices for, 967-968 
Multiple-step income statement, 633-635 
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Negotiated transfer price, 966-967 
Net assets, 493 
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from operating activities, 454, 581, 652 
reconciling with net income, 578-579 
Net cost method, 258, 259, 259n 
Net earnings per share, 528 
Net identifiable assets, 402-403 
Net income, 49, 96-101, 634, 635 
adequacy of, 637, C-2, C-6, C-12 
allocation among partners in partnership, C-5, C-18—C-22 
percentage changes in, 624-625, 653 
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reconciling with net cash flows, 578-579 
trend in, 454 
Net income percentage, 204, 653 
Net loss, 49, 96 
Net present value, 1121 
Net realizable value, 41, 289, 299 
Net sales, 260, 263, 634 
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The New York Times Co., 149, 169, 479 
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Nicolaisen, Donald T., 589n 
Nike, 536 
Nikon, 708 
No-par stock, 490 
Nominal accounts, closing, 198-202 
Non-value-added activities, 842-843, 853 
Noncash charge/expense, 148, 408, 458, 578 
Noncash investing/financing, 52, 408-409 
Nonfinancial considerations 
capital budgeting, 1116, 1124 
decision making, 919-920, 929 
performance evaluation, 968-969 
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North American Free Trade Agreement (NAFTA ), 686 
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Notes accompanying financial statements, 196-198, 206 
adequate disclosure in, 58, 196-198, 206 
commitments, 452 
depreciation methods, 197, 396-397 
dividends in arrears, 492 
loss contingencies, 451-452 
Management Discussion and Analysis (MD&A), 206, 631 
maturity dates of liabilities, 197 
restrictions of retained earnings, 533-534 
sample, 641 
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Notes payable, 42, 431-432 
installment notes, 436-438 
non-interest bearing, B-10—B-11 
Notes receivable, 307-309 
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Office of Management and Budget, 1037 
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Operating activities, 51, 564-566 
direct method of cash flows, 564—566, 568, 570-573 
net cash flows from, 454, 581, 652 
Operating budgets, 997, 998, 999-1003. See also Budgets and 
budgeting 
Operating cycle, 246 
cash flows and, 993 
current assets and, 627-629 
manufacturing operations, 246 
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as short-term liquidity measure, 454, 653 
Operating expense ratio, 643-644, 653 
Operating expenses, 402, 635 
Operating income, 634, 635, 653 

in cost-volume-profit analysis, 886-887, 890, 895 
Operating leases, 456 
Opportunity costs, 921, 926, 927, 929 
Oracle, 406 
Organization chart, 14 
Other accounts payable, 431 
Out-of-pocket costs, 921-922 
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Outstanding shares, 488, 525 
Overall gross profit margin, 263 
Overapplied overhead, 766-768 


Overhead application rates, 761-763. See also Manufacturing 
overhead 
computation and use of, 761-763 
corporate overhead, improper allocation of, 777 
cost drivers and, 762 
in job order costing, 765-768 
multiple, 762. See also Activity-based costing (ABC) 
over- or underapplied overhead costs, 766-768 
in process costing, 806-807 
proper, importance of, 762-763 
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on corporate balance sheet, 57, C-10 
credit balances in equity accounts, 88 
debit and credit rules for, 100-101 
decreases in, 43, 99, 100-101 
increases in, 43, 57, 91, 96, 98, 100-101 
net income and, 96 
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Par value, 489-490 
Parent company, 622 
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Partnership contract, C-5—C-6 
Partnerships, 56, C-3—C-6, C-7 
accounting practices, C-5—C-6, C-15—C-22 
defined, C-3 
financial statement analysis, C-6 
formation of, C-15—C-16 
general partners, 632n 
general partnerships, C-3—C-4, C-7 
liability of partners, 632, 632n 
limited, C-4 
limited liability, C-4—C-5 
partners’ equity, reporting, 56—57 
Patents, 404-405 
Payables. See Accounts payable; Bonds payable; Notes payable 
Payback period, 1117-1118 
Payee of the note, 307 
Payroll liabilities, 150-151, 433-435, 730-731 
Payroll taxes, 433-435 
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Pemberton, John S., 721 
Pension funds, 457 
Pension liabilities, 456-457, B-14 
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PepsiCo, Inc., 264, 622, 838 
Per-unit cost data. See Unit cost data 
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634, 653 
Percentage of net sales, 406, 635, 653 
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investment (ROI) 
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communicating goals and objectives, 1078 
DuPont system. See DuPont system of performance 
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inventory method and, 347 
management accounting role in, 723 
management compensation and, 1089-1092 
merchandising operations, 263 
nonfinancial objectives and, 968-969 
residual income, 1084—1085 
responsibility center, 954-955, 964-965 
rewarding goal achievement in, 1078-1079 
Performance margin, 964-965 
Performance reports, 958, 1012-1013 
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Periodic inventory systems, 249, 252-257 
average cost method, 353 
closing entries, 253-255 
cost flow assumptions, 352-354 
FIFO, 353 
LIFO, 353-354 
operation of, 252—253 
perpetual inventory systems vs., 255-256, 257 
physical inventory, 252-253, 352 
selecting, 256-257 
shrinkage losses in, 352n 
specific identification method, 352-353 
transactions in, 253 
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Perpetual inventory systems, 249-252 
closing entries, 252, 255 
cost flow assumptions, 342 
FIFO, 343-344 
LIFO, 344-345 
in manufacturing companies, 728 
manufacturing cost flows and, 728-729 
periodic inventory systems vs., 255-256, 257 
physical inventory, 251—252, 349-350 
selecting, 256-257 
specific identification method, 342 
transactions in, 250-251 
Perquisites (perks), 1089-1090 
Personal guarantees, 632, C-13 
Personal liability, 56, 632 
Petty cash funds, 291 
Peugot, 708 
Pfizer, Inc., 296, 406, 757, 1110-1111 
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Plant assets, 384-401 
acquisitions of, 386-389, 574 
capital expenditures, 388-389, 408 
categories of, 386 
corporate governance issues, 408 
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cost determination, 387 
defined, 386 
depreciation of. See Depreciation 
disposal of, 399-401, 575 
impairment of, 397, 408 
intangible. See Intangible assets 
international accounting standards and, 401 
land, 386, 387-388 
natural resources, 386, 407-408 
revenue expenditures, 389 
statement of cash flows and, 408-409, 574-575 
as stream of future services, 386 
tangible, 386 
trading in used for new, 400-401 
Plant occupancy costs, 732 
Play World Systems, Inc., 821 
Point-of-sale (POS) terminals, 262 
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Post-closing trial balance, 203 
Posting 
of journal entries to ledger accounts, 90-93, 101-109 
ledger accounts after posting, 94-95 
Postretirement liabilities, 456-458, B-14 
PPL Energy Co., 322 
Preferred stock, 490-494. See also Capital stock 
book value per share, 493-494 
convertible, 491, 492, 528 
cumulative, 491—492, 525-526 
dividends and, 491—492, 495, 525-526 
earnings per share and, 525-526 
market price of, 495 
Premium, on bonds payable, 445-448 
Prepaid expenses, 144-146 
Prepayments budget, 1006 
Present value, 402, 448-449, B-1—-B-17 
of annuities, 1119-1120, B-8—B-9 
bond prices and, 449 
compound interest, B-2 
discount periods of less than one year, B-10 
discount rate and, 1120, B-6, B-7—B-8 
discounting future cash flows, 1119-1121, B-6-B-10 
financial instrument valuation, B-10—B-14 
capital leases, B-13—B-14 
interest-bearing receivables/payables, B-10 
market prices of bonds, B-12 
non-interest-bearing notes, B-10-B-11 
postretirement benefits obligations, B-14 
future amounts, B-2—B-6 
of incremental cash flows, 1122-1123 
pension/post retirement liabilities and, 457, 458 
tables for calculating, 1119, B-7-B-8 
time value of money concept, B-1—B-2 
timing of future cash flows and, 1118 
Prevention costs, TQM, 854 
Price-earnings (p/e) ratio, 527, 636, 642, 653 
Price variances, 1042-1044, 1052 
Prime costs, 726 
Principle amount, of note payable, 431-432, 436-438 
Prior period adjustments, 533-534 
Pro forma reporting, 969 
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Process costing, 802-838 
accounting for materials, labor, overhead, 806-807 
corporate governance issues, 816 
defined, 804 
departmental efficiency, evaluating, 815 
equivalent units in, 807-810, 816 
FIFO-based report, 813n 
flow of costs/physical goods, 805-807, 811-815 
job order costing vs., 804-805 
production cost report, 811-815 
weighted-average method, 813n 
Procter & Gamble, 15, 484, 521, 637, 846, 933, C-7 
Product costs, 726-728, 733 
matching principle and, 728 
period costs vs., 726-727 
Product mix, 584—585 
Product quality 
in just-in-time (JIT) systems, 853, 854, 1051 
total quality management (TQM) and, 854-857, 1051 
Production budgets, 998, 1000 
Production constraint decisions, 923-924 
Production cost report, 811-815 
Production-related activities, 842, 843 
Productivity, quality and, 856-857 
Professional judgment, 21 
Allowance for Doubtful Accounts estimates, 301 
equivalent units, computing, 816 
extraordinary vs. unusual gains/losses, 524—525 
inflation adjustments, 42 
loss contingency accounting, 451-452 
materiality, 155-156 
traceable costs, assigning, 960 
Professional organizations, 20-21, 724 
Profit and loss statement. See Income statement 
Profit centers, 956-957, 966 
Profitability, 57. See also Cost-volume-profit (CVP) analysis 
evaluating, 203-204, 632-639, 653 
earnings per share (EPS), 525-528, 636, 642 
gross profit margin, 263, 634-635, 653 
multiple-step income statement, 633-635 
net income, adequacy of, 637 
price-earnings (p/e) ratio, 527, 636, 642, 653 
return on assets (ROA), 453n, 499, 638, 644, 653 
return on common stockholders’ equity, 499, 644, 653 
return on equity (ROE), 204, 453n, 638-639, 653 
return on investment. See Return on investment (ROI) 
single-step income statements, 633, 637 
summary of measures, 653 
gross profit, 248 
income tax expense in unprofitable periods, 154, C-9 
responsibility centers, unprofitable, 964 
Project Alpha, 584-585 
Promissory notes, 307-309 
Proxy statements, 487 
Public accounting careers, 23-24 
Public Company Accounting Oversight Board (PCAOB), 19 
Public information, 485, C-3 
Publicly owned corporations, 485-486, 500, C-8 
Publix Super Markets, Inc., 273 
Puma AG, 879, 880, 894 
Pump-and-dump schemes, 500 


Purchase discounts, 257—259 
Purchase transactions 
on account, 46, 92, 257-259 
cash, 45, 91, 571, 574 
credit terms, 257-259 
discounts, 257-259 
involving foreign currency, 693 
lump-sum purchases, 387-388 
marketable securities, 296, 574 
merchandise inventory, 250, 253, 255, 257-259, 571 
plant assets, 574 
returns of merchandise, 259 
through cash and financing, 45, 92 
transportation costs, 259-260 


Q 


The Quaker Oats Co., 622, 1085 
Quality control 
in just-in-time (JIT) systems, 853, 854, 1051 
quality cost components, 854-855 
quality cost measures, 855-856 
in total quality management (TQM), 854-857, 1051 
Quantity variances, 1042-1044, 1050, 1052 
Quick assets, 630 
Quick ratio, 454, 630, 649, 652 
Qwest, 26 


R 


Rate of inflation, 634 

Ratios, 625. See also individual ratios 
evaluating, 630-631 
liquidity, 454, 629-632, 652-653 
market price of common stock, 653 
profitability, 653 
usefulness/limitations of, 631-632 

Real accounts, 198 

Realization principle, 98, 154 

Rebuild decisions, 926-927 

Receivables. See Accounts receivable; Notes receivable 

Recoveries of bad debts, 304—305 

Red Robin Gourmet Burgers, 1145 

Refinanced liabilities, 433n, 435-436 

Registered bonds, 440n 

Regulatory compliance costs, 732 

Relevant financial information, 918-922, 929 
opportunity costs, 921, 926, 927, 929 
out-of-pocket costs, 921-922 

Relevant nonfinancial information, 919-920, 929 

Relevant range, 885-886 

Required rate of return, 1120 

Research and development (R&D), 405-406, 842, 843 

Residual income (RJ), 1084-1085 

Residual owners, 493 

Residual value, 147n, 391-392, 394-395, 396 

Responsibility accounting systems, 958-969 
assigning revenue and costs, 959-960 
common fixed costs, 961-962, 965 
contribution margin, 960-961 
corporate governance issues, 969 


fixed costs, 961-962, 964—965 
manager evaluation, 964-965 
nonfinancial objectives/information, 968-969 
profitability measures, 964 
reporting in financial statements, 969-970 
responsibility income statement, 957, 958-959 
responsibility margin, 961, 962-964 
traceable fixed costs, 961, 964-965 
transfer prices, 965-968 
variable costs, 960 
Responsibility budget, 997 
Responsibility centers, 954-958 
accounting system for. See Responsibility accounting systems 
cost centers, 955-956 
investment centers, 957-958 
performance information, 954-955 
profit centers, 956-957, 966 
revenue centers, 957 
Responsibility income statement, 957, 958-959 
Responsibility margin, 961, 962-964 
Restricted cash, 289-290 
Restructuring charges, 524 
Results of operations, 5. See also Income statement 
Retail method, 357 
Retailers, 246-247. See also Merchandising companies 
Retained earnings, 57, 96, 488, C-10-—C-11 
capitalizing, 530-531 
in closing Income Summary account, C-11—C-12 
dividend payments and, 201-202, 528-530 
liquidating dividends and, 530 
prior period adjustments, 533-534 
restrictions of, 533-534 
results of operations and, 522-528 
statement of, 194, 195, 532-534 
stock dividends and, 530-532 
transferred from Income Summary account, 201 
Return of investment, 10 
Return on assets (ROA), 453n, 499, 638, 644, 653 
Return on average investment (ROI), 1118 
Return on common stockholders’ equity, 499, 644, 653 
Return on equity (ROE), 204, 453n, 638-639, 653 
Return on investment (ROI), 10, 637-638, 644 
in capital budgeting, 1118, 1118n 
components of, 1081-1082 
criticisms of, 1083-1084 
DuPont system, 1079-1084 
measurement problems, 1084 
profitable investments, failing to take, 1083 
short horizon problems, 1083 
Return on sales (ROS), 1081-1082 
Returns of merchandise, 259 
Revenue, 49, 96, 98. See also Income statement 
accruing uncollected, 141, 142, 152-153, 156 
assigning to responsibility centers, 959-960 
closing entries for revenue accounts, 199 
converting liabilities to, 141, 142, 149-150, 156 
debit and credit rules for, 100-101 
earning of, 47-48 
entries for accrued, 104 
entries for cash, 101, 104 
in financial statement analysis, 643-644 
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incremental (differential), 920 
investment, 296-297 
matching costs to, 154-155, 351 
on multiple-step income statement, 634 
nonoperating items, 635 
realization principle and, 98, 154 
unearned, 149-150, 435 
Revenue centers, 957 
Revenue expenditures, 389 
Reverse mergers, 500 
Rhode Island Life Insurance Co., 977 
Ricoh Company Ltd., 1097 
Risk assessment, 8. See also Credit risk; Liquidity 
Risk Metrics Group, 654 
Rite Aid Corp., 274 
Robert Morris Associates, 626n 
Robinson, Frank, 721 
Rolling budgets, 996-997 
Running balance, 94 


S 


S corporations, C-13 

Safeway, Inc., 273, 380 

Saks Fifth Avenue, 245 

Saks Fifth Avenue Off 5th Street, 245 

Saks Inc., 245, 246, 263 

Salaries (wages) expense 
accrued, 150-151, 433-435, 765 
cash payments, 572 
direct labor, 730-731 
fringe benefits, 434n, 730n 
management compensation. See Management compensation 
to owners of corporation, C-10 
in partnerships, C-18—C-22 

Sales, 98, 247-248. See also Sales transactions 
cost-volume-profit analysis and, 889-893 
evaluating percentage changes in, 624, 653 
net, 260, 263, 634 
per square foot of selling space, 263 

Sales allowances, 260-261, 264 

Sales discounts, 257, 261, 264 

Sales forecasts, 997-998, 1000 

Sales mix, 893-894 

Sales returns, 260-261, 264 

Sales taxes, 262, 262n 

Sales transactions 
assets, sale of, 46, 93, 399-401 
cash, 570 
credit card, 306-307 
delivery expenses, 261 
discounts, 261, 264 
involving foreign currency, 693-694 
marketable securities, 297-298, 574 
merchandising company, 250-251, 255, 260-262 
plant assets, sale of, 399-401 
returns and allowances, 260-261, 264 
year-end, 351 

Sales volume in dollars, 890, 895 

Sales volume in units, 889, 895 

Salvage (residual) value, 147n, 391-392, 394-395, 396 
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Same-store sales, 263 
Sam’s Club, 256 
Samsung, 687 
Sarbanes-Oxley Act (SOX), 9, 19, 111 
audit committee financial expert, 921 
CEO/CFO certification of financial statements, 59 
Form 8-K, 896 
404 certification, 9 
internal control and, 9, 21, 856 
lying to external auditors, 536 
material events, disclosure of, 896 
passage of, 59 
pro forma reporting, 969 
Public Company Accounting Oversight Board (PCAOB), 19 
whistle-blower protection, 264, 816 
Schapiro, Mary L., 1090 
Schedule of costs of finished goods manufactured, 733-734 
Scrap decisions, 926-927 
Scrap value, 350 
Sears Roebuck & Co., 275, 308, 954, 978, 1018 
Secretary, corporate, 487 
Secured claims, 646 
Securities and Exchange Commission (SEC), 17, 24, 622 
audit committee financial expert, defined, 921 
enforcement actions 
accounts receivable manipulation, 311 
budgetary numbers, fraudulent, 996 
capitalization, improper, 408 
cash flow manipulation, 584-585 
CEO perquisites/personal benefits, disclosure of, 1090 
corporate overhead, improper allocations of, 777 
debt understatement, 455 
foreign officials, improper payments to, 701 
income overstatement, 159, 264, 311, 536, 727 
inventory fraud, 359 
MD&A, inadequate disclosure in, 206 
period costs, improper capitalization of, 727 
pre-Sarbanes-Oxley Act, 111 
Project Alpha, 584-585 
ROI measurement problems, 1084 
sales discounts/allowances understatement, 264 
against senior executives, 26 
shell companies, 500 
standard inventory costs, erroneous, 1052 
FASB and, 17 
financial reporting oversight by, 24, 192 
global accounting standards and, 18 
home page for, 915 
management compensation and, 1090, 1125 
material events, disclosure requirements for, 896 
Statement in Support of Convergence and Global Accounting 
Standards, 18 
Segment of the business. See also Responsibility centers 
discontinuing or selling, 523 
segment reporting, 652, 690-691, 969-970 
Sell decisions, 926-927 
Selling and administrative expense budget, 1003 
Selling expenses, 635, 733 
Semivariable costs, 881 
high low method, 894-895 
volume variation and, 885 
Service charges/fees, bank, 292 


Service companies, 247, 769 
Service departments, fixed costs traceable to, 961-962 
Shell companies, 500 
Shim, E., 805 
Shimano Co., 730 
Short-term investments. See Marketable securities 
Short-term liabilities, 43n, 454 
Short-term liquidity, 58, 629-630, 646-650, 652-653 
Shrinkage losses, 251-252, 349, 352n 
Silicon Graphics, 406 
Single-step income statements, 633, 637 
Sinking funds, 433n, 440 
Six Sigma, 855 
Skilling, Jeffrey, 111 
Smith, Weston, 59 
Snyder, Michael, 1145 
Social Security taxes, 433, 434, 434n, 435 
Sole proprietorships, 55-56, C-1—C-3 
accounting practices, C-2 
characteristics of, C-1—C-2, C-7 
financial statement analysis, C-2—C-3 
liability of owner, 632, C-2 
owner’s equity, reporting, 56 
separate business entity concept, C-1 
Sony Corp., 5, 206 
Southwest Airlines, 884 
Special journals, 262—263 
Special order decisions, 922—923 
Special purpose entities (SPEs), 455 
Specific identification method, 348 
evaluation of, 345-346 
periodic inventory systems, 352-353 
perpetual inventory systems, 342 
Spending variance, 1045-1046, 1052 
Split-off point, 928-929 
Sprint Nextel Corp., 319 
Stable-dollar assumption, 42 
Standard & Poor’s, 452, 455, 654 
Standard cost, 1038 
Standard cost systems, 1036-1074 
corporate governance issues, 1052 
cost variances from different perspectives, 1048-1051 
defined, 1038 
direct labor standards, 1040 
direct material standards, 1040 
establishing/revising standard costs, 1038-1040 
manufacturing overhead standards, 1040 
valuation of finished goods, 1048 
variance analysis. See Variance analysis 


Standards for comparison, financial statement analysis, 625-626, 631 


Standards for the Professional Practice of Internal Auditing, 20 
Staples, Inc., 380, 518 
State of incorporation, 486 
Stated (par) value, 489-490 
Statement of cash flows, 12, 39, 51-52, 562-618 
corporate governance issues, 584-585 
direct method 
additional information, 567-568 
cash and cash equivalents, 567, 569-570 
cash payments for merchandise/expenses, 571-573 
classification of cash flows, 564-567 
financing activities, 569, 575-576 


indirect method vs., 577-578 
investing activities, 566, 568-569, 573-575 
operating activities, 564-566, 568, 570-573, 650-651 
supplementary schedule required for, 579-580 
expanded, 579-580 
free cash flows, 581, 653 
indirect method, 577-580 
plant asset transactions and, 408-409 
postretirement liabilities and, 458 
preparing, 567-580, 585-589 
purposes of, 564 
reconciling net income with net cash flows, 578-579 
relationship with balance sheet, 576-577 
stockholder transactions and, 494 
supplementary schedule, 579-580 
treasury stock transactions and, 498-499 
worksheet for, 585-589 
Statement of financial position, 12. See also Balance sheet 
Statement of operations. See Income statement 
Statement of partners’ equity, C-5, C-17 
Statement of retained earnings, 532-534 
preparing, 195, C-11—C-12 
prior period adjustments, 533-534 
restrictions of retained earnings, 533-534 
sample, 194 
Statement of stockholders’ equity, 534-535 
Static analysis, 626 
Stern Stewart & Co., 1085n, 1110 
Stock. See Capital stock 
Stock buyback programs, 498-499 
Stock certificates, 486 
Stock dividends, 530-532 
Stock market, 485n 
Stock option plans, 497, 1089, 1091 
Stock registrar, 488 
Stock splits, 496, 532 
Stock transfer agent, 488 
Stockholders, 56, 484, C-6 
board of directors, electing, 1125-1126, C-7 
limited personal liability of, C-7 
personal guarantees by, 632 
records for, 488 
rights of, 486-487 
Stockholders’ equity, 57, 482-518, C-10 
average, 204 
balance sheet presentation, 489, 490, 535-536 
comprehensive income and, 534 
paid-in-capital, 488-494 
statement of stockholders’ equity, 534-535 
total, 493 
treasury stock purchase and, 497-498 
Unrealized Holding Gain (or Loss) on Investments, 298-299 
Stockholders’ meetings, 486-487 
Stockholders subsidiary ledger, 488 
Straight-line depreciation, 147, 390-393 
accelerated depreciation vs., 391, 395-396, 399 
for fractional periods, 392-393 
residual value, 391-392 
Strong Industries, 821 
Subsidiaries, 622 
foreign, on consolidated financial statements, 698 
wholly owned international, 685 
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Subsidiary ledgers, 248, 249 
accounts payable, 248 
accounts receivable, 248 
inventory, 248-249, 341, 343, 344, 345 
marketable security, 296 
stockholders, 488 
Sum-of-the-years’ digits (SYD) depreciation, 398 
Sun Microsystems, 406 
Sunk costs, 919 
capital budgeting and, 1122 
out-of-pocket costs vs., 921-922 
Supplementary schedule, statement of cash flows, 579-580 
Suppliers, 842, 843 
Supply push production, 852 


T 


T accounts, 87-89 
Take-home pay, 434 
Taking a physical inventory. See Physical inventory 
Tangible plant assets, 386. See also Plant assets 
Target, 272, 358-359, 483, 745 
Target costing, 847-852 
characteristics of, 852 
components of, 848 
illustration of, 849-852 
life cycle costing in, 851-852 
Tax accounting, 6 
Tax planning, C-13 
Taxable income, C-8 
Taxes 
bond financing advantage, 440 
cash payments for, 573 
corporate income taxes, 153, C-8-—C-9 
depreciation and, 393n, 394n, 395-396, 583 
direct write-off method and, 305, 305n 
double taxation, 484, C-13 
income tax expense. See Income tax expense 
international transfers and, 967-968 
inventory valuation and, 347, 354 
Medicare taxes, 433, 434, 434n, 435 
payroll taxes, 433-435 
sales taxes, 262, 262n 
Social Security taxes, 433, 434, 434n, 435 
TCF Financial Corp., 989 
Temporary accounts, closing, 198—202 
Texas Instruments, 846 
Thomson-Houston Electric Co., 1115 
3M (Minnesota Mining and Manufacturing Co.), 309-310 
Time cards, 765 
Time period principle, 97-98 
Time value of money. See Present value 
Timing differences, adjusting entries for, 140, 141-142, 578 
Tokyo Stock Exchange, 295 
Tootsie Roll Industries, 1096, 1102, 1106, 1107-1108, 1110 
Total quality management (TQM), 854-857, 1051 
budgeting and, 995 
productivity and quality, 856-857 
quality cost components, 854-855 
quality cost measures, 855-856 
Toyota, 685, 1040 
Traceable fixed costs, 961, 964-965 
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Trade accounts payable, 431 
Trade names, 405 
Trademarks, 405 
Trading securities, 295n 
Transfer prices, 965-968 
Transferability of ownership, 56, 484, 485 
Transportation-in, 259-260 
Treadway, James C., Jr., 21 
Treasurer, corporate, 487 
Treasury stock, 496-499 
Trek Bicycle Corp., 745, 866 
Trend in cash flows, 454, 581, 653 
Trend in net income, 454 
Trend percentages, 624-625 
Trial balance, 109-110 
adjusted, 157-158, 192, 193 
after-closing, 203 
unadjusted, 143 
uses/limitations of, 110 
Tropicana, 622 
TRW, C-3 
Turnover rates, 454 
accounts receivable, 309-310, 358-359, 454, 647-648, 652 
capital, 1081, 1082 
inventory, 358, 454, 648, 652 
Tweedie, Sir David, 683 
200 percent declining-balance depreciation, 394-395 
2DoTrade, Inc., 500 
Tyco, 26 
Tyson, Don, 1090 
Tyson Foods, 1090 


U 


Unadjusted trial balance, 143 
Uncollectible accounts, 299-305 
aging accounts receivable, 302-304 
Allowance for Doubtful Accounts, 301-302, 303n 
allowance method, 301—302, 305n 
balance sheet approach, 302-304 
direct write-off method, 305, 305n 
estimating credit losses, 302—304 
income statement approach, 304 
recovery of previously written off, 304-305 
reflected in financial statements, 300 
writing off, 301-302, 305n 
Underapplied overhead, 766-768 
Underwriters, 439, 488-489 
Unearned (deferred) revenue, 141, 142, 149-150, 156, 435 
Unfunded postretirement costs, 458 
Union Carbide Corp., 557 
Unit contribution margin, 888-889, 895 
Unit cost data, 733, 734, 760. See also Cost accounting systems 
in activity-based costing (ABC), 775-776 
contribution margin per unit, 888-889 
cost per equivalent unit, 8309-810 
volume variation and, 883-884 
Unit sales volume, 889, 892-893 
United Parcel Service (UPS), 385 
U.S. Department of Labor, 816 


U.S. Department of the Navy, 1037 

U.S. Justice Department, 500, 536 

U.S. Navy, 1037 

Units-of-output depreciation, 398 
Universal Music Group, 777 

University of Minnesota, 918, 989 
Unlimited personal liability, 56, C-2, C-4 
Unrealized Holding Gain (or Loss) on Investments, 298-299 
Useful life, 146-147 

estimating, 396 

revising, 397 


V 


Valuation accounts, 301 
Value-added activities, 842-843 
Value chain, 722, 840-877 
activity-based management, 844-847 
balanced scorecard and, 1085-1086 
described, 842-843 
just-in-time inventory procedures, 852 
non-value-added activities, 842-843, 853 
target costing process, 847-852 
total quality management (TQM) and, 854-857 
value-added activities, 842-843 
Value engineering, 848 
Value Line Investment Survey, 654 
Variable costs, 881, 1041 
in cost-volume-profit analysis, 881 
of responsibility centers, 960 
Variance, 1038 
Variance analysis, 1040-1051 
evaluation of cost variances, 1048-1051 
just-in-time (JIT) approach and, 1051 
labor rate and efficiency variances, 1044-1045, 1050, 1052 
manager responsibilities, 1052 
manufacturing overhead variances, 1045-1047, 1052 
materials price and quantity variances, 1042-1044, 
1050, 1052 
Ventitex, Inc., 517 
Verizon Communications, 499 
Vertical analysis, 626 
Violent Crime Control and Law Enforcement Act (1994), 996 
Visa, 289, 306, 316 
Vivendi Universal, S.A., 777 
Volume variance, 1045, 1046-1047, 1052 


W 


Wages expense. See Salaries (wages) expense 

Walgreen Co., 274, 658 

The Wall Street Journal, 527, 691, 692 

Walmart Stores, Inc., 96, 98, 247, 256, 263, 272, 370, 374, 685, 
821, 866, 954 

Walt Disney Company, 98, 1126 

Walton, Sam, 256 

Waste Management, 159 

Wausau Paper Mills Co., 479 

Weed Be-Gone, 862 


Weighted-average process costing method, 813n 
Weis Markets, 317, 319 

Wells Fargo & Co., 479 

Westinghouse Electric, 317 

Wet Seal, Inc., 290 

Whistle-blower protection, 264, 816 

White Electric Supply, 320 

Wholesalers, 247. See also Merchandising companies 
Wholly owned international subsidiaries, 685 
Window dressing, 59, 631-632 

Winners Internet Network, Inc., 727 
Withholdings, payroll, 434-435 

Work in process inventory, 728, 730, 733 
Workers’ compensation, 434 

Working capital, 205, 431, 454, 629, 647, 652 
Worksheets, 207—210, 585-589 

World Bank, 700 

WorldCom, 9, 26, 159, 408, 634, 948 

Wrigley Co., 838 
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Write-downs 
impairment of plant assets, 397, 408 
of inventory, 349-350 
lower-of-cost-or-market (LCM) rule, 350 
reversals of, 252 

Write-offs 
against the allowance, 301-302, 305n 
direct, 305, 305n 
recovery of bad debts, 304-305 
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Yahoo!, 994 
Yield 
bond, 646 
dividend, 495, 642-643, 653 


Z 


Zero-coupon bonds, 448n 


